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FEDERAL CONSOLIDATED FINANCIAL STATE-
MENTS: CAN THE FEDERAL GOVERNMENT
BALANCE ITS BOOKS?

WEDNESDAY, APRIL 1, 1998

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON GOVERNMENT, MANAGEMENT,
INFORMATION, AND TECHNOLOGY,
COMMITTEE ON GOVERNMENT REFORM AND OVERSIGHT,
Washington, DC.

The subcommittee met, pursuant to notice, at 9:36 a.m., in room
2141, Rayburn House Office Building, Hon. Stephen Horn (chair-
man of the subcommittee) presiding.

Present: Representatives Horn, Davis, Sanford, Sessions,
Kucinich, and Turner.

Staff present: J. Russell George, staff director and chief counsel;
John Hynes, professional staff member; Matthew Ebert, clerk; and
Mark Stephenson, minority professional staff member; and Faith
Weiss, minority counsel.

Mr. HORN. The Committee on Government Management, Infor-
mation, and Technology will come to order.

We’re here today to review the first ever audit of the Federal
Government’s consolidated financial statements. This audit is re-
quired by law, a law passed in 1994. Roughly 4 to 5 years were
given to the executive branch to implement the law. And to clarify
what we're about, it’s worth quoting the specific requirement. The
Government Management Reform Act of 1994 reads: “Not later
than March 31 of 1998, and each year thereafter, the Secretary of
the Treasury in coordination with the Office of Management and
Budget, shall annually prepare and submit to the president and
Congress an audited financial statement for the preceding fiscal
year covering all accounts and associated activities of the executive
branch of the U.S. Government. The financial statement shall re-
flect the overall financial position, including assets and liabilities,
and the results of operations of the executive branch of the Govern-
ment of the United States.”

The required audit, conducted by the General Accounting Office,
an office of very valuable service within the legislative branch, was
released yesterday.

When we scheduled the hearing for today, we thought of a few
April Fools’ jokes about how the Government does a great job of
keeping track of the taxpayers’ money, but then a good April Fool’s
joke has to be at least a little bit believable. Unfortunately, it is
far too easy to believe that billions of taxpayer dollars are being
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lost each year to fraud, waste, abuse, and mismanagement
throughout the Federal Government.

We've heard it all before, but today, with the Governmentwide
audit, we know more about how much money is being wasted,
where it is being wasted, and what can be done about it.

We've identified the Government programs especially at risk. For
the first time, a concise accounting for the myriad problems faced
by the Federal Government is available. It is common to compare
the Government with a business. Clearly, the comparison is inex-
act. Government reflects the needs and the priorities of an entire
Nation. However, there are also similarities. Government should be
able to account for how much money it does take in. It should be
able to determine what it has in inventory, and what it has in li-
abilities. In short, Government requires effective and responsible
management. It requires active and vigorous leadership. And it ab-
solutely must have accurate, timely information on its financial
condition.

The first-ever Governmentwide audit demonstrates that we re-
main far short of these common-sense goals. This is not an exercise
in bean counting. Financial statements are the keystones to effec-
tive financial management in the Federal Government. If the U.S.
Government had to compete as private sector businesses do, we
would be out of business very quickly in most operations. The
amounts reported in the consolidated financial statements simply
do not provide a reliable source of information for decisionmaking
by the Government or the public, but we're slowly getting there.

The consequences of poor management are appalling. Consider
just a few examples of the waste uncovered by the audit: $23 bil-
lion each year in overpayments by the Health Care Financing Ad-
ministration for Medicare—that is money that could be used to con-
tinue current benefits or even to improve the benefits; $1 billion
each year in overpayment by the Social Security Administration for
the Supplemental Social Insurance program; and $900 million each
year in overpayments by the Department of Housing and Urban
Development in excess rent subsidies.

The subcommittee’s own review of the reports, available for the
24 individual agencies required to report under the Chief Financial
Officers Act of 1990, as amended by the Government Management
and Reform Act of 1994, found results overall were dismal, with
the exception of two agencies, the National Aeronautics and Space
Administration and the Department of Energy. All the other agen-
cies had reported deficiencies in at least one of the key areas re-
viewed by their auditors.

The grades are based on the audited financial statements pre-
pared under the Government Management and Reform Act of 1994
for the 24 cabinet departments and independent agencies covered
by that act. These 24 agencies make up 98 percent of the total re-
ported Federal budgetary expenditures for fiscal year 1997.

Almost half of the agencies did not even submit reports by the
deadline specified by law years in advance, and that deadline was
essentially March 1, 1998. That is months after the end of the Fed-
eral Government’s fiscal year which ended September 30, 1997,
and 5 years after the law requiring the reports was enacted.
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Two of the agencies, Housing and Urban Development and the
Treasury Department, submitted reports to us late but before the
consolidated statements were issued yesterday. The Administration
seems to think that getting its statements in late is OK. We don’t
agree with that. To be credible and useful, the information not only
needs to be materially correct, but also timely. Timely means the
decisionmakers receive information before the decisions are made,
not after.

It’s like the old joke in the academic world: the only difference
between the “A” student and the “F” student is the “F” student for-
got it before the exam. So we hope to improve on that.

As you can see from the grades on that chart over there, which
were done by the specialists and accountants on the subcommittee
staff, the Federal Government has a long way to go in fixing its fi-
nancial management problems. Only 2 of the 24 agencies earned a
clean bill of financial health across the board. This report includes
not only a clean opinion, but also no material internal control
weaknesses, and no areas of noncompliance with laws and regula-
tions material to the financial information presented.

Many of the agencies are hindered by poor financial systems.
Poor systems prevent them from having good financial data on a
regular basis. Those agencies with poor systems but reliable data
required significant adjustments, often based on its auditor’s rec-
ommendations to its statements to make them reliable. Both the
General Accounting Office audit report and the individual agency
audit reports tell the sorry story of deficient financial statements,
systems rife with problems, and a general failure to comply with
laws and regulations. The unaudited statements are riddled with
gaps, filled with unreliable numbers.

This report should be a call to action by the administration to fix
longstanding problems and become accountable to the American
people. We have been warned: our ship of State is perceived as
unsinkable, but this audit has alerted us to the serious dangers. It
is hubris to think we can avoid these dangers without reliable fi-
nancial information. But we’ve got to look at it this way, since
1789, there has never been a consolidated financial statement by
any part of the Federal Government and certainly not on this scale.

So despite the errors that are still around in some of the data
and the failure of many to report—the groups that are noted as in-
complete up there—the fact is it does provide a base—inaccurate
though some things might be—from which the annual consolidated
financial report will be developed. I'm sure it'll improve over time.

We have with us a list of witnesses this morning that will tell
us how that will be done and what they encountered in terms of
the various departments that were reviewed. The audits were gen-
erally held or reviewed by the General Accounting Office. I want
to thank them and the Inspector Generals of the various independ-
ent agencies and cabinet departments because they, in large part,
were the ones that verified the data to make sure that we have a
reliable consolidated balance statement, as far as we can go within
those departments. So we appreciate all of that hard work, as well
as the hard work by the many people in the administration, espe-
cially the chief financial officers which didn’t exist until Congress
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created them a few years ago. Just as we've created chief informa-
tion officers, and we will get to creating chief acquisition officers.
So I'm now prepared to call the first panel, and the first panel
will be from the General Accounting Office, Gene Dodaro.
{The prepared statement of Hon. Stephen Horn follows:]
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“Federal Consolidated Financial Statements:
Can the Federal Government Balance Its Books?”

April 1, 1998

OPENING STATEMENT
REPRESENTATIVE STEPHEN HORN (R-CA)

Chairman, Subcommittee on Government Management,
Information, and Technology

We are here today to review the first-ever audit of the Federal Government’s
consolidated financial statements. This audit is required by law, and to clarify what we
are about, it is worth quoting the specific requirement. The Government Management
Reform Act of 1994 reads:

Not later than March 31 of 1998 and each year thereafter, the Secretary of the
Treasury, in coordination with the Director of the Office of Management and
Budget, shall annually prepare and submit to the President and the Congress an
audited fi ial for the preceding fiscal year, covering all accounts and
associated activities of the executive branch of the United States Government.
The financial statement shall reflect the overall financial position, including assets
and liabilities, and results of operations of the executive branch of the United
States Government.

The required audit, conducted by the General Accounting Office, was released
yesterday. When we scheduled the hearing for today, we thought of a few April Fools
jokes about how the Government does a great job of keeping track of the taxpayers’
money. But then, a good April’s Fool joke has to be at least a little bit believable.

Unfortunately, it is far t0o easy 1o believe that billions of taxpayer dollars are
being lost each year to fraud, waste, abuse, and mismanagement throughout the Federal
Government. We have heard it all before. But today, with this governmentwide audit,
we know more about how much money is being wasted, where it is being wasted, and



what can be done about it. We have identified the government programs especially at
risk. For the first time, a concise accounting for thie myriad problems faced by the
Federal Government is available.

It is common to compare the Government with a business. Clearly, the
comparison is inexact. Government refiects the needs and priorities of an entire nation.
However, there are also similarities. Government should be able to account for how
much money it takes in. It should be able to determine what it has in inventory and what
it has in liabilities. In short, government requires effective and responsible management.
It requires active and vigorous leadership. And, it absolutely must have accurate, timely
information on its financial condition.

The first-ever governmentwide audit demonstrates that we remain far short of
these common-sense goals.

This is not just an exercise in bean counting. Financial statements are the keystone
to effective financial management in the Federal Government. If the U.S. Government
had to compete as private sector businesses do, we would be out of business very quickly.
The amounts reported in the consolidated financial statements simply do not provide a
reliable source of information for decision-making by the Government or the public.

The consequences of poor financial management are appalling. Consider justa
few examples of the waste uncovered by the audit:

o $23 Billion EACH YEAR in overpayments by the Health Care Financing
Administration for Medicare—that is money that could be used to continue current
benefits or even to improve the benefits.

e $1 Billion EACH YEAR in overpayments by the Social Security Administration for
the Supplemental Social Insurance program.

s $900 Million EACH YEAR in overpayments by the Department of Housing and
Urban Development in excess rent subsidies

The Subcommittee’s own review of the reports available for the 24 individual
agencies required to report under the Chief Financial Officers Act of 1990, as amended
by the Government Management Reform Act of 1994, found results overall were dismal.
With the exception of two agencies—NASA and the Department of Energy—all the
Agencies had reported deficiencies in at least one of the key areas reviewed by their
auditors.



The grades are based on the audited financial staternents prepared under the
Government Management Reform Act of 1994 fof'the 24 Federal agencies covered by the

Act. These 24 agencies made 98 percent of total reported Federal budgetary expenditures
for fiscal year 1997.

Almost half of the agencies did not even submit reports—as required by law—by
March 1, 1998. That is months after the end of the Federal Government’s fiscal year, and
five years after the law requiring these reports was enacted. Two of the agencies,
Housing and Urban Development and the Treasury Department, submitted reports to us
late but before the consolidated statements were issued yesterday. The Administration
seems to think that getting its statements in late is O.K. We do not agree. To be ¢redible
and useful the information not only needs to be materially correct but also timely. Timely
means that decision-makers receive the information before decisions are made——not after.

As you can see from the grades, the Federal Government has a long way to go in
fixing its financial management problems. Only 2 of the 24 agencies earned a clean bill
of financial health. This report includes not only a clean opinion but also no material
internal control weaknesses and no areas of non-compliance with laws and regulations
material to the financial information presented. Many of the agencies are hindered by
poor financial systems. Poor systems prevent them from having good financial data on a
regular basis. Those agencies with reliable data but ineffective controis had to make
significant adjustments, often based on its auditor’s recommendations, to its statements to
make them reliable.

Both the GAO audit report and the individual agency audit reports tell the sorry
story of deficient financial statements, systems rife with problems, and a general failure to
comply with laws and regulations. The unaudited statements are riddled with gaps and
filled with unreliable numbers. This report should be a call to action by the
Administration to fix long-standing problems and become accountable to the American
people.

We have been warned. Our ship of State is perceived as unsinkable. But this audit
has alerted us to serious dangers. It is hubris to think that we can avoid these dangers
without reliable financial information.
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Mr. HORN. Mr. Sessions, OK. Yes? No, go right ahead.

The gentleman from Texas is the vice chairman of the sub-
committee and I'm delighted to have Mr. Sessions here because he
is also chairman of the results caucus of the House of Representa-
tives, and has spent a lot of time on these matters.

Mr. SESSIONS. Mr. Chairman, thank you. As always, Mr. Chair-
man, I applaud you for conducting this type of valuable oversight,
but I must tell you that your hearings are also some of the most
depressing and disappointing hearings that we have here in Con-
gress.

Since coming to Washington, I've sat with you as we've learned
about major mismanagement of the executive branch of the Federal
Government. We've learned that the executive branch is at risk of
loss from waste, fraud, and error in many areas above those listed
in the GAO high-risk series areas.

The executive branch is poorly managing the year 2000 problem
and it looks as though most agencies will be grossly unprepared to
meet the coming crisis which is just seven quarters away. The ex-
ecutive branch manages to squander tens and hundreds of billions
of dollars as a result of thoughtless planning and information tech-
nology modernization and other areas that they are expected to
perform related to computer management.

The executive branch, after many years of practice, still fails to
produce adequate reports as required under the results act. And as
I reviewed the performance plans of Federal agencies, what I won-
der is if we're going to go throughout the same exercise again.

But, Mr. Chairman, I have not yet seen a document as damaging
as the General Accounting Office’s audit of the consolidated finan-
cial statements of the U.S. Government. According to GAO, signifi-
cant financial systems weaknesses, problems with fundamental rec-
ordkeeping, incomplete documentation, and weak internal controls,
including computer controls, prevent the Government from accu-
rately reporting a large portion of its assets, liabilities, and costs.
The executive branch cannot tell how much money it receives, how
much money it spends, what it spends money on, what property it
has, where the property goes, or how much that property is worth.

As I've said many times before the panel, I spent 16 years in the
private sector and I had to account for all the dollars that were
spent, not just a part of that which I was given responsibility over.
I had to do this because I had a constant battle with the bottom
line. That’s reality in the private sector, but it’s a concept which
this executive branch evidently has no experience or desire to im-
prove upon.

Let me quote further from the GAO report, “The systems and
data were not available to accurately estimate significant portions
of the more than $2.2 trillion reported as Federal employee and
Veteran benefits liabilities.” That doesn’t include the liabilities re-
lated to every American under Social Security.

I quote further,

The Government was unable to support significant portions of more than $1.6 tril-
lion reported as the total net costs of Government operations and much of this is
because it was without accurate cost information. The Federal Government is lim-
ited in its ability to control and reduce costs, assess performance, evaluate pro-

grams, and set fees to recover cost that were required by law. The Government is
unable to determine the full extent of improper payments, that is, payments made
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for other than valid, authorized purposes. In this regard, estimates of improper pay-
ments in major Federal programs, such as Medicaid, Medicare, which totaled bil-
lions of dollars annually. Further, the Government currently does not obtain infor-
mation necessary to identify tax collections by every type of tax at the time it col-
lects that tax. As a result, the Government cannot separately report revenue for
three of the four largest revenue sources, Social Security, hospital insurance, and
individual income taxes.

Mr. Chairman, these are just a few of the damaging statements
made by an objective, professional auditing body, and with which
the administration, evidently, completely agrees. I understand that
everyone does understand the problem, but the American people
need to know that they, or any other corporation that conducted its
affairs in this manner, would be subject to a nasty audit by the IRS
or SEC. Most likely, they would find themselves heavily fined or
prosecuted for criminal misbehavior.

All too often, this is the case. We hold the America people up to
a standard which we are unwilling to apply to ourself. I join with
you, Mr. Chairman, in decrying the pathetic state of our Govern-
ment books. I also join with you and many other of our colleagues
in pushing for management reforms, but that is where the GAO
study is most frustrating. In its disclaimer of opinion, the GAO
writes, “Because the Government serious systems, record keeping,
documentation, and control deficiency, amounts reported in the
consolidated financial statements and related notes do not provide
a reliable source of information for decisionmaking by the Govern-
ment or the public.”

Simply put, Mr. Chairman, this means really that I cannot do
my job because, according to the report, we are passing legislation
and conducting oversights just like we had blindfolds on because
we aren’t sure who is accountable ultimately for this. We cannot
do our jobs if the executive branch cannot give us the information
that we need. This year’s consolidated financial statements are an
important step, not just because we know things are going bad, but
because we recognize now more than ever the hard work that is
ahead for us.

I think, like you, Mr. Chairman, I want to work carefully with
those representatives from the Government to make sure that we
avoid these problems in the future. But I want you to know, Mr.
Chairman, that I believe that because of our serious endeavor, and
only because of our serious endeavor, and the backing of the Amer-
ican public, will we make any headway.

Thank you for the time.

[The prepared statement of Hon. Pete Sessions follows:]
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Statement of the Honorable Pete Sessions (TX)
Vice Chairman
House Subcommittee on Government Management,
Information, and Technology
April 1, 1998

As always, Mr. Chairman, I applaud you for conducting this type of valuable oversight. But, I

must tell you, your hearings are some of the most depressing, disappoiming hearings held in

Congress. Since commg to Washington, I've sat with you as we’ve learned about major

mlsmanagement in the Executive Branch of the federal government. We've learned that:
the Executive Branch is at risk to loss from waste, fraud, and error in many areas, even
above those listed in GAO’s High Risk areas;

v the Executive Branch is poorly managing the Year 2000 problem, and it looks as though
most agencies will be grossly unprepared for the coming crisis;

> the Executive Branch manages to squander tens and hundreds of billions of dollars as a
result of the thoughtless planning in information technology modemization; and

» the Executive Branch, after many years of practice, still failed to produce adequate reports
as required under the Results Act, and as I review the performance plans of federal
agencies, I wonder if we are going to go through the same exercise.

But, Mr. Chmnnxn,IhnvenotyetseenndowmemsodamngasﬂleGmualAmunnng
Office’s audit of the Consolidated Fmancml Smemcnu of the United ' Statés Government.
Accordmg to GAO mgmﬁeunt i blems with fundamental record

ince ion, andsweaki ihternx eontrols, Iricluding onaputer controls,
prevent nt the govemmmt from accumtely reporting wlafge portion of it assets, liabilities, and
costs.”! The Executive Branch can't tell you hiow much.money it receives, how much money it
spends, what it spends money on, what property it has, where that property goes, or how much
that property is worth.

As I’ve said many times before this panel, I spent sixteen years in the private sector, and I had to
account for everything I had and did to the penny. 1 had to do this because 1 was constantly in
battle with the bottom line. That’s reality in the private sector, but it’s a concept with which the
Executive Branch has no experience.

Let me quote further from GAO’s report:

» “The systems and data were not available to accurately estimate significant portions of the

1 Consolidated Financial S of the UniwdSutaGovn_nmﬂil.FisiiI}M,ﬂ 14,
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more than $2.2 trillion reported as federal e‘mplo.yee and veterans beﬁeﬁts liabilities "
And that doesn’t include the liabilities related to every American under Social Security.

- “The government was unable to support significant portiom of the more than $1.6 trillion
reported as the total net costs of government opermons [And] without accurate cost
information, the federal government is limited in its ability to control and reduce costs,
assess performance, evaluate programs, and set fees to recover costs where required. ”

- “The government is also unable to determine the full extent of improper payments -- that
is, payments made for other than valid, authorized purposes. In this regard, estimates of
improper payments in major federal programs, such as Medicare, total in the billions of
dollars annualty.”™

. “The government currently does not obtain information necessary to identify tax
collections by every type of tax at the time of collection. As a result, the government
cannot separately report revenue for three of the four largest revenue sources - Social
Security, Hospital Insurance, and individual income taxes.”

Mr. Chairman, these are just a few of the damning statements by an.objective, professional
auditing body, and with which the Administration completely agrees. 1understand that everyone
understands the problem. But, the American people need to know that if they or if any
corporation conducted its affairs in this manner, they would be the subject of & nasty audit by the
IRS or SEC, and would likely end up in jail; :Asiia toq often the case, we hold the American
people to a standard we are unwilling to apply to otirselves.

I join you, Mr. Chairman, in decrylng the pathetic state of our government’s books. I also join

you and many of our coll hing for reform. But, that’s where the GAO
audit is most Enmnung Inits Dlsclumer of Opmlon, GAO wntes, “Because of the
government’s serious systems, record keeping, 1, and control deficiencies, amounts
reported in the lidated financial and related nom do not provide a reliable

source of information for deculon-mnklng by the government or the publlc.”‘ Simply put,
Mr. Chairman, that means I can’t do my job. According to this report, we are passing legislation
and conducting oversight as well as a doctor performing surgery with a blindfold on.

We can t do our jobs 1f t.he Executive Branch can’t give us the information we need. This year’s
C d Fi are an unpomm step, not because we know how bad things
are. We can’t even know that. They are important because we know where we need the systems
to get the information on just how bad things are. We all know things are bad. But until we get
the information we need, we are a long way from doing anything constructive to fix them.

i
z 14, at17.
? 1d, at 18.
¢ 1d, st 18.
s Id, st 21.

¢ Id, at 16.
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Mr. HORN. I thank the gentleman and we had expected the ma-
jority leader, Mr. Armey of Texas, to be here. He’s in a meeting of
the Republican conference, so after Mr. Dodaro’s opening state-
ment, if the majority leader arrives, we will then have a temporary
set-aside while he can address some of these issues.

We now have the first panel which begins with Gene Dodaro, As-
sistant Controller General of the U.S. General Accounting Office.
He will be accompanied by Robert F. Dacey, Director of the Con-
solidated Audit and Computer Security Issues, Accounting and In-
formation Management Division of GAO; Phillip Calder, Chief Ac-
countant; and Linda Calbom, the Director of Civil Audits.

I think most of you know the routine.

[Witnesses sworn.]

Mr. HORN. The clerk will note that all four witnesses have af-
firmed the oath.

Mr. Dodaro, it’s always a pleasure to have you here. 'm going
to ask you to start with one thing that isn’t in your statement, and
that is, if a citizen wants to get a copy of this report, is it going
to be on GAQO’s worldwide web, and if so, let’s get it in the record
at this point.

Mr. DODARO. Yes, it is. It was posted to the GAO web site yester-
day. So it is available to all the citizens through that page imme-
diately, as we had it published.

Mr. HORN. Well, you can give us the WWW.-what?

Mr. DACEY. GAO.GOV, G-O-V.

Mr. HORN. “Gov” is after the GAO? Or first?

Mr. DACEY. GAO is first, WWW.GAO.GOV,

Mr. HORN. “GOV,” very good. That’s all they need to do?

Mr. DODARO. That’s it.

Mr. HoRrN. Right. The marvels of technology. Please go ahead.

STATEMENTS OF GENE L. DODARO, ASSISTANT CONTROLLER
GENERAL, U.S. GENERAL ACCOUNTING OFFICE, ACCOM-
PANIED BY ROBERT F. DACEY, DIRECTOR, CONSOLIDATED
AUDIT AND COMPUTER SECURITY ISSUES, ACCOUNTING
AND INFORMATION MANAGEMENT DIVISION, GAO; PHILLIP
CALDER, CHIEF ACCOUNTANT, GAO; AND LINDA CALBOM,
DIRECTOR, CIVIL AUDITS, GAO

Mr. DODARO. Good morning, Mr. Chairman, members of the sub-
committee. In addition to the people at the table with me today,
before I start my remarks, I'd like to recognize the senior manage-
ment team of GAO that worked with the Inspectors General and
the CFOs across the Government, in addition to OMB and Treas-
ury, in carrying this out, this first-ever audit of the consolidated fi-
nancial statements.

Behind me is the team of George Stalcup, Greg Kutz, Gary
Engel, Lisa Jacobson, Gloria Jarman, and Jeff Steinhoff, who was
a part of the original crafting of the CFO Act and providing service
to the Congress, as well as Don Chapin, who as a former chief ac-
countant at GAO and worked on these issues for a long period of
time.

Mr. HORN. If the ones you named would stand, we’d like to thank
you. So why don’t you just stand, even if you have 4 feet of books
in your lap. [Laughter.]
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OK, fine. We thank you very much. You've all done a marvelous
job over the years, and we've learned to trust you.

Mr. DoDARO. 1 appreciate that recognition, Mr. Chairman. Also,
I'd like to publicly thank all the Inspectors General and the CFOs
throughout the Government who cooperated with us and OMB and
Treasury in carrying out this historic first audit of the U.S. Gov-
ernment’s financial statements.

Preparations for this type of improvement in Federal financial
management have been underway for a number of years now. In
the last few years we've put in place, in conjunction with OMB and
Treasury, a set of accounting standards for the Federal Govern-
ment. As you mentioned in your opening statement, we now have
audits that are done of all the major departments and agencies. So,
for the first time, the Federal Government is subjecting itself to the
same type of rigors in fiscal discipline that have been in place in
the private sector and State and local governments for a number
of years. And it is beginning to produce some good results, as you
noted. However, there is a lot of work that lies ahead in order for
the Government to be able to pass the test of an audit, and what
our report does is really highlight what those major challenges are.

Now, the report itself, as noted in your opening statements,
itemizes all the various issues and deficiencies that need to be at-
tended to, and we have a commitment from OMB and Treasury to
move forward and address them.

What I'd like to do this morning in my opening remarks is just
highlight the more serious areas that need attention and that need
work. The first is the property, plant, equipment, operating mate-
rials, and supplies. These categories of equipment and computers,
and the necessary tools to carry out Government activities, rep-
resent about two-thirds of the Government’s assets, however, we
found that hundreds of billions of dollars of the reported $1.2 tril-
lion on the financial statements was not adequately supported by
accounting or logistical records.

Now the biggest area here is at the Department of Defense. De-
fense accounts for roughly 80 percent of all these assets and one
of the reasons that Defense has not been able to obtain a clean
opinion on its financial statements, or for that matter, any opinion,
so far, by the Department of Defense IG, is because of problems in
this particular area, and in properly accounting for its assets. No
major military service—Army, Air Force, Navy—has been able to
receive anything other than a disclaimer of opinion. So this is an
issue.

I also want to point out that it is an issue in civilian agencies,
as well. There are problems in this area at FAA, and at the Forest
Service, just to name a couple of areas. Our view is that until we
can get proper accounting in place for these assets, the Federal
Government is limited in its ability to make sure that they’re ade-
quately safeguarded, that agencies know their location, their condi-
tion, and that we're not ordering materials and supplies that we al-
ready have on hand, or incurring unnecessary costs to store items
that are really not needed.

The second major category is in the loans and loans receivable
area. The Federal Government is a guarantor of approximately
$700 billion in loan guarantees, and the Federal Government needs
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to know what it’s exposure is for defaults on those loans. Currently,
there’s not adequate historical data, or current information on loan
portfolios necessary to make the estimates to make sure the liabil-
ity, potentially, for the Government, for those loan guarantee port-
folios, is adequately stated. And this is important so that we know
the downstream costs of these programs.

Similar problems impede the ability to estimate the net receiv-
ables from direct loans, as well. In other words, how muca money
has the government loaned people directly, and what’s the likely
loss to be incurred through defaults on those loans as well? So
that’s another area. A number of credit agencies are working on
this issue, but it’s yet to be overcome.

A third major area I wanted to highlight is the environmental
disposal liabilities area. This is one area in the financial state-
ments that we know is understated. There’s about $212 billion
there, and that represents largely the amount of money reported by
the energy department for cleaning up the nuclear weapons com-
plex. We think that is a good number, but it does not include the
costs of cleaning up ammunition, weapons systems, and a number
of other disposal activities of the Department of Defense. So that
number is clearly understated.

Also, as you mentioned in your opening statements, we're con-
cerned about the amount of money, billions of dollars, in improper
payments. And you highlighted those areas in your opening state-
ments: Medicare, rent subsidies, Supplemental Security income.
Our report also notes that we’re concerned that in other areas,
such as Medicaid, to name one, we don’t have estimates yet, so the
government does not really know the full range of payments that
are being made that should not have been made, and we're going
to be encouraging the administration to move forward in those
areas.

Finally, the category I wanted to mention is a set of Government-
wide accounting issues, and they really have three dimensions. No.
1, right now, the Treasury Department does not have in place a
process to eliminate transactions among Federal agencies. There’s
a great deal of business that takes place within the Federal Gov-
ernment and as a result, there was close to $140 billion of gross
transactions that could not be eliminated. Now they netted out to
$12 billion, and that $12 billion was put in as a plug figure into
the financial statements in order to make them balance, but Treas-
ury needs to have a process in place to properly eliminate those
transactions so that they can be reported properly.

The second major category or dimension of this is that Treasury
is really operating as the banker for the Federal Government but
the agency’s records on cash disbursements and their fund balance
with Treasury don’t equal what Treasury has on their books. So
there are a lot—billions of dollars—of differences between Treasury
records and agency records that need to be properly reconciled.

The third category is that now that financial statements of indi-
vidual departments and agencies are audited, that data needs to be
consistent with the data Treasury uses to compile the Government-
wide financial statements. And this year, several agencies were un-
able to provide assurance that that, in fact, happened. So there



15

were hundreds of billions of dollars in adjustments that we sug-
gested in order to correct that situation as well.

So those Governmentwide accounting issues need to be addressed
in order to make sure that the financial statements can be reliable
and that all the cost information is properly allocated to the Gov-
ernment’s functional areas.

Now in addition to the problems that we noted on the reliability
of the financial data presented in the statements, there are a cou-
ple of other control issues that I really wanted to underscore this
morning. The first is in the computer security area. This is a very
serious problem. Unauthorized access to data is a big issue, par-
ticularly given the interconnected nature of our computer systems.
We have found serious problems across most of the Federal agen-
cies that we've looked at. And this subjects, potentially, financial
transactions to being erroneously manipulated, data being de-
stroyed, and people having access to sensitive data that I'm sure
the American public would not want—and is trusting their Govern-
ment to protect.

In addition, we highlight the potential consequences of the year—
2000 problem on the ability of the Government to properly record
their transactions. This committee needs no introduction to that
issue. I was here 2 weeks ago talking about the full range of impli-
cations there, but there’s one point I wanted to underscore here
again this morning. One is that we have existing weaknesses in
computer security systems. Over the next couple of years, there’s
going to be intensive efforts under very severe time pressures to fix
the year-2000 problem, and I'm concerned that we need to be vigi-
lant to make sure that the security is not jeopardized or further
compromised in order to make all these changes that need to be
made for the year-2000 problem. So it’'s something we wanted to
elevate to the attention of people because I can’t think of any one
particular time in history where so many systems will be repaired
or replaced at one time. And, as you know, the time pressures are
mounting in terms of the Government’s ability to get this done.

Now, in conclusion, as we look toward the future, what do the
prospects look like? We're encouraged by a number of things. No.
1, more Federal agencies are starting to get unqualified or clean
opinions. We’re making gradual progress in that area.

We also, this year, were able to get a good handle on some major
parts of the Federal Government. GAO was able to give an un-
qualified opinion on the Bureau of Public Debt, so we know that
the $3.8 trillion that the Government owes the public is properly
stated, and that the interest on the debt is properly calculated.
We're also able for the first time ever to give IRS a clean opinion
on the total amount of revenue that has been collected. And we
have other major agencies, as you noted, Defense, NASA, and So-
cial Security receiving clean opinions.

So we have some good progress to build upon, but there are some
other big parts of the Government that just aren’t there yet and
it’s going to take a concerted effort. I'm also encouraged by the fact
that there’s been a commitment in the President’s budget in terms
of priority management objectives, to get clean opinions on all the
agencies. I note some of the agencies have included getting a clean
opinion as a performance measure under the Results Act, which is
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a good thing. And a number of the performance measures them-
selves are being derived from the financial statements, so that’s an-
other good development as well. And there’s a commitment to get
a clean opinion on a Governmentwide statement.

It won’t be easy, but I want to close my remarks by assuring the
Congress that we’re committed at GAO to continue to work with
the executive branch in order to bring about the reforms that were
intended by the CFO Act, which were to get clean opinions, but
more importantly than that, to have complete reliable information
throughout the year in order to manage the Government’s activities
and give the American people the type of accountability and con-
fidence in Government that they really deserve.

Thank you very much, Mr. Chairman. We would be happy to an-
swer any questions.

[The prepared statement of Mr. Dodaro follows:]
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Mr. Chairman and Members of the Subcommittee:

We are pleased to discuss the results of our audit of the United
States government's consolidated financial statements. The Chief
Financial Officers (CFO) Act, as expanded by the Government
Management Reform Act, requires the Secretary of the Treasury, in
cooperation with the Director of the Office of Management and
Budget (OMB), to annually prepare these statements, beginning with
those for fiscal year 1997, and GAO is required to audit them.
Yesterday, the first consolidated financial statements for the
U.S. government, along with our report, were submitted to the
Congress and the President by the statutory deadline.

The preparation of this historic document is the latest product of
a series of reforms with the goal of producing much needed
improvements in the federal government's financial management.
These efforts have included the development and issuance of a new
set of generally accepted accounting standards for the federal
government.!

In 1990, the CFO Act established a pilot program under which a few
agencies began preparing and auditing financial statements.
Following the successful pilot program, each of the government's
24 largest departments and agencies was statutorily required to
annually produce audited financial statements using the new
accounting standards, beginning with fiscal year 1996.

These reforms now subject the. federal goverrnment to the same
fiscal discipline imposed for years on the private sector and
state and local governments. This discipline is needad to correct
long-standing serious weaknesses in financial management systems,
controls, and reporting practices. Considerable effort is
underway across government to make needed improvements and
progress is being made, but it will take concerted, sustained
attention to rectify years of inattention.

The most serious challenges are framed by the results of our audit
of the consolidated financial statements of the U.S. government
for fiscal year 1997. In summary, significant financial systems
weaknesses, problems with fundamental recordkeeping, incomplete
documentation, and weak internal controls, including computer
controls, prevented the government from accurately reporting a
large portion of its assets, liabilities, and costs. These
deficiencies affect the reliability of the consolidated financial
statements and much of the underlying financial information. They

Federal accounting standards are developed and recommended by the
Federal Accounting Standards Advisory Board, which was established
in October 1990 by the Secretary of the Treasury, the Director of
the Office of Management and Budget, and the Comptroller General.

1 . GAO/T-AIMD-98-128
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also affect the government's ability to accurately measure the
full cost and financial performance of programs and effectively
and efficiently manage its operations. Major problems included
the federal government's inability to

-- properly account for and report billions of dollars of
property, equipment, materials, and supplies;

-- properly estimate the cost of most federal credit programs and
the related loans receivable and loan guarantee liabilities;

-- estimate and report material amounts of environmental and
disposal liabilities and related costs;

-- determine the proper amount of various reported liabilities,
including postretirement health benefits for military and
federal civilian employees, veterans compensation benefits,
accounts payable, and other liabilities;

-~ accurately report major portions of the net costs of government
operations;

-- determine the full extent of improper payments that occur in
major programs and that are estimated to involve billions of
dollars annually;

-- properly account for billions of dollars of basic transactions,
especially those between governmental entities;

-- ensure that the information in the consolidated financial
statements is consistent with agencies' financial statements;

-- ensure that all disbursements are properly recorded; and

-- effectively reconcile the change in net position reported in
the financial statements with budget results.

Such deficiencies prevented us from being able to form an opinion
on the reliability of the consolidated financial statements.. They
are the result of widespread material intermal control and
financial systems weaknesses that significantly impair the federal
government's ability to adequately safeguard assets, ensure proper
recording of transactions, and ensure compliance with laws and
regulations. Additionally, (1) serious computer control
weaknesses expose the government's financial information to
inappropriate disclosure, destruction, modification, or fraud and
(2) material control weaknesses affect the government's tax
collection activities.

Our audit of the federal government's consolidated financial
statements and the Inspectors General (IG) audits of agencies'

2 GAO/T-AIMD-98-128
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financial statements have resulted in an identification and
analysis of deficiencies in the government's recordkeeping and
control systems and recommendations to correct them. Fixing these
problems represents a significant challenge because of the size
and complexity of the federal govermment and the discipline needed
to comply with new accounting and reporting requirements. Several
individual agencies that have been audited for a number of years
faced serious deficiencies in their ini<ial audits and made good
progress in resolving them.

With a concerted effort, the federal government, as a whole, can
continue to make progress toward ensuring full accountability and
generating reliable information on a regular basis. Annual
financial statement audits are essential to ensuring the
effectiveness of the improvements now underway, and ultimately, to
producing the reliable and complete information needed by
decisionmmakers and the public to evaluate the government's
financial performance. They are also central to helping the
government implement broader management reforms called for by the
Government Performance and Results Act.

The following sections outline (1) our disclaimer cf opinion on
the government's fiscal year 1997 consolidated financial
statements, {2) internal controls weaknesses, and (3) serious
difficulties complying with financial systems requirements. They
also present information on (1) the Year 2000 computing problem,
(2) issues affecting the government's long-term financial
condition, and (3) actions underway to. improve financial reporting
across the government.

DISCLAIMER OF OPINION

Overall, because we were unable to determine the reliability of
significant portions of the government's fiscal year 1997
consolidated financial statements, we were unable to express an
opinion on them. However, we were able to determine that amounts
reported for environmental and disposal liabilities and
liabilities for veterans compensation benefits are understated by
material amounts.

Because of the government's serious systems, recordkeeping,
documentation, and control deficiencies, amounts reported in the
consolidated financial statements and related notes do not provide
a reliable source of information for decision-making by the
government or the public. These deficiencies also diminish the
reliability of any information contained in any other financial
management information--including budget information and
information used toc manage the government day-to-day--which is
taken from the same data sources as the consolidated financial
statements.

3 GAQ/T~AIMD-98-128
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The following sections describe material deficiencies we
identified and discuss their effect on the financial statements
and the management of government operations.

Pr P ipmen

and Inventories and Related Property

The federal government--one of the world's largest holders of
physical assets--does not have accurate information about the
amount of assets held to support its domestic and global
operations. Hundreds of billions of dollars of the more than
$1.2 trillion of these reported assets are not adequately
supported by financial and/or logistical records. These include
(1) operating materials and supplies comprised largely of
ammunition, defense repairable items (such as navigational
computers, landing gear, and transmissions), and other military
supplies and (2) buildings, military equipment, and various
government-owned assets in the hands of private sector
contractors.

Because the government does not have complete and reliable
information to support its asset holdings, it could not
satisfactorily verify the existence of all reported assets,
substantiate the amounts at which they were valued, or determine
whether all of its assets were included in its financial
statements. For example, certain recorded military property had,
in fact, been sold or disposed of in prior years--or could not be
located--and an estimated 59 billion of known military operating
materials and supplies were not reported. These problems impair
the government's ability to (1) know the location and condition of
all its assets, including those used for military deployment,

(2) safeguard them from physical deterioration, theft, or loss,
(3) prevent unnecessary storage and maintenance costs or purchase
of assets already on hand, and (4) determine the full costs of
government programs that use the assets.

s
LQQEE.B:SEL!thﬂg%KH. R

Most federal credit agencies responsible for federal lending
programs were unable to properly report the cost of these
programs. FPederal credit programs include direct loans and loan
guarantees for farms, rural utilities, low and moderate income
housing, veterans' mortgages, and student loans. As of the end of
fiscal year 1997, the government reported $156 billion of loans
receivable and $37 billion of liabilities for estimated losses on
defaulted guaranteed loans. However, the net loan amounts
expected to be collected and guarantee amounts expected to be paid
could not be reasonably estimated because of a lack of historical
data or other evidence. In addition, some agencies did not have
adequate information to support the validity of their outstanding

4 GAO/T-AIMD-98-128
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direct loans or to track the specific loans that they have an
obligation to guarantee.

Until federal credit agencies correct these serious data
deficiencies, information supplied by them about the cost of their
credit programs, including information to support annual budget
requests for these programs, should be used with caution in making
future budgetary decisions, managing program costs, and measuring
the performance of credit activities.

Envi 1 Liabiliti

Liabilities for disposal of hazardous waste and remediation of
environmental contamination, reported at $212 billion, were
materially understated primarily because an estimate has not been
developed for major weapons systems, such as aircraft, missiles,
ships and submarines, and for ammunition. Properly stating these
liabilities could assist in determining priorities for cleanup
activities and allow for appropriate consideration of future
budgetary resources needed to carry out these activities.

Ligbilities

The systems and data were not available to accurately estimate
significant portions of the more than $2.2 trillion reported as
federal employee and veterans benefits liabilities. For example,
to estimate the $218 billion reported as military postretirement
health henefit liakilities, the government used unaudited budget
information because the necessary cost data were not available.
Alse, the federal government cannot provide adequate assurance
about the reliability of historical claim information at the
insurance carrier-level used to estimate the $159 billion reported
for civilian postretirement health benefit liabilities.

Additionally, the estimated liability for veterans compensation
benefits is materially understated because it does not include
estimates for anticipated changes in disability ratings and for
incurred claims not yet reported. In addition, some agencies do
not maintain adequate records and controls or have systems to
ensure the accuracy and completeness of data used to calculate
estimates of a reported $98 billion of accounts payable and a
reported $169 billion of other liabilities such as those for
litigation.

These problems significantly affect the determination of the full
cost of the gaovernment's current operations, as well as the extent
of actual liabilities. Further, commitments and contingencies
were not properly reported because many amounts represent the
maximum risk exposure rather than the amount of loss that is
reasonably possible and certain commitments are not reported.

5 GAO/T-AIMD-98-128
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Costs of Government Operations

The government was unable to support significant portions of the
more than $1.6 trillion reported as the total net costs of
government operations. The previously discussed material
deficiencies in reporting assets and liabilities and the lack of
effective reconciliations, as discussed below, also affect
reported net costs. Further, we were unable to determine whether
the amounts reported in the individual net cost categories
reported in the Statement of Net Cost and in the subfunction
detail following the statement were properly classified. Without
accurate cost information, the federal govermnment is limited in
its ability to control and reduce costs, assess performance,
evaluate programs, and set fees to recover costs where required.

The govertment is also unable to determine the full extent of
improper payments--that is, payments made for other than valid,
authorized purposes. In this regard, estimates of improper
payments in major federal programs, such as Medicare, total in the
billions of dollars annually. The full extent of such payments,
however, is unknown because many agencies have not estimated the
magnitude of improper payments in their programs. The reasons for
improper payments range from mistakes to fraud and abuse. Such
payments are likely to continue until agencies implement better
systems and controls.

u iled T .

To make the consolidated financial statements balance, Treasury
recorded a net $12 billion item on the Statement of Changes in Net
Position, which it labeled unreconciled transactions. This out-
of-balance amount is the net of more than $100 billion of
unreconciled transactions--both positive and negative amounts--
which Treasury attributes to the governmment's inability to
properly identify and eliminate transactions bhetween federal
government entities and to agency adjustments that affected net
position.

Agencies' accounts can be out of balance with each other, for
example, when one or the other of the affected agencies does not
properly record a transaction with another agency or the agencies
record the transactions in different time periods. These out-of-
balance conditions can be detected and corrected by instituting
procedures for reconciling transactions between agencies.
Generally, such reconciliations are not performed. These
unreconciled transactions result in material misstatements of
assets, liabilities, revenues, and/or costs.

6 GAO/T-AIMD-98-128
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The federal government cannot ensure that the information in the
consolidated financial statements is consistent with agency
financial statements. Treasury relies on agencies to submit data
needed to prepare the federal government's consolidated financial
statements. Such data consists of approximately 2,000 individual
reporting components, each having many account balances. However,
several agencies were unable to provide assurance that amounts
submitted to Treasury agreed with their agency financial
statements. In addition, many agencies needed to make significant
subsequent adjustments to their submissions in an effort to
properly classify amounts in the consolidated financial
statements.

We found further misstatements, which Treasury corrected,
totalling several hundred billion dollars in agency-submitted
information primarily because (1) agencies submitted incorrectly
coded financial data that contributed to the unreconciled
transactions described above, (2) agencies recorded similar
transactions in different general ledger accounts, and (3) certain
amounts were materially misallocated to net cost categories.

These problems are compounded by the substantial volume of
information submitted, limitations in the federal government's
current general ledger account structure, and the significant
amount of other information that Treasury must gather to prepare
the consolidated financial statements. As a result, additional
misstatements in the government's consolidated financial
statements could exist.

h_Dist ‘o

Several major agencies are not effectively reconciling
disbursements. These reconciliations are a key control--similar
in concept to individuals reconciling personal checkbaoks with a
bank's records each month. However, there were (1) billions of
dollars of unresolved gross differences between agencies' and
Treasury records of cash disbursements as of the end of fiscal
year 1997 and (2) large amounts of unrescolved differences
arbitrarily written off by some agencies without adequately
determining whether their records may, in fact, have been correct.
As a result, the government is unable to ensure that all
disbursements are properly recorded.

o
Rgggng;l;ng_fhf_%hangf_InTNQL

The government did not have a process to obtain information to
effectively reconcile the reported change in net position of

7 GAO/T-AIMD-98-128
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$3 billion and the reported budget deficit of $22 billion. The
reconciling items comprising the difference are typically the
result of timing differences in the recognition and measurement of
revenue and costs. Under budgetary accounting, the budget deficit
reflects outlays and receipts that generally are measured on a
cash basis. For financial statement reporting purposes, costs are
reported when incurred rather than when paid. Federal
decisionmakers use budgetary accounting to control the use of
funds and for fiscal planning. Once the federal government
produces reliable consolidated financial statements, an effective
reconciliation would provide additional assurance of the
reliability of budget results.

MATERIAL CONTROL WEAKNESSES

We found pervasive material weaknesses? in internal controls across
government that contribute to these deficiencies. These
weaknesses, such as the lack of effective reconciliations and
poorly designed systems, result in ineffective controls over

(1) safeguarding the federal govermment's assets from unauthorized
acquisition, use, or disposition, (2) ensuring that transactions
are executed in accordance with laws governing the use of budget
authority and with other relevant laws and regulations, and

(3) ensuring the reliability of finmancial statements.

We also found that widespread and serious computer control
weaknesses affect virtually all federal agencies and significantly
contribute to many material deficiencies discussed above.

Material control weaknesses also affect the government's tax
collection activities.

Computer Control Weaknesses

Widespread computer control weaknesses are placing enormous
amounts of federal assets at risk of fraud and misuse, financial
information at risk of unauthorized modification or destruction,
sensitive information at risk of inappropriate disclosure, and
critical operations at risk of disruption. Significant
information security weaknesses in systems that handle the
government's unclassified information have been reported in each
of the major federal agencies. The most serious reported problem
is inadequately restricted access to sensitive data. In today's
highly computerized and interconnected environment, such

‘A material weakness is a condition in which the design or
operation of one or more of the internal control components does
not reduce to a relatively low level the risk that errors or
irregularities in amounts that would be material to the financial
statements may occur and not be detected promptly by employees in
the normal course of performing their duties.

8 GARO/T-ARIMD-98-128
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weaknesses are vulnerable to exploitation by outside intruders as
well as authorized users with malicious intent.

The consequences of computer control weaknesses could be
devastating and costly--for instance, placing billions of dollars
of payments and collections at risk of fraud and impairing
military operations. In addition to these potential consequences
at Treasury and Defense, identified weaknesses at agencies such as
the Department of Health and Human Service's Health Care Financing
Administration and the Social Security Administration place
sensitive medical and other personal records at risk of
disclosure.

Because computer control weaknesses are pervasive across
government, in February 1997, we added information security to our
list of federal high-risk areas.! The problem persists, in large
part, because agency managers have not fully instituted a
framework for assessing risk and ensuring that necessary policies
and controls are in place and remain effective on an ongoing
basis. Over the past 2 years, we and the IGs have issued more
than 70 reports that identify computer control weaknesses in the
federal government and made recommendations to address them.

llecti

The federal government has material weaknesses in controls related
to its tax collection activities, which affect its ability to
efficiently and effectively account for and collect the
government's revenue.’ This situation requires extensive reliance
on ad hoc pregramming and analysis and material audit adjustments
to prepare basic financial information. PFor example, the
government currently does not obtain information necessary to
identify tax collections by every type of tax at the time of
collection. As a result, the government cannot separately report
revenue for three of the four largest revenue sources--Social
Security, Hospital Insurance, and individual income taxes.
Because of this, the government had to report these three tax
types in the same line item on the Consolidated Statement of
Changes in Net Position. Additionally, excise tax revenues are
distributed to the relevant trust funds based on assessments
rather than, as required by the Internal Revenue Code, on
collections.

‘High-Risk Series: An Qverview (GAO/HR-37-1, Pebruacy 1997) and
High-Risk Series: Information Mapagement and Technology (GAO/HR-
97-9, February 13997).

4 e : . n 'y ]

Einancial Statemants (GAO/AIMD-98-77, February 26, 1998).

9 GAO/T-AIMD-98-128



26

Serious weaknesses also affect the federal government's ability to
effectively manage its taxes receivable and other unpaid
assessments.® The lack of appropriate subsidiary systems to track
the status of taxpayer accounts affects the government's ability
to make informed decisions about collection efforts. This
weakness, for example, has resulted in the government pursuing and
collecting, from individual taxpayers, taxes that had already been
paid. Additionally, the federal government is vulnerable to loss
of tax revenue due to weaknesses in controls over disbursements
for tax refunds. The government does not perform fundamental
verification procedures to ensure the validity of amounts claimed
by taxpayers as overpayments prior to making disbursements for
refunds. Consequently, it does not have effective controls to
prevent the inappropriate payment of refunds, increasing its
exposure to lost revenue.

EINANCIAL SYSTEMS REQUIREMENTS
GENERALLY NOT MET

The Federal Financial Management Improvement Act of 1996 requires
auditors performing financial audits under the expanded CFO Act to
report whether agencies' financial management systems comply
substantially with federal accounting standards, financial systems
requirements, and the government's standard general ledger at the
transaction level. We reported in October 1997° that prior audit
results and agency self-reporting all point to significant
challenges that agencies must meet to fully implement these
requirements. The significant financial management deficiencies
discussed throughout this report underscore the challenge.

The majority of federal agencies’ financial management systems are
not designed to meet current accounting standards and systems
requirements and cannot provide reliable financial information for
managing government operations and holding managers accountable.
Auditors' reports for fiscal year 1997 agency financial audits are
disclosing the continuing poor shape in which agencies find their
financial systems. As of the date of our audit report, only four
agency auditors have reported that their agency's financial
systems comply with the act's requirements.

*other unpaid assessments consist of amounts for which (1) neither
the taxpayer nor a court has affirmed that the amounts are owed
and (2) the government does not expect further collections due to
factors such as the taxpayer's death, bankruptcy, or insolvency.

b . N .

Financial Mana : Impl f the Federa) Fi ial
Management Improvement Act of 1996 (GAO/AIMD-98-1, October 1,
1997).

10 GAQ/T-AIMD-98-128
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The Year 2000 computing crisis is the most sweeping and urgent
information technology challenge facing pubic and private section
organizations.” In recent testimony® before the Subcommittee, we
discussed the need for strong leadership and effective
public/private cooperation to avoid major disruptions due to the
Year 2000 computing crisis. The federal government is extremely
vulnerable due to its widespread dependence on computer systems to
deliver vital public services and to carry out financial
operations, such as processing financial transactions, reporting
financial information, controlling property, and collecting
revenue. While some progress has occurred in addressing the Year
2000 problem, a great deal of additional effort is required to
prevent serious disruptions in government operations and in
financial transactions and reporting.

This challenge is made more difficult by the age and poor
documentation of the government's existing systems and its
lackluster track record in modernmizing systems to deliver expected
improvements and meet promised deadlines. Consequently, we
surfaced the Year 2000 computing crisis as a high-risk area across
government in February 1997.

In the past year, we have issued over 20 reports outlining actions
underway in a wide range of federal activities to address this
challenge and providing numerous recommendations for additional
improvements needed. The President recently created a Council on
Year 2000 Conversion, led by an Assistant to the President, to
oversee federal agencies' Year 2000 efforts, speak for the United
States in national and international forums, and coordinate with
governments at all levels, as well as with the private sector. We
will continue to monitor this situvation and make needed
recommendations.

'For the past several decades, information systems have typically
used two digits to represent the year, such as "98" for 1998, in
order to conserve electronic data storage and reduce operating
costs. In this format, however, 2000 is indistinguishable from
1900 because both are represented as "00." As a result, if not
modified, computer systems or applications that use dates or
perform date- or time-sensitive calculations may generate
incorrect results beyond 1999.

8 2000 . Ceian 3 hi 3 Eff ;
(GAO/T-ATMD-98-101, March 18, 1998).
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FINANCIAL STATEMENT AND RUDGET DECISIONS:
ADDING THE LONG-TERM PERSPECTIVE

When the government is able to produce them, reliable consolidated
financial statements will be a valuable tool for analyzing the
government's financial condition. They will also help inform
budget deliberations by providing additional information beyond
that provided in the budget on the long-term cost implications for
a wide range of government programs. The largely cash-based
budget and the financial statements offer different perspectives
which, when combined, can provide a fuller view of the costs of
agency programs and of the govermment's commitments.

A view of the long-term sustainability of fiscal policies can also
be helpful to decisionmakers considering the government's
financial position and making decisions about resource allocation.
Such a picture requires projections of spending and revenues into
the future. In this context, the sovereign power to tax and the
implied commitments of social insurance programs--such as Social
Security and Medicare--must be considered in addition to those
items that are quantified in the financial statements. For
example, if the combined Social Security trust funds:®
disbursements exceed receipts, as currently estimated to occur in
2012, the government's financing needs will increase. Since 1992,
in a series of long-term simulations, we have analyzed various
fiscal policy alternatives and their long-term sustainability.?

EINANCIAL MANAGEMENT
IMPROVEMENTS UNDERWAY

Several individual agencies that have been audited for a number of
years faced serious deficiencies in their initial audits and made
good progress in resolving them. For example, we conducted audits
of IRS' financial statements since fiscal year 1992. During our
first audits, we identified serious problems and were unable to
give an opinion on IRS' financial statements. IRS was committed
to resolving the problems, and we were able to express an
unqualified opinion on its custodial financial statements for
figscal year 1997. These financial statements reported over

$1.6 trillion of tax revenue, $142 billion of tax refunds, and

$28 billion of net federal taxes receivable.!®

*The most recent of these reports are Budget Issues: Lond-Term
i (GAO/T-AIMD/OCE-~98-83, February 25, 1998) and

(GAO/AIMD/OCE-98-19, October 22, 1997).
Lo s . .. , .

Financial Statements (GAQ/ATMD-928-77,
12 GAO/T-AIMD-98-128

February 26, 1998).
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In another case at Treasury, we audited and expressed an
unqualified opinion on the Schedule of Federal Debt Managed by
Treasury's Bureau of the Public Debt.' This schedule reported

(1) $3.8 trillion of federal debt held by the public comprising
individuals, corporations, state or local governments, the Federal
Reserve System, and foreign governments and central banks,

(2) $1.6 trillion of federal debt held by federal entities, such
as the Social Security trust funds, and (3) $246 billion of
interest on federal debt held by the public.

At the completion of our field work, several agencies have
received unqualified opinions on fiscal year 1997 financial
statements. These agencies are the:

-- Social Security Administration.

-- Naticnal Aeronautics and Space Administration.
-- Nuclear Regulatory Commission.

-- Department of Energy.

-- General Services Administration.

-- Department of Labor.

-- Small Business Administration.

-- Environmental Protection Agency.

The executive branch recognizes the extent and severity of the
financial management deficiencies discussed in this report and
that addressing them will require concerted improvement efforts
across government. Financial management has been designated one
of the President's priority management objectives, with the goal
of having performance and cost information in a timely,
informative, and accurate way, consistent with federal accounting
standards. Also, the administration has made a commitment to
complete audits and gain unqualified opinions for all CFO Act
agencies and the government as a whole.

To help achieve this goal, strategies are being established
involving specific agencies. For example, plans at the Department
of Defense include completing a new accounting systems
architecture, reviewing inventory accounting processes, and
developing a departmentwide property accountability system.
Treasury and OMB are developing plans to improve the accuracy and
timeliness of governmentwide accounting and reporting.

OMB is also working with individual agericies to address problems
precluding unqualified audit opinions, which will require the
active involvement of individual agency IGs as well. We will
continue to focus on financial systems and internal control

11

Fiscal Year 1997 Schedule of Federal Debt (GAO/AIMD-98-65,
February 27, 1998).

13 GAO/T-AIMD-98-128
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deficiencies at particular agencies. For example, we have issued
a series of reports!? on the factors to be considered and the data
that must be available to meet accounting standards for Defense's
environmental and disposal liabilities. Also, we plan to further
evaluate Defense's property and logistical systems to recommend
additional corrective actions to address weaknesses in accounting
for major asset categories on the financial statements. We are
also working with the major credit agencies to improve reporting
of leoans and loan guarantees.

In addition, the coordinated efforts of Treasury and OMB will be
required to identify and provide solutions for certain
governmentwide deficiencies, such as the inability to properly
identify and eliminate transactions between federal entities. We
will continue to provide suggestions for resolving governmentwide
problems and to monitor progress in overcoming them.

We appreciate the cooperation and assistance we received from the
Chief Financial Officers and Inspectors General throughout
government, as well as Department of the Treasury and Office of
Management and Budget officials, in carrying out our
responsibility to audit the government's consolidated financial
statements. We look forward to continuing to work with these
officials ta achieve the CFQO Act's financial management reform
goals.

Mr. Chairman, this concludes my statement. I would be happy to

respond to any questions that you or other members of the
Committee may have at this time.

(919202}

2Financial Management: Factors to Consider in Estimating
Envi i

Wﬁﬁmu
B_e_Es;im_a:_e_d (GRO/AIMD- -98-9, November 20, 1997), Financial
B
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Mr. HORrN. I thank you for your usual outstanding presentation
here, without a note in front of you, I might add. And we're going
to need your chair temporarily, Mr. Assistant Controller General,
for the majority leader. So, Gene, take a seat there where you can
relax, and we're going to have the majority leader of the U.S.
House of Representatives come forward for testimony on this.

Let me say, as Dr. Armey comes here, he’s not only a Ph.D. and
a former professor, a Ph.D. in economics, but he has been the real
leader in terms of the Congress reviewing the Results Act strategic
plans, in terms of the performance indicators that are going to
grow out of these plans, and I might say, from my study of Con-
gress, for 200 years—not for me, but for the period—no majority
leader in history has ever taken as much of an interest in getting
results out of the executive branch as this majority leader. So, Mr.
Armey of Texas, we’re delighted to have you.

Mr. SESSIONS. Mr. Chairman, I'd ask for a point of personal
privilege.

Mr. HORN. You mean two Texans shouldn’t be in the room at the
same time. [Laughter.]

Mr. SEsSIONS. Mr. Chairman, I would like to state that—adding
on to what you've said, that I believe that Congressman Armey not
only has consistently been but is the greatest Congressman in the
history of the U.S. Congress. And I'm very proud to have him as
our majority leader because he is worried about things that people
who sit around their family’s tables talk about. That's what he
talks about, daily, that we should be concerned with here in Con-
gress. And when we’re talking about people and problems, he be-
lieves there’s no problem in this country that cannot be solved, but
it takes people who can work hard on that and can be honest and
tell the truth about it, and that’s our Dick Armey. Thank you.

Mr. HORN. You obviously are in a friendly climate here.

STATEMENT OF HON. RICHARD ARMEY, A REPRESENTATIVE
IN CONGRESS FROM THE STATE OF TEXAS, AND MAJORITY
LEADER OF THE U.S. HOUSE OF REPRESENTATIVES

Mr. ARMEY. Thank you, Mr. Horn, and thank you, Mr. Sessions.
Let me thank this committee for the hard work you've already in-
vested in this subject and for holding these hearings. Let me thank
the General Accounting Office for the enormous effort they’'ve put
forth with over 300 people that have been working on this.

I was listening to Gene Dodaro, from GAQO, and thinking about
my own daughter, who is an internal auditor with a fairly large
corporation in Dallas. It just causes me to want to begin my state-
ments by saying, pity the poor auditor. Wherever he or she shows
up, they are inevitably the skunk at the garden party. Nobody
wants to see them there. They’re going to be a bother, they’re going
to be trouble, they’re going to be accurately measuring what you
do and how you do it, and what you’ve done with the resources,
and hold you accountable.

And it’s not a pleasant job, but, you know, the interesting thing
about it is it’s a job that is done, if only at the most intuitive levels,
by all of us. It’s a job that we recognize, again, if only intuitively,
must need to be done. We do it, for example, in the casual business
of sitting around the kitchen table examining our budgets, and
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wondering, how did we do, are we doing well, have we met our pri-
orities, do we need to reallocate, where was the waste and the inef-
ficiency?

My wife and I do that and one of the things that’s interesting
about it is that in this kind of relationship, we've become each oth-
er’s auditors. I couldn’t help but reflect that I’ll be talking in a lit-
tle detail later about some of the problems you have when things
get lost—my auditor, that is, my wife, Susan, caught up with me
just last week when she recalled that some time ago I had bought
a small and portable $500 bass boat which I had subsequently lent
to my sons, which they subsequently lent to someone else, and we
now realize that it has been subsequently lost. My auditor held me
accountable for it.

And as I go home at recess, one of the things that I will do, in
addition to working with my constituents, is comply with the re-
sults of the audit and find that little bass boat. These things must
be done. Well that may be a whole new example of the way we con-
duct this process rather informally among ourselves.

As, of course, enterprises become larger and more sophisticated,
more complex, then auditing becomes more of a formal and more
of a rigorous process following defined procedures. We understood
the need for auditing when we assumed the majority of Congress
in January 1995, and one of the first things we did was the first
ever audit of Congress, the House of Representatives.

We were amazed at the state of disorder we found. It took us a
long time, of course, to fully comprehend what all needed to be cor-
rected, and how we might best correct things, but at this point, we
are now able to operate the legislative branch of Government at
$150 million a year less than it was operating before we took it
over.

So the first thing that I would say to each and every one of these
agencies that we will deal with is, if you feel like the House is be-
leaguering you, at least be consoled by the fact we started with
ourselves some 2%2 years ago. And we are trying to find, and con-
tin(llﬂng to find each day, better opportunities to comply with the
audit.

The first time ever audit of the Federal Government has been an
enormous task, and it has been, I suppose, a discouraging set of
discoveries. On the other hand, if even in our own families we were
to go for any extended period of time without these kitchen table
audits, we would probably find things in a bit of a mess, too. So
we shouldn’t be alarmed, and I don’t think we ought to be discour-
aged. I think, in fact, we ought to understand that these discov-
eries, this information, this good work by the General Accounting
Office, brings clarity of understanding to what it is we have, how
are we effectively using our resources, and how can we improve.

So I would hope that my short remarks today would be a mes-
sage of encouragement to everybody. The auditing we know is a
painful process, but it’s a necessary process and can be a very, very
beneficial process.

I am struck by some of the discoveries we had. The fact that we
end up with a $12 billion plug in the budget just to make the re-
sults come out. Sometimes in commercial enterprise that’s called
owner’s equity. But you have to make your assets equal your debits
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on paper as they do in fact in real life. But the more you can ac-
count that, and the more you can pare such a plug as this down
to a smaller and smaller number, the more you will have a more
whole and complete accounting.

I was also struck by some of the things we discovered, what we
do have, and some of the things we discovered of what we do not
have. Pete Sessions has learned that the Pentagon owns a 200-year
supply of raincoats. And, you know, my first reaction is, well, ev-
erybody thinks they ought to have a rainy day fund; maybe this is
the Pentagon version of that. I don’t know. But I don’t know how
much we need a 200-year supply of raincoats and perhaps exces-
sive inventories, if properly understood, and properly controlled,
might be able to give us some of the cost efficiencies that our de-
fense actually, literally needs.

So, again, I would see this discovery as information obtained that
will help the military to be more effective and, if you’ll pardon the
pun, get better bang for their buck on the field.

The things that I found that were lost, apparently, were some
solace to me. And TI'll be happy to point these out to my wife when
I go home and she finds me defending my $500 portable bass boat.
Someplace in the Government we have lost two utility boats valued
at $174,000 each; 2 large harbor tug boats, valued at $875,000
each; one floating crane valued at $468,000—you know, one of the
things that amazes me, and I'm always impressed at the heights
that are attainable by the Government, how can you lose a crane
that size? You would think somebody would notice it somewhere.
But we also have 15 aircraft engines, including the two F-18 en-
gines valued at $4 million each; and then one—and sometimes
these things, I might say, can be distressing too, an Avenger mis-
sile launcher valued at a $1 million.

I think we have a picture of this missile launcher. Now that’s not
your average recreational vehicle. I'm going to just bet that some-
body in America has seen this, and as a citizen's duty, might want
to report to us where this is being operated. Certainly not on the
deserts of southern California, Mr. Chairman, but it’s conceivable
it could show up in Texas.

At any rate, while I think we ought to keep our sense of humor,
we should also appreciate that this is an audit that is comprehen-
sive, complete, and rigorous, and a first, unique event in the his-
tory of so many people in this government. The discipline of audits
that are known to be essential to the effective operation of any en-
terprise in the private sector. We should know that this audit has
purposes discovering, acquiring information, coordinating informa-
tion, and clarifying of knowledge about ourselves in the perform-
ance of our duty, that if taken with a good sense of humor and a
good appreciation for one another and our foibles, because each and
every one of us have them. I'm sure that I've just created before
us now the most famous lost portable bass boat in America.

But, let’s keep our sense of humor while at the same time we re-
tain a disciplined respect for the process, for the need to conduct
the process, and a healthy optimism, and a great expectation for
what results we can obtain on behalf of the American people as we
complete this.
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Now, one final point. There is a natural resistance to change, and
to disciplined change, and especially when it is somebody like an
auditor, from the outside, showing up with their good advice. And
I'm fond of pointing out to people, I don’t need your good advice,
I can get into trouble on my own.

There will be, I think, a resistance. We are asking the Govern-
ment to take on—and each and every agency—a new discipline, a
new self-examination, a new acceptance of criticism, and new a re-
solve to correct mistakes, errors, and misallocations of resources.
We need to approach that with an understanding that this is not
easier for somebody in an agency down the street than it is for you
and for me in our own personal lives or in the operation of the con-
gressional office, or in the operation of the committee. But these
things are necessary, and they’re part of our duty and responsibil-
ity to the taxpayers.

I know that in Washington, it is popular to encourage people by
using the greatest encourager of all, the expression, you owe it to
yourself. But in this case, that is not where the debt lies. We owe
it to the American people, and to the service that Government
must be in the lives of the American people—to accept this rigor,
accept this responsibility, accept this duty, and see the job through.

So, once again, let me thank you, Mr. Horn, for your work in the
committee. Your discovery has already been very important and
very encouraging to other congressional committees and agencies.
And let me thank the GAO, probably the largest and most mis-
begotten group of skunks at garden parties in America today, but
they’re doing a good job, and we love them. So thank you.

[The prepared statement of Hon. Richard Armey follows:]
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Statement of Dick Armey, House Majority Leader
April 1, 1998

First Taxpayer Scorecard on the Government’s Financial Accountability
Is it an April Fool?

With the April 15 deadline approaching, many Americans are now finishing their tax returns to
send to Washington. They’ve done the hard work, and they’ve kept track of their spending and
receipts. One would expect the government itself would do the same.

The sad fact is that this is not the case. The government has been spending the hard-eamed
money of American people without adequate accountability.

Although it may be April Fool's Day, what we have found in this first government-wide audit is
no joking matter.

Yesterday, the federal govemnment issued the very first financial audit of the federal government.
I call it the first taxpayer scorecard on the government's financial accountabilitv. The data found
in the financial reports was not reliable enough to allow GAO to even render an opinion on the
statements.

Remarkably, Congress found out, through our efforts to implement the Government Performance
and Results Act, that the government has precious little information on whether existing programs
are effective in achieving the intended results or not. Now, we know there is little credible cost
information on the operation of the government.

What would the IRS do to a business or taxpayer if the books looked like this? IRS agents would
camp out in their home or office and count ever penny to make sure that Uncle Sam got its fair
share. They would put liens on property; they’d repossess items; they’d prosecute. They might
even lock the doors and throw the business owners in jail, for negligence, embezzlement or
worse. A large private company could find that the SEC would prevent them from issuing any
securities if their audit revealed similar poor financial information. States and local governments
could risk having their federal funding curtailed if they didn't provide Washington with a clean
audit. ’

When Republicans became the majority party for the first time in 40 years in 1994, we made a
promise. We promised the American public that we would change the way Washington works
and thinks. And with each step we take -- we get closer to a goal of a smarter, smaller, more
COMMON-Sense government.

Among the most troubling findings to me of the first ever government-wide audit:
The $12 Billion Plag

Large corporations with many subsidiaries must coordinate their financial statements. And the
$1.9 trillion operation of our federal govenment must show how the Cabinet level agencies all fit
together. However, the federal government could not get the financial numbers to add up. The
audit shows that they have inserted a $12 billion “plug” to fix their unreconciled transactions
between federal agencies.



36

The Missing Inventory

The first ever audit has disclosed that the U.S. Government owns more than $1.2 trillion in assets,
bought with taxpayers’ dollars.

As my colleague from Texas, Pete Scssions, has learned — the Pentagon, among other things,
owns a 200 year supply of raincoats. They sure know how to keep track of raincoats, but they
have probl keeping track of t like those that Senator Thompson identified
yesterday:

L WP

two utility boats values at $174,000 each;

two large Harbor Tug boats valued at $875,000 each;

one floating crane valued at $468,000;

15 aircraft engines including two F-18 engines valued at $4 million each; and
one Avenger Missile Launcher valued at $1 million. (poster shown)

And this is just what the auditors were actually able to discover.
Summary

We need a government that is accountable to taxpayers. If we are cver to assure the public that
the government is spending their hard-eamed dollars wisely, we must have credible cost
information and credible performance measures that make sense.

That's why this Congress is focusing so heavily on obtaining systematic, credible information
about the operation of the federal government. Throughout all the congressional committees, a
watchful public will see this Congress using the Results Act implementation to find out where
federal programs and activities are going, how they will get there and setting up measurement to
keep them on track. We need honest cost information about federal activities too.

The federal government makes decisions daily about spending $1.9 trillion of taxpayer dollars;
Washington manages a $850 billion loan portfolio. Americans need to have confidence that
Washington is not wasting their money.

We need to have honest information to make smarter decisions about federal programs — what's
working, what’s wasted.

Today's news may be sobering. It should be a wake up call for all of us, but especiaily for the
Administration who is responsible for setting out a plan of immediate, corrective action. The
Congress now more fully appreciates the hard work ahead of us. There will be consequences for
poor management or for waste and fraud that is identifiable. The Results Caucus Members,
caded by Pete Sessions is posed to work program by program, problem by problem to seek

and save taxpayer dollars. Over time, and with ft d ion, this Congress will
make Washington work for the American taxpayers, and not have American taxpayers working
for Washington!
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Mr. HorN. Thank you very much for your testimony. I remem-
ber, as a 10-year-old, seeing something like that, without the mis-
sile bit. They used to call it the duck. And I'm thinking maybe if
you got one of those old ducks that you’d have a very good bass
boat, so, good luck.

Now, we will go to the second panel, and Mr. Dodaro can have
a rest for a while, and then we’ll ask him to come back after the
second panel is concluded. And that is the panel from the adminis-
tration. We have today Mr. Edward DeSeve, the Controller and
Acting Deputy Director for Management of the Office of Manage-
ment and Budget, which is the President’s essential organization to
manage the executive branch of the Government, on his behalf.
And Mr. Gerald Murphy, the Senior Advisor to the Under Sec-
retary for Domestic Finance in the Department of the Treasury,
and he’s accompanied by the Honorable John D. Hawke, Under
Secretary for Domestic Finance of the Department of the Treasury.

Gentlemen, you know the routine here, also.

[Witnesses sworn.]

Mr. HORN. The clerk will note that all three witnesses have af-
firmed the oath.

And please proceed in any order youd like. I have down Mr.
DeSeve, but if the Under Secretary would like to speak—we’ll start
with Mr. DeSeve who has been managing this process within the
executive branch. Thank you.

STATEMENTS OF EDWARD DeSEVE, CONTROLLER AND ACT-
ING DEPUTY DIRECTOR FOR MANAGEMENT, OFFICE OF
MANAGEMENT AND BUDGET; GERALD MURPHY, SENIOR AD-
VISOR TO THE UNDER SECRETARY FOR DOMESTIC FI-
NANCE, DEPARTMENT OF THE TREASURY; AND JOHN D.
HAWKE, UNDER SECRETARY FOR DOMESTIC FINANCE, DE-
PARTMENT OF THE TREASURY

Mr. DESEVE. Mr. Chairman, thank you very much. I want to
thank you, and I want to thank the Members, and I especially
want to thank Mr. Armey. I thought his remarks were statesman-
like and right to the point; very well put.

I'm here today to discuss the results of the first ever audit of the
Federal Government’s consolidated financial statements. We wel-
come the Congress’s interest in this process and look forward to
your support as we continue to work together to correct the dec-
ades-old weaknesses identified by the General Accounting Office in
its audit.

Last night I characterized this as cleaning out a closet that was
200 years old, and finding things in there that really dismayed you,
and things that really needed a lot of attention. And that’s the way
that I feel about this, and that’s the way we're approaching this.

The Clinton administration has aggressively advocated account-
ability, including financial statements audits, since the beginning
of this administration. In September 1993, the National Perform-
ance Review recommended that the Federal Government prepare
an annual consolidated audited financial report. In addition, the
NPR supported the creation of a comprehensive set of basic ac-
counting standards for the Federal Government. In the latter in-
stance, NPR was critical of the amount of time it was taking to put
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accounting standards in place. The administration, in agreeing
with the NPR recommendations, committed to have a basic set of
accounting standards in place, and we’ve met that commitment.

In 1994, the administration strongly supported, and the Presi-
dent eagerly signed, the Government Management and Reform Act
to require all major agencies and the Government as a whole to
prepare and have audited financial statements. We did this to cre-
ate a clear basis for addressing accumulated problems in financial
and asset management. '

We knew from the beginning that this was a massive undertak-
ing and could not be completed in the first year, nor in the second
year. For several agencies, it will take many years to gain an un-
qualified opinion, but we expect to see improvements each year in
accuracy, reliability, and, Mr. Chairman, in timeliness, of agency fi-
nancial statements. We've seen that progress.

I have a simpler chart, to some extent, than the one you used,
but I think it just, as of a point in time, it has the same kinds of
numbers that you had. In 1994, only 33 percent of agencies were
audited. Now, in 1997, 96 percent, 23 out of 24, are fully audited.
One, FEMA, is partially audited. So there’s progress in just getting
the audits done. And, again, 18 percent, 4 agencies, had clean
statements in 1994. Now, with a couple of the incompletes that you
appropriately put on your chart—and I applaud your scorecard. I
think it was well done. I think it was thoughtfully done. Forty-six
percent of the agencies, with the two we expect—and we could be
wrong, it could be only one of the two, but we think there will be
two more—will be audited.

Is that good? No. We need to do better. We all need to do better.
We want to show progress each year.

The first steps toward implementing the Government Manage-
ment and Reform Act for agency audits, for fiscal year 1996, and
a Governmentwide audit for fiscal year 1997, were to put in place
policies and procedures to issue accounting standards. As a found-
ing member of the Federal Accounting Standards Advisory Board,
OMB worked with Treasury, other executive branch agencies,
GAO, CBO, and private sector representatives, in order to create
the standards from scratch.

According to the current, well-recognized chairman of FASAB,
the Federal Accounting Standards Advisory Board, these standards
were produced quickly compared to other standards-setting bodies,
and encompass a broader range of issues than those bodies are
used to dealing with.

Recognizing that we did not expect to receive an unqualified
opinion on the first consolidated financial statements, the Presi-
dent’s fiscal year 1999 budget includes a target for having a quali-
fied audit opinion on the Governmentwide statements by fiscal year
1999. In addition, 23 of 24 agencies target timely, clean opinions
for fiscal year 2000.

[Chart shown.]

Mr. DESEVE. We've been tracking these in the financial manage-
ment community since 1995. This is the executive summary of the
Federal Financial Management Status Report and 5-year plan. One
of the things that we want to track are not just the agencies them-
selves. In many cases, that hides even more important components.
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For example, in the Defense Department, the Army, Navy, Air
Force, and so on, are components. The IRS is a component. So we
track those as well.

We also track Government corporations. There are large Govern-
ment corporations out there. They’ve had a longer history, and as
a result, are more successful. On average, as you can see, the com-
ponents are less successful than the Departments. On average the
corporations, like the Federal Home Loan Bank System, a very
large Government corporation, had been doing it longer and are
more successful. So, here again, we see that if you've been at it a
while, you tend to be good at it.

We've been, in our Federal Financial Management Status Report
and 5-year plan for 1995, 1996 and, finally for 1997, been tracking
this in detail. The CFOs look at these, and keep score on them-
selves. And you'll see that timeliness is again shown here. And we
want to continue to do that.

In it’s report, GAO states, and we concur, considerable effort is
already underway to make such improvements to show that
progress. Several agencies which have been audited for a number
of years face serious deficiencies in their initial audits, and have
made good progress in resolving them—and this is a GAO quote—
“with concerted effort.” And that’s what we’re really here to talk
about today. The Federal Government as a whole can continue to
make progress toward generating reliable information on a regular
basis.

Mr. Sessions, I agree with you. There is no other standard but
reliable information on a regular basis that’s acceptable.

There’s been good progress over the last several years. Specific
success stories include Government savings identified as a result of
agency audits, as well as clean opinions for the Internal Revenue
Service, GSA, Social Security Administration, Bureau of Public
Debt, and Department of Energy.

The administration specifically rejected granting waivers. The
statute, GMRA, allowed us—allowed me, actually—to grant waiv-
ers for this purpose. We said, no waivers. GAO has indicated that
the “no waivers” policy, subjecting everybody regardless, was a key
ingredient in getting as good information as they have. It’s not
good information, but as good as it was.

Characterizing the joint efforts of OMB, GAO, the agencies and
Treasury, Barry Melancon, president and CEO of the AICPA says,
“Taxpayers deserve no less than a full accounting. As a catalyst for
change, audited financial statements provide a framework in which
to evaluate the Government’s financial management tax dollars
and to initiate any corrective actions.” I think that was well put.

The administration had identified a series of actions needed to
correct the weaknesses in the consolidated audit and these plans
are in the midst of implementation. For example, at DOD, complet-
ing a new accounting systems architecture, reviewing inventory, ac-
counting processes, and developing a Governmentwide property ac-
countability system is key to the Governmentwide statement. As
well, Treasury has set up efforts with agencies to ensure effective
cash disbursement reconciliation and for providing frequent analy-
sis of cash receipts and disbursements.
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Treasury and OMB are coordinating efforts to resolve problems
agencies have in eliminating transactions among themselves. We'll
include with that the use that has already been piloted of bank
cards, where money doesn’t leave the Government, but it provides
a good reconciliation. Just as your bank statement includes all of
the checks you wrote, we can use this network that banks create,
a private sector network, to reconcile our intragovernmental pay-
ments without the money ever leaving the Treasury. It would be
silly to send it out to the banking system and take it back among
our own payments.

In conclusion, Treasury, the agencies, and GAO have completed
a massive task on time. Again, Mr. Chairman, that timeliness is
very important. On time.

The first ever audit was the largest ever undertaken in history.
Some have suggested Hammurabi may have had a larger one at
some point; we're researching that. It required massive trans-
missions of data and reconciliations that have never been at-
tempted before. Getting the agency data to Treasury, preparation
of financial statements, and completion of GAQ’s review, required
close coordination over several years. Gerry Murphy, Gene Dodaro,
and I have gone out now for 3 years in a row to the agencies, as
a gro(ll.lp, getting them ready; getting them ready over that 3-year
period.

GAOQO’s Acting Controller General, Jim Hinchman, had said com-
pletion of this effort on time was a credit to all who participated,
and I agree.

As we complete the fiscal year 1997 audit process, plans are al-
ready in place and are being developed for the fiscal year 1998
process. Agencies will have a higher standard—a higher standard,
new accounting standards are kicking in in fiscal year 1998. Some
of them may go down in your grading system, Mr. Chairman.

New accounting standards on revenue and cost accounting are ef-
fective for fiscal year 1998. These new standards will prove difficult
for many agencies, but they're essential to GPRA. If we can't get
good cost accounting information, we can’'t do the kind of work that
is necessary in GPRA.

We expect to see improvements next year and are working hard
to make that expectation a reality. Again, in the 5-year plan we
show, year by year, how many clean opinions we expect. We set a
high bar, and some folks may not make that bar. We also show the
timeliness of those opinions. We’ll stand by this document which
we revise each year, and it'll give you a plan scorecard, and you
can do the actuals. We'll do the plan and you can do the actuals,
over time.

That concludes my remarks, and at the appropriate time, I'll be
happy to take any questions.

[The prepared statement of Mr. DeSeve follows:]
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INTRODUCTION

Thank you Chairman Horn and members of the Subcommittee. I am here today to discuss the results
of the first-ever audit of the Federal Government's Consolidated Financial Statement. We welcome
the Congress’ interest in this process and look for your support as we continue to work together to
correct the decades old weaknesses identified by the General Accounting Office in its audit.

The Clinton Administration has aggressively advocated accountability, including financial statement
audits, since the beginning of this Administration. In September 1993, the National Performance
Review (NPR) recommended that the Federal Government prepare an annual consolidated financial
report. In addition, the NPR supported the creation of a comprehensive set of basic accounting
standards for the Federal Government. In the latter instance, NPR was critical of the amount of time
it was taking to put accounting standards in place. The Administration, in agreeing with the NPR
recommendations, committed to having a basic set of accounting standards in place and we have met
that commitment.

In 1994, the Administration strongly supported, and the President eagerly signed, the Government
Management Reform Act (GMRA) to require all major agencies and the government as a whole to
prepare and have audited financial statements. We did this to create a clear basis for addressing
accumulated problems in financial and asset management.

We knew from the beginning that this massive undertaking could not be completed in its first year
nor in its second year. For several agencies, it would take many years to obtain an unqualified
opinion on their financial statements. But we expected to see improvements each year in the
accuracy, reliability, and timeliness of agency financial statements. We have seen that progress.

STANDARDS, POLICIES AND PROCEDURES

The first step towards implementing GMRA requirements for agency audits for FY 1996 and a
government-wide audit for FY 1997 was to put in place policies and procedures, and to issue
accounting standards for the Federal Government. As a founding member of the Federal Accounting
Standards Advisory Board (FASAB), OMB worked with Treasury, other Executive Branch agencies,
GAO, CBO, and private sector representatives to produce from scratch a complete set of accounting
standards. According to the current, well-recognized chair of the FASAB, these standards were
produced quickly compared to other standard setting bodies and encompass a broader range of issues
than these bodies are used to dealing with. OMB also issued guidance on the Form and Content of
Financial Statements and issued the Audit Bulletin to provide guidance to agency auditors.

Recognizing that we did not expect to receive an unqualified opinion on the first consolidated
Federal financial statement, the President's FY' 1999 budget includes a target for having a clean audit
opinion on the government-wide statement for FY 1999. In addition 23 of 24 major agencies target
timely and clean opinions for FY 2000.
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CONTINUOQUS PROGRESS
In its audit report, GAO states and we concur that:

“Considerable effort is already underway to make such improvements. Several agencies
which have been audited for a number of years faced serious deficiencies in their initial
audits and made good progress in resolving them. With concerted effort, the Federal
Government, as a whole, can continue to make progress toward generating reliable
information on a regular basis.”

There has been good progress over the past several years. Specific success stories include
government savings identified as a result of agency audits, as well as clean opinions for the Intenal
Revenue Service (IRS), the Social Security Administration (SSA), the Bureau of Public Debt, and
the Department of Energy.

. The audit process has allowed the Government, for the first time ever, to estimate the
percentage of improper payments in the Medicare program -- estimated at $23 billion in FY'
1996. This Administration is proposing to take a number of steps to combat fraud and abuse
which will result in future savings.

. For fiscal year 1997, the Internal Revenue Service will receive a clean opinion on its
financial statement from the GAO. This means that $1,622 billion of revenue, 95 percent of
the revenue that funds the Federal Government, passed the audit tests.

. The Social Security Administration -- the Federal Government’s largest domestic program --
has had a clean opinion since 1994.

. The Bureau of Public Debt, which oversees $3.8 trillion of Federal obligations held by the
public and interest payments related to those obligations in excess of $246 billion, also
received a clean opinion on its 1997 statements.

. The Energy Department received a clean opinion on its financial statements including its
disclosure of environmental liabilities totaling $181 billion.

. Eight of the 24 major agencies received clean opinions on their 1997 financial statements.
Two more agencies anticipate that they will receive clean opinions. In other agencies, the
financial statements of large components received clean opinions, such as the Intemal
Revenue Service, Bureau of Public Debt, Bureau of Alcohol Tobacco and Firearms, and
Custom Service within the Treasury Department.

The Administration specifically rejected granting waivers, choosing instead to complete this audit
process allowing for full disclosure of this information and a thorough and complete review by
GAO. GAO has indicated this decision was critical to their completing their work on time.
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Characterizing the joint efforts of OMB, GAO, and Treasury, Barry Melancon, President and CEQ
of the AICPA said, "Taxpayers deserve no less than a full accounting of where and how their tax
dollars are being spent. As a catalyst for change, audited financial statements provide a framework
in which to evaluate the govemnment's financial management of tax dollars and to initiate any needed
corrective actions.”

NEEDED ACTIONS UNDERWAY

The Administration has identified the actions needed to cotrect the weaknesses identified in the
consolidated audit and these plans are in the midst of implementation. For example, plans at the
Department of Defense include completing a new accounting systems architecture, reviewing
inventory accounting processes and developing a department-wide property accountability system.
OMB, Treasury and GAQ are working with the major credit agencies to improve the reporting of
loans and loan guarantees.

As well, Treasury plans to step up its efforts with agencies to ensure effective cash disbursement
reconciliations by providing frequent analysis of cash receipt and disbursement differences so that
they can be promptly resolved.

Treasury and OMB are coordinating efforts to resolve the problems agencies are having in
eliminating transactions between agencies. Treasury and OMB will strengthen the requirements for
agencies to capture information needed to reconcile balances with their Federal trading partners.
Treasury will also begin modifying its systems to support agency efforts.

In an effort to determine the full extent of improper payments that occur in major Federal programs,
OMB is working with GAO, the agency Inspectors General and agency staff in identifying at risk
programs and designing a cost effective approach to assessing the extent of improper payments and
appropriate remediation measures. Audits of Federal programs pursuant to the Single Audit Act
Amendments of 1996 and implementing OMB guidance will be the principal mechanism for
assessing the extent of improper payments.

Finally, Treasury will increase its formal and informal training of agency financial management
personnel. The training will address common errors identified in agency information used in the
preparation of the U.S. Government’s FY 1997 consolidated financial statements.

CONCLUSION

Treasury, the agencies and GAO completed the massive task on time. The first ever audit was the
largest ever undertaken in history. It required massive transmissions of data, reconciliations that had
never been attempted before, application of new systems and new accounting principles. Getting
the agency data to Treasury, preparation of the financial statements, and completion of GAO’s
reviews required close coordination that had never before been attempted.
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GAO Acting Comptroller General James Hinchman said completion of this effort on time was "a
credit to all who participated."

As we complete the FY 1997 audit process, plans are already in place or being developed for the FY
1998 audit process. Agencies will have a higher standard to meet in FY 1998 -- new accounting
standards on revenue and cost accounting are effective for FY 1998. These new standards will prove
difficult for many agencies. As well, agencies are addressing weaknesses identified in the FY 1997
audit process. We expect to see improvements next year and are working hard to make that
expectation a reality.

I would be happy to answer any questions.
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Mr. HORN. Well, we thank you very much for that statement.
And before I have Mr. Murphy start his particular statement for
the committee, I want to note something about Mr. Murphy. He’s
a good example of career civil servant in two fine departments. He
started when I was in graduate school with the Navy in 1957, and
then moved over to Treasury in 1959. Now, in the 1950’s, I want
you to know, that the Navy had the finest personnel program in
this city, as I recall, and Treasury has historically had a very fine
program for civil servants, and Mr. Murphy has hit all of those var-
ious points.

He was Assistant Secretary for Fiscal Affairs, and held numerous
positions besides the one I mentioned in introducing him, as the
senior advisory to Under Secretary for Domestic Finance, and the
senior to whom he reports is right to his right and my left. But
what I'm introducing you for, Mr. Murphy, is because you are a
Certified Public Accountant, you're a former president of the Asso-
ciation of Government Accountants.

Before you even start on that statement, I want you tell me in
simple English, what is net cost, as seen in this particular consoli-
dated statement. I think that’s something that a lot of people will
not understand. So you can just speak from your heart on the great
idea of net cost. You get to it on page 3 of your statement, but
there isn’t a full explanation. And then we’ll let you go ahead.

Mr. MURPHY. You want me to answer that question first?

Mr. HORN. I want that question first and then I'll be glad to hear
the statement.

Mr. MUrpHY. The focus of the financial statements, as prescribed
and encouraged by the Federal Accounting Standards Advisory
Board, is to focus on net costs, meaning the costs of Government
operations on an accrual basis less the related exchange-type reve-
nues, those revenues that we generate as a result of some of our
operations. So we come up to a net cost figure there.

That doesn’t include, then, the gross revenues, the non-exchange
revenues, the various taxes that the Government collects to finance
that net cost.

Mr. HorN. OK. [Laughter.]

Now, the accrual aspect goes back to a recommendation of the
Hoover Commission in 1949 and 1952, but we don’t really apply it
too often, but I take it we are applying it now.

Mr. MURPHY. We are now. It’s been a long struggle.

Mr. HORN. Right. Just a half century.

Mr. MURPHY. At one point in time, accrual accounting seemed to
be too complex for laymen to grasp and there wasn’t a great deal
of interest in it. Everyone has embraced that because it’s necessary
to have good cost data, which, in time, we’ll be able to compare to
performance measures prescribed under the Government Perform-
ance and Results Act.

Mr. HORN. Very good. Well, proceed with your statement, now.

Mr. MuURPHY. Thank you, Mr. Chairman, and thank you for the
introduction. I wasn’t expecting that.

Mr. DeSeve has covered a number of things in my testimony, and
rather than be redundant, I'd like to submit my full statement for
the record, and I'll summarize it for you.
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Mr. HorN. Without objection, it's inserted, as are all statements,
the minute we introduce you. They’re already shipping it down to
GPO. [Laughter.]

Mr. MURPHY. The Department of Treasury has been and contin-
ues to be a strong proponent for the development of financial state-
ments by Government agencies. This is the very first audit, as has
been pointed out, and it is the capstone of a process that began 8
years ago.

In 1990, the Office of Management and Budget, the Treasury,
and the General Accounting Office created a new Federal Account-
ing Standards Advisory Board to come up with a comprehensive set
of generally accepted accounting standards that we could all follow,
and that process is still underway. The basic core requirements
came out in fiscal year 1996, They were brand-new standards.
Some were applicable for the first time in 1997, and there are four
more new standards effective in 1998,

So as agencies are attempting to improve their financial systems,
we're also raising the bar on them, so to speak, because new stand-
ards coming out each year provide new challenges for agencies to
comply with. We now have, as Mr. DeSeve pointed out, the 24 larg-
est executive departments and agencies being audited. We have the
government corporations also being audited.

The consolidated financial statement is based on those agency
statements and the agency audits. Under the Government Manage-
ment and Reform Act, as you mentioned, Mr. Chairman, the statu-
tory due date for Treasury and GAO to produce this audited, con-
solidated statement, was March 31. We also took note of the fact
that the statute requires the agency audited statements by March
1. And we knew that the General Accounting Office, in order to
render its audit opinion by March 31st, would need consolidated
numbers from the Treasury by the middle of March. We also knew
that from prior year experience, some agencies were going to have
difficulty meeting that March 1 date.

So, in order to compile the entire Governmentwide statement, we
had to do a number of things. One of the things we did was to ask
agencies to submit pre-audited data to us by February 15, 2 weeks
before the statutory date. We knew that that data would be largely
unaudited, but we said, give us something on February 15 so we
can get started, and you can submit adjustments to us after the
fact. We did that, but even when we closed off the consolidated
statement, there were still some agency audits that had not been
completed.

In order to meet the statutory date, several things were abso-
lutely crucial. One, we needed the agencies to submit data from all
their separate accounting systems to the Treasury using the stand-
ard general ledger codes that Treasury maintains. We also needed
them to telecommunicate the data to us over our electronic facts
system. And, third, we needed some very dedicated and conscien-
tious people in the Treasury Department to pull all these numbers
together, prepare all the narrative for the statements, and get ev-
erything to GAO on time.

Gene Dodaro recognized some of his people, Mr. Chairman, if you
don’t object, I'd just like to mention a few from Treasury.

Mr. HOrRN. Why don’t they stand up as you call out their name.
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Mr. MurpHY. OK. I doubt that they’re all here. We did have as
many, perhaps, preparing the statement as were engaged in audit-
ing it. We have a small group of about 13 people that is managed
by Faye McCrery, who did yeoman work here. We have a couple
professional accountants, Gary Ward and Jose Placer, who did a lot
of the technical work. And we have several supervisors, managers,
including Bill Patriarca, Jim Chambers and Holden Hogue, who
oversaw the preparation. We also had Ron Longo from the depart-
ment who helped us in a great way. So, to the extent that these
folks are here, I wish that they——

Mr. HORN. Why don’t we have them stand up? Well, a few under
13. [Laughter.]

Mr. MURPHY. The rest are working, Mr. Chairman.

Mr. HORrN. They're at work. OK. We thank you; tell the rest
thank you. It’s a tough job pulling these documents together and
moving all those data around.

Mr. MurpHY. It was a huge undertaking and we were very
pleased to be able to submit the report on a timely basis and
pledge to do so in the future as well.

The publication of this statement is another stage in the admin-
istration’s continuing efforts to improve management and efficiency
in Government. As has been mentioned, we were strong supporters
of the Government Management and Reform Act. The audit results
provide the roadmap for our improvement efforts and a number of
those are underway.

A note on some of the things that are in the financial statements
and some of the things that are not. By and large, the accounting
standards require that those Federal entities that are in the Presi-
dent’s budget be included in our consolidated financial statements,
and, generally speaking, those entities which are not in the Presi-
dent’s budget are not in our consolidated financial statements.

For example, the Government-sponsored enterprises are not in
our financial statements because they’re privately owned. The Fed-
eral Reserve Bank operations are not in the budget, since monetary
policy aspects are usually operated from the rest of Government.
Therefore, they are not included in our financial statement. We do
have a footnote explaining the role of the Federal Reserve and our
relationship with it.

Anything that’s privately owned is excluded. Some of the post ex-
change military operations are privately owned. We would exclude
things like Amtrak; even though it gets some money from the Fed-
eral Government, it is privately owned.

The other caveat that I would like to just mention briefly in
terms of reading the financial statement, is that you have to appre-
ciate the fact that there are a lot of assets that aren’t on that bal-
ance sheet. The Government produces a lot of assets that we don’t
own ourselves, We invest in highways and airports, in water
projects, school buildings. These are assets on somebody else’s bal-
ance sheet. We show the cost of those, but they don’t show up as
assets on our balance sheet.

Then there are some assets that we own, but they don’t show up
on the balance sheet under current accounting standards, right
now. The public domain land, for example. Almost 80 percent of the
acreage in the United States, there’s no value placed on that public
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domain land on our balance sheet. We have natural resources, in-
cluding oil and gas, and timber, that are assets that the Govern-
ment owns but they’re not being valued on the balance sheet. We
include some information in the statements on those items.

In future reports under accounting standards that take effect in
subsequent years, we’ll be providing more information on many of
those kinds of items.

In conclusion, I'd just like to say that since 1990, there has been
a lot accomplished, and I appreciate the chairman’s and Mr.
Armey’s recognition of some of those accomplishments. Obviously,
we have a long way to go, a lot of things that need to be worked
on.

Treasury is committed to working with the Office of Management
and Budget, the General Accounting Office, and the agencies. We
have efforts underway to deal with some of those areas that were
cited as problems: the reconciliation of the agency check books with
Treasury’s accounts, the elimination of intragovernmental trans-
actions which have created difficulties in reconciling among Fed-
eral trading partners. All of these items are being addressed, and
we look forward to improving the quality of data in future years.

With that, Mr. Chairman, I'll conclude my remarks, and I'd be
happy to answer any questions.

[The prepared statement of Mr. Murphy follows:]
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April 1, 1998

TREASURY SENIOR ADVISOR TO THE UNDER SECRETARY
FOR DOMESTIC FINANCE GERALD MURPHY
HOUSE GOVERNMENT REFORM AND OVERSIGHT SUBCOMMITTEE ON
GOVERNMENT MANAGEMENT, INFORMATION AND TECHNOLOGY

Mr. Chairman and members of the Subcommittee, I am pleased to appear today to discuss
matters involving the first Consolidated Financial Statements of the U.S. Government (CFS).

BACKGROUND

The Department of the Treasury has been and continues to be a strong proponent for the
development of financial statements for Government agencies. This is the first time audited
consolidated financial statements are required to be prepared on a government-wide basis. The
statements are intended to provide the President, the Congress, and the American people with
information about the Government's financial position, the cost of its operations and its sources
of financing. They are the capstone of a process which began eight years ago as a result of
legislation originating with this Committee.

In 1990, Congress passed the Chief Financial Officers (CFO) Act which required the
preparation and audit of financial statements for certain agencies and components of agencies.
That same year, the Office of Management and Budget (OMB), Treasury and the General
Accounting Office (GAO) created the Federal Accounting Standards Advisory Board (FASAB).
This body has created a comprehensive set of accounting standards tailored to the unique
characteristics and needs of the Federal Government. The Government Management Reform Act
was passed requiring that the Federal Govenment's 24 largest departments and agencies produce
audited financial statements beginning in FY 1996. Agency statemnents are due March 1. The first
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Consolidated Financial Statements for FY 1997 are based on the financial statements prepared by
Federal agencies under those statutes and the new accounting standards.

THE ROLE OF THE DEPARTMENT OF THE TREASURY

The Government Management Reform Act of 1994 (GMRA) requires that not later than
March 31 of 1998 and each year thereafter, the Secretary of the Treasury, in coordination with
the Director of the Office of Management and Budget, shall annually prepare and submit to the
President and the Congress an audited financial statement for the preceding fiscal year, covering
all accounts and associated activities of the executive branch of the United States Government.
The financial statement shall reflect the overall financial position, including assets and liabilities,
and results of operations, of the executive branch of the United States Govemnment, and shall be
prepared in accordance with the form and content requirements set forth by the Director of the
Office of Management and Budget. The Govemment Management Reform Act also requires the
Comptroller General of the United States to audit the CFS.

THE PREPARATION OF THE CFS

In order to prepare the CFS by the statutory due date, it was necessary to request agency
trial-balance data by February 15. Much of this information had not yet been audited but was
transmitted to the Financial Management Service (FMS) electronically so we could get started.
Subsequent audit adjustments were accepted, but not all agencies had completed audits when we
closed our books to meet the statutory due date.

The data transmitted needed to be standardized throughout the Federal Government to
allow for summarization at the government-wide level. This standardization was accomplished
by requiring agencies to use the U.S. Government Standard General Ledger (SGL). The SGL is
maintained by FMS and is required for agency level accounting and reporting as well as
government-wide reporting. Without the SGL, data could not be summarized for the CFS.
Approximately 2000 individual reporting components, each with many account balances, were
telecommunicated to Treasury via our FACTS system. Without the electronic transmission
system, data could not have been collected and processed quickly enough to meet the statutory
due date.

The size and complexity of the CFS preparation process far exceeded any previous
financial consolidation effort. The data came from the 24 CFO Act agencies and many more
smaller ones. Each agency acts as an independent financial entity and maintains its own financial
system. To consolidate data from all these various systems was a daunting task.

However, it is not enough to collect the data and be able to summarize it. There has to be
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a reporting model. The Government Management Reform Act specified that OMB set forth the
form and content requirements for the CFS. The CFS prepared by the Department of the
Treasury conforms to OMB's form and content requirements. The reporting model used was
recommended by FASAB and prescribed by OMB.

DISCUSSION OF THE CFS
General

The U.S. Government has continuing responsibilities for the general welfare of its
citizens and for the national defense. It also has unique access to financial resources in that it has
the power to tax, to borrow and to create money. The Fiscal Year 1997 Consolidated Financial
Statements of the United States Government represent the Federal Government's first effort to
prepare, in accordance with new Federal accounting standards, financial statements that include
all of its vast and complex activities and to subject the financial statemnents to the rigors of an
independent audit.

The publication of the audited fi ial rep yet another stage in the
Clinton Administration’s continuing efforts to improve the management and efficiency of the
United States Government. In 1994, the Administration strongly supported the Government
Management Reform Act, which mandated the issuance of the audited financial statements.
Despite the substantial progress that has been made, however, further improvements are clearly
necessary. The audit report from GAO discusses many areas in which the reliability of the
current financial statements must be enhanced and improved. As a result, GAO was unable to
render an opinion on these statements.

The FY 1997 Consolidated Financial Statements are the first step in an effort to provide
the President, the Congress and the American people with reliable information about the
financial position of the United States Government on an accrual basis, the net cost of its
operations, and the financing sources used to fund these operations. The United States
Government does not have a single bottom line that reflects its financial status but the
information included in the statements provides a view of the Government's finances that has not
previously been available. The financial statements consist of Management's Discussion and
Analysis (MD&A), a Balance Sheet, a Statement of Net Cost, a Statement of Changes in Net
Position, Notes to the Financial Statements, and Supplementary Information, which includes a
stewardship section. :

R ing Enti 1 Basis of A .
The financial statements include the executive branch and limited information from the

legislative and judicial branches of the Federal Government. Information from the legislative and

judicial branches is limited because they are not required to prepare financial statements covering

3
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all activities. For example, the property, plant, and equipment of the judicial branch and the
Congress are not reflected in the statements. Excluded because they are privately owned are
Government-sponsored enterprises such as the Federal Home Loan Banks and the Federal
National Mortgage Association. The Federal Reserve System also is excluded because
organizations and functions pertaining to monetary policy are separate from and independent of
the other central government functions.

At the time Congress passed the CFO Act which required the preparation and audit of
financial statements for selected components, the Federal Government did not have a
comprehensive set of generally accepted accounting standards. The three principals concerned
with overall financial management in the Federal Government (the Secretary of the Treasury, the
Director of OMB, and the Comptroller General) created the Federal Accounting Standards
Advisory Board (FASAB) to address this need. The accounting standards developed by FASAB
are tailored to the Federal Government’s unique characteristics and special needs. Consequently
net costs, rather than profit, are used as the primary financial measure for assessing efficiency
and effectiveness. Although FASAB completed work on the basic set of Federal Financial
Accounting Standards (FFAS) in 1996, some of the standards did not become effective until
Fiscal Year 1997 and others will become effective in Fiscal Years 1998 and 1999. Therefore,
agencies are faced with improving systems while the requirements are changing.

CONCLUSION

Since passage of the CFO Act in 1990, much has been accomplished. There is now a
comprehensive set of accounting standards in place. For the first time in its history, the Federal
Govemnment has prepared and subjected to audit consolidated financial statements covering all its
vast and complex programs and activities. The 24 agencies subject to the CFO Act are issuing
audited agency wide financial statements. Government corporations subject to the Government
Corporation and Control Act also are issuing audited financial statemnents. While these
accomplishments are significant, they are just a beginning.

The Administration has designated financial management as one of the President's
priority management objectives. The Administration has expressed its commitment to assuring
the integrity of Federal financial information and gaining an unqualified opinion on the 1999
Consolidated Financial Statements of the United States Government. For the Administration to
achieve these objectives, agencies must improve the quality of their financial information.
Agency commitment to the Administration's objectives is reflected in OMB's Federal Financial
Management Status Report and Five-Year Plan. That document sets forth the dates by which
agencies have pledged to submit timely financial statements with unqualified audit opinions.

Weaknesses in agency accounting practices and financial management systems are the
fundamental cause of problems that precluded the auditor from rendering an opinion on the FY
1997 Consolidated Financial Statements. Actions to correct these weaknesses have been
identified and are being implemented. OMB, Treasury, and GAO are working with the major
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credit agencies to improve reporting of loans and loan guarantees.

In addition, Treasury plans to step up its efforts with agencies to ensure effective cash
disbursement reconciliations by providing frequent analysis of budget clearing accounts so that
cash receipt and disbursement differences can be promptly resolved.

Treasury and OMB are coordinating efforts to resolve the problems agencies are having
in eliminating transactions with other Federal agencies. Guidance and requirements wili be
provided to enable agencies to capture information needed to reconcile balances with their
Federal trading partners. Treasury will also begin the modification of its systems to support
agency efforts.

Finally, Treasury will increase its formal and informal training of agency financial
management personnel. The training will address common errors identified in agency
information used in the preparation of the Federal Government's 1997 Consolidated Financial
Statements.

Thank you, Mr. Chairman. This concludes my formal remarks. I will be happy to
respond to any questions.
-30-
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Mr. HoOrN. If Mr. Dodaro will now join us again, we’ll have a
panel here, and a dialog between the executive branch and the rep-
resentative of the legislative branch.

Let me just ask first, on the opinion of GAO, what effect, if any,
does the lack of effective systems of internal control have on the
information provided in the financial statements, and what about
ad hoc reports and inquiries made by management at various agen-
cies, OMB, and also Congress? Do you have any feeling on that?

Mr. Dobaro. Weaknesses in internal controls is a very important
issue. And basically our findings were, in many of the agencies,
that you cannot rely on the internal controls, particularly the com-
puter controls, in order to do the audits. So there’s a lot of testing
that has to be done and ad hoc procedures to be developed. Our
view is that those internal control weaknesses really need to be
fixed along with getting more accurate information if you’re really
going to have the systems in place to generate information on a re-
liable, timely basis.

Right now, that doesn’t exist in most parts of the Federal Gov-
ernment. There’s a lot of ad hoc data gathering that occurs. And
when it’s subjected to the rigors of an audit, and somebody has to
go behind the information as the auditors do, and ask how did you
generate that estimate, or how did you come up with that figure,
then basically, the data’s not there. So fixing the internal control
problems across the Government is an integral part of being able
to produce reliable, timely information.

Mr. HorN. Your statement, in your formal testimony, discussed
widespread computer control weaknesses. You were concerned, cor-
rectly, about security. You mentioned, as did the administration,
the year-2000 problem, and I just wonder what effect, if any, do
these weaknesses have in the Government’s efforts to gain control
of its resources, in terms of basic computer weaknesses? Or have
we never put the information into the data base to start with?

Mr. DODARO. I'm not sure I understand the question.

Mr. HORN. Well, I'm thinking about one, we do have a problem
with internal controls between computers. Some don’t talk to each
other, even within the same executive department. Then the ques-
tion comes in talking with each other within the executive branch.
Then comes the question can GAO audit that and find it, and what
do we need to do about solving some of that?

Mr. DODARO. Basically, one of the core tenets of OMB’s plan, the
CFO council plan, is to develop integrated financial management
systems. That really lies at the heart of a lot of the problems at
the Defense Department, for example. Systems aren’t integrated so
DOD does not have the normal checks and balances in place. So,
basically, the computer weaknesses occur in part because a lot of
the systems were generated as stand-alone systems. In fact, most
of the information to prepare the financial statements, say, for ex-
ample, at Defense, comes from logistical systems; about 80 percent
of the information. And, also, there are weaknesses in the general
ledger control systems of agencies, so that check that you'd have
in place between the general ledger system and checks and balance
with the logistical systems are not there.

The one thing I didn’t mention in my opening statement that’s
in our report was the legislation that Congress passed in 1996
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called the Federal Financial Management Improvement Act. What
that act requires——

Mr. HORN. That was Senator Brown’s legislation, wasn’t it?

Mr. DODARO. Yes, exactly. And what that legislation requires is
beginning in fiscal year 1997, auditors doing audits under the CFO
Act are to determine whether agencies not only meet accounting
standards, but meet systems requirements that are published by
the Joint Financial Management Improvement program and codi-
fied in executive branch OMB-bulletins, as well as the standard
general ledger.

So far this fiscal year, only 4 agencies have really passed that
test, which shows you some indication of the underlying systems
weaknesses and the computer controls that need to be fixed in
order to meet the objective that you're talking about.

That piece of legislation is a very good complement to the audit
requirement because it is basically driving the agencies not only to
have end-of-year data that’s accurate, but making the systems
changes to be able to have data year-round that can have some in-
tegrity to it. '

Mr. HORN. Well, as I remember, the last time I looked into the
Defense Department, when I was searching for that $25 billion
they couldn’t account for, there were 49 different accounting sys-
tems in the Department of Defense. Is that still true?

Mr. DoDARO. Actually, Mr. Chairman, there were, at last count,
249

Mr. HORN. 249?

Mr. DODARO. 249. They forgot the——

Mr. HorN. They dropped the zeros when they sent it over here.
I thought it was enough to have 49, at the time. So now it’s 2497

Mr. DopARoO. Yes, they have been in the process of trying to con-
solidate and migrate their systems, but as Mr. DeSeve mentioned
in his opening remarks, they don’t have an overall systems archi-
tecture.

As you know, one of the key requirements in the Clinger-Cohen
act that set up the Chief Information Officers was that agencies
were required to have an architecture. And unless you have an ar-
chitecture that shows the data flows and that have technical stand-
ards that the systems can interrelate with one another, to be inter-
operable, agencies are not going to be able to design systems that
can talk to one another. Those architectures are not in place now.
It’s a goal, as Mr. DeSeve knows as chairman of the CIO council,
the CIOs have made that an important goal, to have architectures.

So this is a case where the CIOs really need to work with the
CFOs to put in place data architectures and systems that can gen-
erate this type of information.

Mr. HorN. If I can get in one question to Mr. DeSeve before
yielding. In your statement, you state that your goal is a clean and
timely audit opinion on the consolidated statements by the year
2000. With half the agencies not able to issue audited financial
statements in a timely way, and only 8 of the 24 having clean opin-
ions in the second year the Government Management and Reform
Act required such audits, 5 years after the act was passed, what
makes you believe this goal is obtainable? :
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Mr. DESEVE. I think what you see before you today is a visual
representation of the working together of Treasury, GAO, and
OMB. What you don’t see—and you're going to have another set of
hearings—is the work that the agencies are doing.

My optimism, or my setting the bar high—and I'll admit here
today that I'm setting the bar high—is based on work that GAO
is currently doing, the people behind us, the work that OMB and
Treasury are currently doing at the Defense Department. I met
with the Controller of the Defense Department on Monday and we
talked about the inventory control system and how the inventory
control system was developing. GAO has done some marvelous
work with DOD in using logistics systems, using inventory sys-
tems, getting the information, and using sampling techniques.

Last night I met with HCFA. HCFA a year ago had a disclaimer
on its opinion from its Inspector General. This year the opinion will
be qualified, it will not be a disclaimer. It’s not clean yet, but the
major items, as my good friend Woody Jackson—who’s not here
and deserves to be recognized as he set the framework for this, as
Woody Jackson said, the thunder-boomer issues in HCFA that
would impede our ability to get a clean statement Governmentwide
have been dealt with.

The issue that we always work on in auditing—and I'll ask Mr.
Dodaro or Mr. Murphy to comment on it—is materiality. The fact
that, let’s say, two or three agencies don’'t have a clean opinion of
their own books, those qualifications may not be material to the
larger entity. Mr. Armey, when he spoke earlier of his bass boat,
his bass boat is probably immaterial to Mr. Armey’s overall net
worth, even though he can’t find it. I don’t know his net worth, so
I wouldn’t want to comment.

But what we’re doing, what we’re working on very hard, the rea-
son we were worried about the IRS, the reason that we were wor-
ried about Social Security, the reason that we worried about GSA,
the reason that we worried about Energy, the reason we were wor-
ried about the Bureau of Public Debt, those entities, all of which
are now clean, is that they would have a material impact on the
Government as a whole. If we couldn’t calculate our environmental
liabilities from the Nuclear Regulatory Commission, or we couldn’t
calculate the revenues coming in from the IRS, if we couldn’t cal-
culate the Social Security payments and be able to explain how
they work, those would be material.

DOD property, plant, equipment, and inventory, is material.
DOD environmental liability is material. HCFA payment systems
and reconciliation of their accounts receivable are material. So
we’re working together, the three of us are working together on the
big, material items, at the same time the agencies are working on
either their components or their department-wide entities.

And I would ask Mr. Murphy or Mr. Dodaro that we've worked
very closely with to comment.

Mr. DopARO. Yes, I reinforce what Mr. DeSeve is talking about,
but Mr. DeSeve also knows that I mentioned that achieving that
clean opinion in 1999 is a stretch goal—

Mr. DESEVE. Yes, it’s a stretch goal.

Mr. DODARO. And I also think that the Defense Department is
the critical path to that goal. As Mr. DeSeve mentioned, by any
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standards, DOD is material to the assets, liabilities, and also net
costs—as you mentioned, the disbursement problem over at DOD.

And there are other key parts of the Federal Government that
need to work on that, and our recommendations address that. Also
the Governmentwide accounting issues that I articulated need to
work. And I'd also reinforce the point that was made earlier by
both Mr. Murphy and Mr. DeSeve, is that there are new standards
coming into place in the next couple of years that are going to re-
quire agencies to develop full costs aligned with program activities,
to come up with the deferred maintenance costs. This is a very im-
portant component. I know the Appropriations Committees are
looking forward to having some reliable data on, are the deferred
costs of operating the Federal Government.

There is also a revenue standard coming in place that would re-
quire IRS to report by type of tax, something that they're not cur-
rently able to do. So we’re trying to work with them to figure out
the best way to do that.

So, major parts of the Government still need a lot of attention,
and new standards are coming in to place. The key goal is just out-
and-out hard work and determination to really address these prob-
lems head-on, and I believe progress is possible, but it will take a
much more elevated effort to achieve that goal.

Mr. HorN. I thank the gentleman. Since I went well over my 5
minutes, I yield to the gentleman from Ohio, the ranking minority
member, Mr. Kucinich, 10 minutes for questioning the witnesses.

Mr. KUcCINICH. First of all, I want to thank the Chair for his in-
dulgence and begin by saying that this first ever audit of the Fed-
eral Government’s books submitted today represents a monumental
effort by the administration and by the GAO. And it’s the largest
such audit in history. The American people need to understand
this, that it's required enormous data transmissions, unprece-
dented reconciliations, and development and application of new ac-
counting principles and systems. And I would like to commend ev-
eryone, and every one of the witnesses, for accomplishing this task
on time. It was a huge effort, and it could not have been possible
without the dedicated work of thousands of men and women at the
General Accounting Office, the Department of Treasury, and the
Office of Management and Budget. So at this moment, they ought
to be congratulated and I thank them.

The administration, it should be pointed out, has not only bal-
anced the budget, it’s dedicated to bringing more financial account-
ability to Government, and this audit is a milestone in that effort.
American taxpayers expect, and they deserve, a full accounting of
when and where and how their tax dollars are spent. I know the
chairman of this committee has been very dedicated to that, and
I salute him for that. And the President, and the National Perform-
ance Review under Vice President Gore, has embraced this prin-
ciple early in their first term.

I think we all remember that in December 1993, the NPR rec-
ommended the preparation of annual consolidated financial report,
and the creation of comprehensive Governmentwide accounting
standards. This proposal became part of law in the Government
Management and Reform Act of 1994 that was passed by our Con-
gress and eagerly signed by the President.
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The American people are going to be pleased to know that many
of our Government’s most important agencies have received clean
audit opinions. Everyone sure wants to know that the IRS has a
clean audit opinion. And with the issues surrounding Social Secu-
rity, we all want to know that the Social Security Administration
has a clean audit opinion—that should give people faith in that
system. And, of course, the Bureau of Public Debt.

Now, other agencies are making good progress and moving to-
ward clean opinions. From what I've seen presented, and informa-
tion that our committee has received, the administration is commit-
ted to resolving the decades-old problems in financial and asset
management. Of 24 agencies, 23 have promised to have timely and
clean opinions for fiscal year 2000. We have seen steady progress
from the agencies on this front, and should expect it to continue.

Now, to be sure, we have problems that remain. And I know this
committee under the chairman is sure going to get to those prob-
lems. For example, he looked at the Department of Defense. This
committee has been very active in its oversight of financial man-
agement problems at DOD, and I commend the Chair for his active
pursuit of the issue.

DOD has some serious problems; accounting for assets, inventory
and equipment, and it’s also severely underestimated the amount
of liability based on environmental costs—something that I'm per-
sonally very concerned about. This administration at least has
brought us to the point where almost 100 percent of the Federal
Government is at least audited, compared with only 30 percent in
1990. A hundred percent today, close to 100 percent, and 30 per-
cent in 1990. That’s a huge accomplishment.

And in addition, the number of major agencies receiving clean
audit opinions has climbed steadily from only 2 in 1990 to what is
expected to be 10 this year. That’s real progress on a difficult prob-
lem, and I think as we begin looking into the implications of the
audit, we can at least celebrate the moment, saying that we've
come a long way. There is certainly a long way to go.

In the President’s—I'd like to ask Mr. DeSeve—in the President’s
budget for fiscal year 1999 the administration identified 22 key
management objectives. Third on that list—which I'm sure that
you're familiar with, you helped put it together—is financial man-
agement, present performance and cost information in a timely and
informative and accurate way, consistent with Federal accounting
standards to ensure the integrity of Federal financial information
by completing audits and gaining unqualified opinions for all Chief
Fininfial Officer Act agencies and on the Federal Government as
a whole.

What I'd like you to do, Mr. DeSeve, could you place the objective
of improving the Federal financial management in some historical
perspective, so you can help us even more clearly understand the
significance of this moment?

Mr. DESEVE. I'd be happy to. The chairman talked about the
Hoover Commission in the 1950’s calling for accounting standards,
calling for an accrual basis of accounting, and it’s really taken us
an enormously long time, almost 50 years, to realize the benefits.
The CFOs Act in 1990 for the first time created organizations of
men and women who were exclusively dedicated to financial man-
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agement. We’ve had good success in populating those organizations,
not only with the CFOs but also with the Deputy CFOs. Deputy
CFOs tend to be permanent career civil servants who are the per-
manent CFO community as the political CFOs come and go, bring-
ing valuable talent.

I was one myself, so I can hardly decry the political nature of the
CFOs. They've had good access to their secretaries and good access
to their administrators. So that was terribly important. It required
a small group of agencies to have comprehensive audits.

I think the value of the audit at HUD—I haven’t looked at the
numbers yet—but when I got to HUD there was a disclaimer of
opinion, there were about—I'm not taking credit for this, at all,
please—there were about 40-some material weaknesses. This year,
HUD will have one single qualification on its opinion. I haven’t
seen the number of material weaknesses. FHA and Ginnie Mae,
the two major components of HUD will continue to have clean
audit opinions, as they have in the past.

So it’s that kind of progress of the CFO Act, but that wasn’t
enough. GMRA needed to extend to the rest of the 24 CFO Act
agencies, and to the Government as a whole, that same high hur-
dle, that same stretch goal, of first getting an audit, second getting
it clean and timely opinion. We were able to work with this com-
mittee under the leadership of its former Chairs to get that done.
And this committee was absolutely instrumental in causing that to
happen, and continues in its oversight in making sure—I've testi-
fied before on the CFOs Act implementation in this committee be-
fore this Chair.

Mr. KuciNICH. May I——

Mr. DESEVE. Sorry.

Mr. KucCINICH. May I ask you, though—1I'd just like to keep this
going—what particular challenges do you still have ahead in pro-
ducing unqualified and timely audited financial statements for the
24 CFO agencies?

Mr. DESEVE. I think the challenge is going to be divided into
probably three categories. The first category is being able to first
reconcile the data in their existing systems, to be able to know the
inventory data, to be able to know the loan-outstanding data, and
to be able to properly tie that back to the historical patterns in
those areas for loans. So it’s first knowing the data, being com-
fortable with the data.

Second, being able to establish systems that will bring those data
together, from the contractors, as well as internally. HCFA’s big-
gest problem at the moment in getting a clean opinion, will be rec-
onciling contractor-based data. We have to remember that there
are—I think there are currently 9 or 10, I'll stand corrected on
that—major contractors which process for HCFA. Their systems
had never been designed to be integrated with HCFA’'s, so they
need to know what data is there—the contractors have to know—
HCFA has to be able to upstream that data.

And finally, then, to reconcile, to be able to reconcile with Treas-
ury. To be able to reconcile internally for any of the inconsistencies
as they exist. Those are the big challenges, getting control of data,
getting control of systems, and a reconciliation process over time.
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Mr. KuciNicH. Before we send this back to the Chair and to the
other Members, there’s one thing that I've been wondering as I go
over this material, and that is, the Chair has been showing leader-
ship on this issue of Y2K, the difficulty when we go to the year
2000 with the computers being set to revert back to the beginning
of the century, my question to you is, what particular challenges
do you face with respect to Y2K that would have an impact on your
ability to audit, and have either some of these accounts we just
talked about, or an audit process of the Government——

Mr. DESEVE. May I ask——

Mr. KucINICH. When you cross that border, where are you with
financial accounting?

Mr. DESEVE. Given the fact it was an audit, may I ask Mr.
Dodaro, the auditor to answer that question?

Mr. KucINICH. Mr. Dodaro, yes.

Mr. DODARO. Basically, a lot of the financial transactions are
conducted through various integrated systems in place. For exam-
ple, in the case of the Federal Government’s bill paying activities,
the agencies’ financial systems have to integrate with Treasury’s
Financial Management Service to then make payments to financial
institutions across the country. So, any inability of those data sys-
tems to basically deal with this problem and communicate accu-
rately—in loan programs, for example, you have loan repayment
schedules, you have dates when payments are due, the default
dates could show up, even though the loan might be paid, install-
ment agreements. You also have IRS revenue collection activities—
there’s a big challenge at IRS in making the changes in their sys-
tem to deal with the year—2000 problem at the same time they're
dealing with changes in the tax law. They have to do both, to be
ready, at the same time. It’s a huge challenge.

So, revenue collection activities to the Government could be af-
fected. Many of the Federal Government programs rely on eligi-
bility information, so it’s obviously important to have accurate in-
formation on date calculations for the age of people as well. And
without the change, the computer would read in 2000-—somebody
would turn 65 in 2000, if it’s not corrected, would not recognize
that they’re eligible for Social Security or Medicare, for example. So
it could have an enormous effect on the Federal Government’s ac-
tivities, if this problem isn’t fixed. And that’s why we're raising it
as part of this audit opinion.

As you know, Congressman Kucinich, we were here 2 weeks ago
talking about the broad implications of the problem on service de-
livery. In this context, we're raising it because it could have a very
significant effect on the Federal Government's ability to report ac-
curately in terms of its activities and carry out many of the finan-
cial aspects of its programs.

Mr. KuUcCINICH. Thank you. I want to thank the Chair for his
kindness. Thank you.

Mr. HORN. Well, I thank the gentleman. That’s a very important
question, and if I might, just to help the point along, I will at this
point put in page 23 of the General Accounting Office report where
it gets into this in the document, and it carried over in the draft
to the next page.

[The information referred to follows:]
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Generat Accounting Office Report 23
B-279169
The majority offedenl ies’ fi ial are not designed to meet
cumm 8 und y q nnd cannot provide reliable

i for and holding managers
accountable. Auditors’ reports for ﬁsca! year 1997 agency fi nlnml audits are disclosing
the continuing poor shape in which ies find their fi | sy As of the date of
this report, only four agency auditors have reported that their agency’s financial systems
comply with the act’s requirements.

YEAR 2000 COMPUTING CRISIS

The Year 2000 computing crisis is the most ping and
:hnllenge ﬁcmg public and private sector orpmnnons $ The fedn'll government is

€ to its widesp p on 10 process

o hnnl

fi ial 1 and infi deliver vml public services, and
carry out its operlnonx This ch:llenge is made more difficult by the age and poor
of the g g Sy and its lackl track record in
d ing sy to deliver expected imp! and meet promised deadlines.

Consequently, we surfaced the Year 2000 computing crisis as a high-risk area across
government in February 1997. Unless this issue is successfully addressed, serious
consequences could occur. For example,

1 with servi d disabilities could be severely delayed if
the system that issues them either halts or produces checks so erroneous that it must be
shut down and checks processed manually;

—the Social ity Admini process to provide benefits to disabled persons
could be disrupted if interfaces with state systems fail;
—federal systems used to track student loans could prod! infc ion on

loan status, such as indicating that a paid loan was in default;
—Intermnal Revenue Service (IRS) tax systems could be unable to process returns, thereby
jeopardizing llection and delaying refunds; and

—the military services could find it extremely difficult 1o efficiently and effectively
equip and sustain its forces around the world.

6 For the past several decades, inf have typically used two digits to
represent the year, such as 98" for 1998, mordermconserveelectmmc data storage and
reduce operating costs. In this format, however, 2000 is indistinguishable from 1900
because both are represented as "00." As-mlt.lfnotmodlﬁed.compumsynemsor
spplications that use dates or perform date- or ti itive jons may g
incorrect results beyond 1999.
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General Accounting Office Report
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In the past year, we have issued over 20 reports outlining actions underway in a wide
range of federal activities to address this challenge and wovndmg numerous
recommendations for additional impr needed. A , the President recently
created » Council on Year 2000 Conversion, led by an Assistant to the President, to
oversee federal agencies’ Year 2000 efforts, speak for the United States in national and
intemnational forums, and coordinate with governments at all levels, as well as with the
private sector. Whllesomemeuhnmmed.npmdulohddmonueﬁoms
required to prevent serious P ing
ions and reporting. 7 We will continue to ftor this situation and make needed
recommendations.
EINANCIAL STATEMENT AND BUDGET DECISIONS:
ADDING THE 1, ONG-TERM PERSPECTIVE
W‘henlhcgovunmenunbletopmd;mﬂm nlnble lidated fi ial
will be & valuable tool for analyzing the g | condition. They will also
help inform budget deliberstions by pmvndm; lddmmd information beyond that
provided in the budget on the long-term cost implications for a wide range of government
programs. The largely cash-based budget and the financial statements offer different
perspectives which, when bined, can provide a fuller view of the costs of agency
progr and of the g 'S i

A vmv oflhe lon.-um mmlhlny ofﬁsul pollcn: can also be helpful to
g the g posmmndmnhn;decmom

about resource allocation. Suchlplcture 1' of ing and
into the future. hﬁumﬁ:mnmwwmmmmphedcunmmnems
of social i such as Social Security and M 3t be
mwmmmﬁmmmnmqumnﬁedmmeﬁnmulmem For

ple, if the combined Social Security trust funds' disbursements exceed receipts, as
currently estimated to occur in 2012, the govemnment's financing needs will increase.
Since 1992, in a series of long-term nmulmm we have analyzed various fiscal policy
alternatives and their iong-term mmbllny

7 Year 2000 ¢ ing Crisit: § Leadership and Effective Public/Pri
Cooperation Needed 1o Avoid Major Disruptions (GAQ/T-AIMD-98-101).
 The most recent of these reports are 3 5 i

(GAO/T-AIMD/OCE-98-83, February 25, 1998)
Laong-Texm Fiscal Outlook (GAO/AIMD/OCE-98-19, October 22, |991')
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Mr. HORN. So I thank the gentleman for a series of good ques-
tions, and now yield 10 minutes to my colleague from Texas, Mr.
Sessions, the vice chairman of the committee.

Mr. SeEssioNs. Mr. Chairman, thank you. First, I'd like to re-
spond to my good friend from Ohio, Mr. Kucinich, when he talked
about accurate historical significance. I would like to just, for the
record, make sure that that's accurate historical review, and that
is: this administration fought balancing the budget in all they could
do; this administration, in my opinion, did not balance the budget.
It was done because the Congress of the United States insisted
that we balance the budget, and thank goodness the President did
lsiglr:1 that balanced budget agreement, which is now the law of the
and.

Mr. DeSeve, I appreciate your being here today. I think that, if
the truth were known, that you and I in the performance of your
duties, and mine, meet regularly. We get to see each other outside
of you being a witness and raising your hand and swearing to tell
the truth. And I want to thank you for the way you perform your
duties, and the honesty and forthrightliness in which you present
yourself, and I want to thank you for being here today.

Mr. DESEVE. Thank you very much.

Mr. SEssIONS. With that, in the spirit in which I've said that, I
would like to ask that—Mr. Chairman, if it's OK—if we approach
the witnesses to give them a copy of a document which is in our
packets.

Mr. DeSeve, I would like to see, if you have not seen this sheet
of paper, if you could look at it because what it talks about there,
is it has the agencies broken down, and it talks about their finan-
cial management status, and the word has been used today, their
statutory duties. And I wondered if you could take a minute and
tell me the statutory duties of department heads and that that they
have in relationship to financial management and status, and their
performance of those duties.

Mr. DESEVE. Each department will be somewhat different, so let
me speak generically and at a fairly high level, but try to cover
your question. Every department head has to sign the FMFIA re-
port which deals with internal controls. Every department head
has to sign a representation letter regarding what they know about
financial information, whether it’s materially misleading in having
come to their attention. So, they must be engaged in the audit
process as the ultimate client.

In addition, the Inspector Generals continuously, in their own
opinions, point out material weaknesses and reportable conditions,
and under FMFIA, corrective action plans have to be put in place
by each of the agency heads. I think those are their primary re-
sponsibilities along the way, from a statutory point of view, vis-a-
vis financial management. And they're very serious responsibilities.

Mr. SEssIONS. Well I am, today, in looking at this, stunned, per-
haps not surprised, but I have heard the number and I think it is
truthful, but I could not swear to that, but that the Department
of Justice has had a budget growth of 83 percent since the Presi-
dent has been our President. So, the Department of Justice budget
has risen 83 percent, and yet I look at this sheet of paper, which
you now have before you, and it says: Department of Justice, reli-
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able financial information, no effective internal control, no compli-
ance with laws and regulations, no grade in 1996, F grade in 1997,
F. And it really brings about a question in my mind about who is
and should be under the law. At this time, the Department of Jus-
tice has been engaged in going out and looking at private industry
and they themselves in looking at other people who have perhaps
violated the law, have not lived up to their spirit of accounting
standards, have not done what I would consider to be statutory du-
ties that a CEO may have.

And, yet, at this time, I've heard you describe that the Attorney
General of the United States has to sign these forms that state
that in her duties, statutory duties, that she’s been in compliance,
and yet we see here that the person who is able to go out and pros-
ecute Americans gets an “F” and “no, no, and no,” under their sta-
tus report for their own fiscal accountability.

I'm disturbed. I'm disturbed and I think that this is nothing less
than something that is intentional because year after year, they
have received the “F” and I wonder how you can help me think
through this person that’s interested in the enforcement of the laws
of this country, and they can sign a sheet, and yet an audit will
show an F, and yet they are out prosecuting people in this country?

Mr. DESEVE. I want to be very clear about their signatures.
Their signatures indicate not compliance, that they were compliant,
but rather that their weaknesses, that there were things that hap-
pened, and they know of nothing else along the way. So, they don’t
indicate that they are compliant when they are not compliant.
That’s not what they do. They properly represent the fact that they
are noncompliant——

Mr. SESSIONS. What they’re stating is that that report, even if it
says that they’re not in compliance, is true to the best of their
knowledge——

Mr. DESEVE. To the best of their knowledge, that is correct. I
just want to be clear about that——

Mr. SESSIONS. Do you believe that it would be fair for the De-
partment of Justice and the Attorney General of the United States
to apply that same premise to someone involved in a SEC or other
violations of this country dealing with financial management of a
publicly held company?

Mr. DESEVE. I would stand corrected by my auditor friend on my
left, but I think that every chief financial officer and every head
of a public company has to make a similar set of representations
‘when they have an audit done, and also, in their 10Ks—I believe
their 10Ks and their 10Qs—have similar kinds of representations.
So it’s standard——

Mr. SESSIONS. Do you believe that in any manner that one of
these people would be allowed to state, of all the deficiencies that
they were aware of, and yet still sign that report, and year after
year, still, this be allowed?

Mr. DESEVE. Yes, I'm going to again ask my colleagues to help
me on this. I believe the first ever audit of the Justice Department
was 1996. I believe they were a GMRA agency as opposed to a CFO
Act agency. And the Department indicates that it's a big challenge,
they’re what we call a holding company department, they have lots
of different pieces. And it’s a big challenge with INS, it's a big chal-
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lenge with the FBI, as it's a big challenge with many of their com-
ponents to comply with the rigorous accounting standards as put
in place. Their systems were not a priority designed for that pur-
pose.

The Securities Act—and I'll ask now my colleague on my far
right—of 1933, Mr. Murphy? Is that right?

The Securities Act of 1933 essentially set corporations on the
course that we embarked on in 1996. So that applying a standard
to a corporation is something that we’'ve had experience with for
some 60, 65 years. We believe that the Justice Department is work-
ing very hard, taking very seriously the work that it's trying to do,
and trying to solve each of its problems. We’ve seen progress in its
component agencies over the 2 years in which they've been re-
quired to do it.

So I don’t think it’s a lack of seriousness of purpose, I think it's
simply a question of time before we get to that standard.

Mr. SEssIONS. I would just make the statement that those who
throw stones should not live in glass houses.

I would like to now ask Mr. Hawke, if I could, please, there was
a statement that was made by Mr. DeSeve about a bank card, and
sir, I believe that you represent the Treasury Department, and part
of the discussion that has taken place today, the word full cost was
used as processes are looked at across government. And I am con-
cerned, and would like to hear from you, about this bank card func-
tion. I think the statement was made that Treasury wants to make
sure that no money leaves the Treasury that shouldn’t. In other
words, if it can be held within the Treasury, that would be done.
And I am concerned, although I do not think I communicated di-
rectly with you, I am concerned about any Government agency
doing something that is not cost effective and doing something that
might be done more cost effectively by someone else. Can you
please discuss with me this bank card?

Mr. HAWKE. Yes, I'd be happy to, Mr. Sessions. Let me first put
it in context. What we’re talking about here is accounting for
intragovernmental transactions—that is, transactions in which one
government agency is purchasing goods or services from another.
The problem that was encountered in connection with the prepara-
tion of these consolidated financial statements is that there was no
consistency in the way intragovernmental transactions were
booked.

So you might have, for example, the Department of Defense mak-
ing a purchase from the Government Printing Office, and the Gov-
ernment Printing Office may book that in the current period while
the Department of Defense might book it in a future period, so they
don’t show up in the accounting in the same fiscal year.

Now that is being worked on; that problem is being worked on
in a much broader context, with regard to the applicable account-
ing standards. But the credit card, the intragovernmental credit
card, is also a way that we're going to be able to handle that prob-
lem

Mr. SEssiONS. Does one not exist today?

Mr. HAWKE. There are some pilot programs that are in existence
today, but we're moving toward a system in which the Department
of Defense would be able to pay for that purchase from the Govern-
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ment Printing Office, for example, on a credit card so that—as Mr.
DeSeve said—the money won’t leave the Government but the ac-
counting will be, in effect, simultaneously recorded because we'll
have the two Government agencies as a party to a transaction

Mr. SESSIONS. So, in other words, prior to today, there has not
been or there has been a regular process, perhaps of the GSA, to
pay for this, and to account for it?

Mr. MURPHY. We have some other systems. Years ago, we started
out with just paper documents that both agencies signed, but then
we started developing more automated systems that move the deb-
its and credits between the agencies——

Mr. SESSIONS. In a timely manner.

Mr. MURPHY. In a timely manner, and simultaneously.

Mr. SEssSIONS. OK.

Mr. MurpHY. Unfortunately, that system was not robust enough
to provide all the accounting information along with the financial
data that agencies needed to reconcile and identify what they were
paying, and what accounts should be charged.

Mr. SEssIONS. Why is it being moved from GSA to Treasury? If
you had an existing system, why did not GSA have an opportunity
to go and make their s';'stem better? Why are you trying to dupli-
cate or to do something?

Mr. MURPHY. At the moment—yes, sir. Basically, what we're
doing is piloting two different applications at the moment to deter-
mine what works best. At some point we will go with one credit
card application. We also will have some alternative mechanisms,
including some mechanisms that utilize electronic data inter-
change, that agencies can use. So there may not be just one single
system that does all intragovernmental transactions. In different
cases, one may work better than another, and be more cost-effec-
tive.

Mr. SEssIONS. Well I do understand EDI and how it works. I am
concerned about the duplication of this system and would like to,
Mr. Hawke, speak with you perhaps later in the month, on that
issue. I am concerned that tough questions have not been asked
about this system and its performance, and the duplication of that,
so——

Mr. MURPHY. We'd be happy to——

Mr. SESSIONS. I will do that offline and later. Mr. Chairman,
thank you.

Mr. HOrN. I thank the gentleman and am now delighted to yield
to our valued colleague from South Carolina, Mark Sanford.

Mr. SANFORD. Thank you, Mr. Chairman. I have just a couple of
questions to start with. In looking at the consolidated financial
statement, when you walk away from the whole, in looking at the
process, are you struck with, in other words, are you struck with
a financial statement that suggests scarcity or otherwise?

Mr. DESEVE. Let me try to answer that question because I actu-
ally answered it the other day. I think the net position is approxi-
mately $5 trillion negative. I think when you take a $5 trillion neg-
ative and compare that to the nature of the economy of the United
States——

Mr. SANFORD. Well, no, I'm not really going to the national debt.
I guess what I'm suggesting is that as you’ll look at $1.6 or $1.7
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trillion being spent, and then you look at, as Congressman Armey
had suggested earlier, a 200-year supply of raincoats, the loss of
$875,000 tug boat, a $460,000 crane being misplaced, a couple of
F-18 engines being lost—I had seen there, with the chairman’s
opening statement, you know, HCFA, basically overpaying by $23
billion or within the Social Security Administration, an additional
$1 billion toward supplemental.

When you look at that sort of process—in other words—if you
compare that to corporate financial statements that you've looked
at, or individual financial statements that you’ve looked at, does it
suggest to you scarcity or maybe too much money in Washington?

Mr. DESEVE. It suggests the need for a much better management
of the resources that are there. I can’t give you scarcity or surplus,
but it’s certainly bodes for better accountability of those resources.

Let me use HCFA as the example. I think you’ll see this year
that the $23 billion comes down to $20 billion. That’s still not ac-
ceptable. Actually, it’s a range——

Mr. SANFORD. That’s real money, back home in South Carolina.
[Laughter.]

Mr. DESEVE. Sir, yes, sir. It sure is in Pennsylvania where I
come from. The auditors actually stated it as a range between $11
billion and about $24 billion this year. It’s about 11 percent of
HCFA’s payments. It means that about 89 percent of the payments
were made accurately; about 11 percent are inaccurate.

What that tells us as we begin looking at the reasons——

Mr. SANFORD. Have you seen that type of error rate in corporate
financial statements you might have looked at?

Mr. DESEVE. I have not seen that type of error rate in corporate
financial statements, and it's also higher than comparable Federal
programs. I think we need to look very carefully at the fundamen-
tal nature of the programs, Medicare and Medicaid, and the logic
behind their design.

They were designed as fast-pay programs. They were designed to
quickly pay claims for doctors and hospitals without a pre-audit
process built into them. The claims are paid by contractors. Con-
tractors merely ascertain mathematical accuracy of a doctor’s bill,
by statute—by statute. And then they make the payment.

HCFA can go in on a post-audit basis. Doctors are very con-
cerned now, the hospitals are very concerned, even in the post-au-
dits the Department has begun, that there is going to be a lack of
timely payment along the way. That their payments will be chal-
lenged and it will interrupt the payment flow. So we have to look
at the logic of the system and the secretary——

M?r SANFORD. You're saying, basically, that it’s an illogical sys-
tem?

Mr. DESEVE. I'm saying that Congress in legislating the way that
the HCFA payment system worked, set up a criterion that was log-
ical: Let’s get these providers paid quickly so that we can hold their
cost of funds down so that we can keep the system operating well.
That was the logic of the system.

I'm not saying it is illogical. I'm suggesting the logic of a dif-
ferent system might say, let’s do a pre-audit first. Let us set up
some selective pre-auditing criteria. Let’s pay 85 percent of the bill
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and then chase for 15 percent. There are lots of different logics that
you could impose on that system——

Mr. SANFORD. If you were to look at the overall financial state-
ment, you might not be able to make a determination as to wheth-
er there's too much money in Washington, or whether there was a
scarcity of money in Washington, but what you would suggest, it
seems to me, is, by what you said in terms of process, is clearly
Washington at times is not setting its priorities. In other words,
whether it's a 200-year supply of raincoats or a host of other
thi\r;&s, that there is not a priority setting in the budgetary process
in Washington. That would be a safe statement?

Mr. DESEVE. I think it goes even beyond the budgetary process
because management is all about setting priorities and deciding
what we should be doing and what we shouldn’t be doing. I'll go
back to the little homily example of the credit card. We don’t need
to be in the business of developing new financial management sys-
tems that are proprietary to the Federal Government. The Visa
network can do the same kind of interchange, the same kind of
transaction management that we do. We should take advantage of
those commercial systems wherever we can. That’s management,
that’s priority setting.

M‘I" DoODARO. Congressman, can I add something to this discus-
sion?

Mr. SANFORD. Yes.

Mr. DopARO. The questions you're asking now are only possible
because of the financial audits. For the first time, the government
is quantifying the magnitude of these problems. Before the first fi-
nancial audit of HCFA, everybody knew there were problems with
Medicare overpayments and fraud and abuse, but only anecdotal
information existed.

We worked, at GAOQ, with the HHS Inspector General to develop
this sampling methodology to review paid claims. Now you have a
measure to ask these questions and you have a measure that’s now
embedded in HCFA’s performance plan to bring improper payment
down. We didn't know before, as a government, how we were deal-
ing with this, and where we should put our priorities. The estimate
not only told us we had $23 billion of HCFA, it pinpointed types
of providers where we were having a higher incidence of problems
like, such as home health care providers. So, without these annual
financial audits to track progress, you’re not going to have the
basis to ask those type of questions.

Mr. SANFORD. Following up on that very thought. In other words,
in terms of tracking, where we are—we had a brief conversation
earlier in this dialog, in accrual versus, basically, cost accounting.
As I understand it, we run the Federal Government books on cost
accounting period, correct?

Mr. DoDARO. They've pretty much been run on a cash basis pre-
viously. We're trying to get them on an accrual basis with these fi-
nancial statements.

Mr. SANFORD. So, in other words, as you look at accrual, I was
looking at some of the numbers in the back of supplement here.
For instance, if you look at Social Security, the numbers that are
here seem to suggest that there was roughly about a $3 trillion li-
ability with Social Security. Based on accrual accounting, we’d need
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to take that into account today. What do you think is the best way
to—I mean, to have us recognize on a daily basis, for instance, the
enormity of the Social Security problem? In other words, should we
be—in other words, are we, in fact, on an accrual basis, not really
running a surplus? If you take into account the contingent liability
with Social Security?

Mr. MURPHY. Let me try to address that and then my colleagues
can join in. At present, the accrual accounting standards that we
have require for Social Security that the amount due and payable
at the end of the year be shown as a liability on the balance sheet.
In terms of those future liabilities for benefit payments, we disclose
a great deal of information, both in the notes and in our steward-
ship section of the report.

Mr. SANFORD. I guess—let me turn it around. I guess what I'm
asking is this: with the budget that the President sends every year
to the Congress, basically, the formal debt of the U.S. Government
is listed. What you all have done here is go a step further and list-
ed the contingent liability that comes with Social Security. So you
think it would be a good idea for this contingent liability to be list-
ed as a part of our Federal budget?

Mr. DESEVE. Let me try to answer that one because I am from
OMB. The budget rules, the scorekeeping rules, and the Budget
Enforcement Act, and now the Balanced Budget Act—I'll use my
word again—have a logic to them. You'd have to go back——

Mr. SANFORD. Can we go back, though? Would that be a yes or
no on that last question? I just want to hear yes or no first.

Mr. DESEVE. I promise I'll give you a yes or no in just a second.

Mr. SANFORD. All right.

Mr. DESEVE. In order to do what you're suggesting, that is, use
an accrual method and many State and local governments actually
budget on a modified accrual basis, and it’s only meodified as to the
timing of expenses and the timing of revenues. It’s modified from
straight accrual. They do use that in their budgeting.

The Federal Government has chosen not to do that——

Mr. SANFORD. Keep in mind the chairman has only given me 10
minutes, here, so—{laughter.]

Mr. DESEVE. I'm sorry. What the Federal Government has said
is, here are the rules, here are the scorekeeping rules. In order to
do what you’re suggesting, we'd have to go back and unwind all of
those rules. I think it’s unlikely that we're going to want to do that
any time soon. Collectively, when I say “we,” 1 really mean the
Congress and the administration.

So my answer is no, I think we have to deal with it as a liability,
understand in the budget what our current payment is, and then
spend a lot of time disclosing and discussing how we’re going to fix
the thing on a projected basis

Mr. SANFORD. But wouldn’t the budget be the best place to dis-
close it?

Mr. DESEVE. I think we can certainly disclose it, but to use it as
a budgeting tool beyond what it is now, I think would require a tre-
mendous change in our budgeting rules.

Mr. SANFORD. But, in other words, the numbers I just looked at
here say that this contingent liability, if you include Medicare and
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Social Security, is basically greater than the existing national debt
that we recognize.

Mr. DESEVE. I'd have to do the math on that; I'm just not sure.
We certainly need to have that out in front of everybody’s eyes.

Mr. SANFORD. In the last few seconds that I have here—trying
to squeeze it all in, Chairman.

On this last chart that was up here just a moment ago, it talked
about 58 percent of the entities had received clean opinions. My
question was, could we break that out in dollar terms? In other
words, 58 percent of the entities might be a big part of the Govern-
ment or it might be a little part of the Government. So, out of the
$1.6 trillion or $1.7 trillion that we spend annually, what percent
in dollar terms go clean opinions?

Mr. DESEVE. I need to do that for you because I haven’t done it.
It’s 100 percent of the revenue. So, if you look at both sides of the
budget, 100 percent of the revenue got a clean opinion because IRS
is one of those 5 components. It’s 100 percent of the debt. But I
can’t tell you what it is of the expenses, but I'll be happy to do that
calculation on both the budget authority basis, and an outlay basis.
We started to do it and we ran into some complications, but we can
put that together.

Mr. SANFORD. And one last question, and that is, you've dis-
cussed at length goals for unqualified opinions, if you will. My
question would be, what are we doing in terms of the next step,
which is goals for effective systems that lock in a lot of these things
we're talking about?

Mr. DESEVE. The chief financial officers that we referred to ear-
lier have three primary goals. One of them is clean financial state-
ments. The second is systems that make sense. Mr. Dodaro, Mr.
Murphy and I all serve on the Joint Financial Management Im-
provement Project, which is setting the computer system standards
and also is reaching out to find new and better ways to get the pri-
vate sector to design good, workable systems for the Government.
We have a schedule at GSA that folks buy off.

It takes time and, frankly, financial systems have a low priority
within many organizations, believe it or not. This is helping to
raise that priority. But most people would rather spend the extra
dollar on programs rather than on system fixes, and that’s true, in
some cases, in congressional appropriations committees as well as
within departments. So we continue to fight a battle to get the
money for the systems. Luckily, computer costs are coming down
and we're using more off-the-shelf software, and more commercial
companies are coming into the Government market, all of which is
going to be a tremendous help.

Mr. DobpARO. Congressman, I would just add briefly that under
the Federal Financial Management Improvement Act of 1996, if
auditors determine the systems aren’t in conformance with the
standards that Mr. DeSeve just mentioned, the agency head has to
submit a remedial plan to bring the agency in compliance with
those system standards within a 3-year timeframe. So that also is
forcing the agency head to deal with the deficiencies noted in the
audit report with the ultimate goal of fixing the underlying finan-
i:ial syste{ns, as well as getting clean opinions. That’s another legis-
ative tool.
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Mr. SANFORD. Thank you, gentlemen. Thank you, chairman.

Mr. HORN. I thank the gentleman from South Carolina. We're
going to go for a second round of 5 minutes each and I will yield
my position and give the 5 minutes to my colleague, the ranking
minority member, who has to leave for another subcommittee. Mr.
Kucinich, 5 minutes.

Mr. KucCINICH. Thank you very much, Mr. Chairman. I do indeed
have to go to a markup in the Education and the Workforce Com-
mittee. I would ask staff to put the chart up that plots the progress
toward sound financial management. If you could do that, I'd be
very grateful. Thank you.

I would just like to point out again, as you look at this chart, and
we start with 1990, in 1990 you had about four agencies, major
agencies, submitting financial statements, and about half of that
receiving a clean audit. We go to 1994, the amount began to
climb—actually triple to 12 agencies, major agencies, submitting fi-
nancial statements, and the amount which received a clean audit
doubled. And we go to 1996 and we have even more agencies, about
22 or 23 in 1996 submitting financial statements, and about a half-
dozen receiving a clean audit. And in 1997, 24 major agencies sub-
mitting financial statements and about 8 to 10 receiving clean
audit according to the chart on progress toward sound financial
management.

And I think that progress is what needs to be the guiding word
here, and progress involves trial and error, it involves pointing out
the accomplishments, as well as pointing out what hasn’t been
done. Members of this committee have the right to point out what
you need to do.

As we do that, I think it’s fair to say, though, that the effort to
bring the Government to better financial accounting doesn’t mean
that we suspend the administrative functions of the various depart-
ments which have some shortcomings in their financial accounting.
I mean, imagine, for example, if we had a condition where a FBI
agent, hot on the chase of the suspect suddenly cornered the indi-
vidual and when he was about to make the arrest, was informed
by the suspect, “Sir, the Department of Justice does not yet have
its accounting straightened out so therefore you ought not arrest
me.” Now that would take that agent in shock of course, but the
implications of any Federal agency suspending until their account-
ing would be done is interesting.

If we were to encounter Iraq, could you imagine how we were to
respond if Saddam Hussein suddenly said to the Department of De-
fense, “Look, get your house in order, first, don’'t come after me.”

We know that you have some things that you have to resolve and
I commend the Chair of this committee and every member of this
committee who puts you to the test to do it because you have to
do it. But at the same time, with all due respect, there are statu-
tory functions which must continue, obligations which the Govern-
ment has constitutionally to exercise, notwithstanding the condi-
tion of accounting at some of the departments, which does need to
be challenged and does need to be improved.

And with that, my dear friend the Chair, I'm going to have to
go to my markup. But I thank you for your diligence in calling the
administration to a higher standard of accounting because I think
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it’s this process which enables us to move toward a more perfect
union. Thank you.

Mr. HorN. I thank the gentleman. We have a few closing ques-
tions here. First, a very simple one. What did the audit cost? I real-
ize we aren’t done yet, but have you got a ballpark figure?

Mr. DODARO. Basically, the CFO Act requires OMB to report as
part of their annual plan the cost of compliance with the act, so I
know as Mr. DeSeve puts together the figures for this next year,
it’ll be included in that report to be submitted this summer.

The only thing I can speak to today, Mr. Chairman, are GAO'’s
costs for doing this audit. For this fiscal year, as we focused on the
1997 audit, it costs us about $3-$3.5 million to audit the $1.7 tril-
lion revenue collection activity of Internal Revenue Service and
several hundreds of billions of dollars of accounts receivable which
eventually got down to $28 billion which is collectible. It took about
another $4 or 5 million for us to audit the $3.8 trillion at the Bu-
reau of Public Debt, and the $242 billion interest payment on that
debt, as well as the amounts, $1.6 trillion owed to the trust fund
activities. And it cost us about maybe another, I'd say, $12 to $15
million to do—the computer control work, help support the IG’s in
doing some of the audits and covering the rest of the agencies
across Government.

I would note a couple of things. One, we’ve issued quite a few re-
ports on this effort in addition to the overall audit opinion which
I'd be happy to supply for the record. Some of them are footnoted
in the financial statement as well. We've issued, for example, a se-
ries of reports helping DOD focus on the environmental liability
issue, focusing on what they need to consider in order to do that.

Also, we’ve been preparing for this for a number of years, and so
in the 1996 process and earlier years, we engaged quite a bit with
the Inspectors General across the Government to work on their ac-
tivities, and actually, work jointly with a number of the IG’s, par-
ticularly at HHS.

Mr. HORN. So, to sum it up, what would we say the estimated
cost is? I won't hold you to it, but I'd just like a ballpark figure,
and I'll give you, you know, a couple hundred million in either di-
rection. [Laughter.]

Mr. DoDARO. In my household, that bass boat is a material item,
so I would like to provide that for the record, Mr. Chairman. I gave
you GAO’s costs for the year. I don’t know, off-hand, the costs of
all the Inspectors General.

Mr. DESEVE. We just haven’t tabulated them for this year.
They’re still finishing up, as you indicated, with the incompletes.
So we'll get those——

Mr. HORN. So what is the ballpark on this? See, what I can do
is a simple thing. It cost us $3 million for the first audit in the his-
tory of Congress, 210-year history. So I can multiply 24 agencies
by $3 million as a start, and say, did it cost you $72 million or did
it cost $720 million, what was it? Where are we there?

Mr. DoODARO. The only thing I can do is give you GAO’s costs
which I've given you, Mr. Chairman.

Mr. HORN. Give it to me as a bottom-line. I heard a lot of if’s,
and’s, and but’s there too, so what’s the bottom-line?
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Mr. Doparo. OK. Well the bottom-line for GAO for the year was
about $20 million to carry out our activities. And that’s without the
costs of the IG’s added to that figure. And it just wouldn't be fair
for me to represent to you what their costs were.

Mr. HORN. Yes. No, no, we'll ultimately get that but I was just
curious——

Mr. DESEVE. Mr. Chairman, the agencies would be, now that
they’ve done a couple of them, would be significantly less than $3
million a copy for most agencies, for the normal agency. Where 1
can't speak is HHS and DOD. I know that there was some extraor-
dinary costs in HHS for the sampling work they did and then the
look-behinds.

And one of the problems—I'm not trying to be evasive, I just lit-
erally don’t know. In some cases we have compliance auditing
that’s going on at the same time we’re doing financial statement
auditing.

HCFA’s a classic example of that. They go in and they find in
their sampling that there’s a problem with a particular payment
which would help them in the financial statement audit. They im-
mediately begin the compliance process in that regard.

So, it will only take me a few days to get you the information,
but I literally don’t have it at hand. Certainly less than $720 mil-
lion. If it’s $72 million or $83 million:

Mr. HornN. I think I'm closer on the $72 million, right?

Mr. DESEVE. I think you're much closer on the $72 million, yes.

Mr. HORN. The Horn system of governmental accounting. No. 2—
I've got two more questions—No. 2 is, I was very interested in
what you had to say about the failure of the Department of Defense
in the environmental area, because that’s been bothering several
hundred Members in the House and the Senate who say: “Look,
when are they going to face up to their environmental responsibil-
ities?” Now they've got offices over there at the secretary’s level,
they’ve got offices at the service level, and it seems to me part of
the problem is their organization. Are they getting things done?
Does GAO have any thoughts on that? Have you done an examina-
tion of that part of DOD?

Mr. DoDARO. In the environmental area? Yes, we had a series of
reports which I can provide for the record. Initially, the Depart-
ment felt they didn’t have the information necessary to make the
calculations. We believed otherwise and embarked on a series of re-
ports looking at different aspects, for example, in some of the sub-
marines and some of the other areas. So we've issued a series of
reports to them outlining the factors that they need to consider in
coming up with the liabilities.

I believe they modified their accounting policies, and intend to
try to report that for fiscal year 1998. We encouraged them to try
to report in the 1997 timeframe in accordance with the standards,
but that just didn’t happen. So we’ve been giving that a lot of at-
tention, and this is part of what we've been trying to do and part
of our costs in carrying out this activity is to try to come up with
solutions as well. We've been spending a lot of time at DOD trying
to do that as well as helping them with their inventory counts and
helping to try and improve accountability for mission assets.
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Mr. HORN. Well, I think we're going to hold a hearing on this in
the next 2 months because after reading this report, and the noting
that you gave to this situation, I think Congress needs to say,
“Hey, what’s the problem? Is it just a failure of leadership? Is it
a failure of organization?” They've got the money over there and
they certainly get it out of us when they come; this is a very impor-
tant thing.

So, my last point I want to make is that Mr. Sanford’s questions
were well taken, and I remember Mr. Neumann and I were the
only people that talked about the future of liabilities 2 years ago
in the House. And I've left it all to Mr. Neumann to keep up that
crusade, but you had long-term planning, as I remember, in Social
Security at about 70 years out, and you had the short-term at
about 10 years out.

Now most of us know that we’ve got a really big problem in 2010
when you’ve got the baby-boomers hitting, and we’re not going to
have anymore the $1 billion surplus every week coming into that
fund. It’s going to go out.

We have a vote on the floor but we're going to be done in 2 min-
utes. So let me just say on Mr. Sanford’s part, that what’s perti-
nent here is that the accounting system which all of you have spent
a lot of time improving is extremely important as we get the strate-
gic plans in the right way, and, as you know, we’ve got a bill com-
irﬁg through, a law coming through on that, and redoing some of
them.

And then getting the performance indicators. If the performance
indicators are going to have any relevance and be able to enable
a cabinet officer and the Office of Management and Budget and the
President of the United States, who is the Chief Executive, to make
optional choices, thus set priorities, we need the accounting system
to go with the strategic plan to'go with the performance indicators.

And so—I think I'm optimistic here—despite all the holes we can
all pick around here—and we do; that’s our job—things are improv-
ing. Let me just say in closing, I want to thank you all for coming
here. I think it’s been a very interesting discussion. If you have any
last words to say about the GAO or the GAO about OMB and
Treasg,ry, feel free. We'll give you each about 30 seconds. Any com-
ments?

Mr. DESEVE. I'll start and I'll say that I have not had a more
pleasant relationship than the one I've had with Treasury and
GAOQO. There’s contentiousness but it’s a contentiousness of ideas
and a contentiousness of trying to solve problems, and I think
that's been my experience, and I would defer to my colleagues.

Mr. DODARO. I would agree. I think we have a constructive work-
ing relationship. We call it as we see it, which is what we need to
do at GAO, but we also need to step up and help find solutions to
the problems, and we've been solution oriented. We're all after the
same goal which is to give the public what they really deserve.

Mr. HoRN. Well, I thank you, gentleman. Let me just note in con-
clusion, today’s hearing is the first in a series of hearings during
which the subcommittee will review the management practices and
the financial management practices of the Federal Government. We
have already scheduled the Internal Revenue Service for April 15—
an interesting date, I might add; the Department of Defense on
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April 16; the Health Care Financing Administration on April 17;
the Inspector Generals as a group on April 21; the Clinger-Cohen
procurement acquisition legislation and the flexibility we’ll be look-
ing at, on April 23; Federal property management we’ll be looking
at on May 4. So, in the next month, we have roughly six hearings
on just this area, going into more depth.

And now let me thank the people that arranged this and are ar-
ranging those next six hearings: J. Russell George—whose back is
against the wall there—stand up, Russell—staff director and chief
counsel of the Government Management, Information, and Tech-
nology committee. The professional staff member that has worked
particularly on this and explaining to us what’s in those fine docu-
ments you gentlemen put out is Dianne Guensberg who is to my
left and your right, she’s on detail from the General Accounting Of-
fice; and we thank you, we're glad to have your experts come in
here and we hope they learn something as we certainly learn some-
thing. John Hynes, professional staff member; Matthew Ebert,
clerk; Welton Lloyd, a congressional fellow working with us; David
Coher, a USC—let’s see, not University of South Carolina, it's the
University of Southern California as some know—as an intern,
we’re glad to have him; Kamela White also an intern. And then for
the minority, we have Earley Green, the staff assistant for the mi-
nority; Mark Stephenson, professional staff member; Faith Weiss,
minority counsel; and Ann Paine West is our court reporter. And
we thank you all. With that, this hearing is adjourned.

[Whereupon, at 11:45 a.m., the subcommittee adjourned subject
to the call of the Chair.]

[Additional information submitted for the hearing record follows::
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Discustion and Analysis

A MESSAGE FROM THE SECRETARY
OF THE TREASURY

)3

lmplmedmmlmﬁldywlmaMmdanSm
of the United States G — a truly hi chubefonhu
the United States Government sttempted to K
mmmmo{mmyndmndmmmw
mmwuwﬂmlmmﬁdmhnﬂmm-mmww

prepare these fi ial o , these fi
mllpmwwhnmpmrmmmw&rpoluymumwbhc
The publicstion of these sudited fi ial yet another sage

mmecmAmmmsmmeﬁnmtnwhwnﬂ
efficiency of the United States Goveramest. In 1994, the Administration strongly
supported the Governmem Management Reform Act, which mandated the issumnce
of the audited financial statements which follow. The Administration has worked
through the Federal Accounting Standards Advisory Bosrd to create the accounting
standards that form the basis for these financial staterents.

Despite the substantial progress that hes been made, however, further
improvements are clearly necessary. The sudit report from the General Accounting
Oﬁu(GAO)&mmymmwh:hhnhbﬂlyofhmﬁnmﬂ

mus be enh d and improved. As g result, the GAO was unable w0
reader an opinion on these statements. The Administration is therefore committed
to working with the GAO, Fmﬂmumm“mm
mehwdmuodofmmnmqnﬁﬂed from the GAO on the FY

1999 C id Webchevethntthublmnmoﬂhee
-udmdmmnnnmupnmmmmm:am
information sbout the operations of their government.

TS —

Consolidated Fi al § of the United States Government, Fiscal 1997
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Discussion and Analysis

Consolidated Financial Statements
of the United States Government, Fiscal 1997
Management’s Discussion and Analysis:

Introduction

No other entity in the world com-
pares in size and scope to the U.S. Gov-
which has
responsibilities for the general | welfare
of its citizens and for national defense
Yet, to this date, the U.S. Govemnum

vide a comprchensive and reliable set of
financial statements for the U.S. Gov-
ernment, which begaa in 1997, is ongo-
ing and improvements are clearly
necessary. Because of current dara limita-
tions, the GAO is not able to render an

has never set fonh a P on the reliability of these ﬁnm-
of its fi 1o d. cial The Admini

with applicabl dard itted to ing the mhlbﬂ.lty

“This documen is d:e u. S Govem- of the financial mformmon 50 that the

ment’s first prep US.G can achieve the Presi-

with new Fedcnl ucounun; standards,
of h
thar include all of its vast and complex

dent’s goal, as stated in the fiscal 1999

Budget, of receiving an unqualified opin-
ion from the GAO on the fiscal 1999

C lidated Fi

activities and that mb;en those fi
statements to the rigors of an audit. We
are pleased that these financial state-
ments have beea produced and sub-
jected to audit on a timely basis within
the relevant statutory guidelines.

In
addition, the Admnutnuon s objec-
tives for individual agencies are re-
flected in the Federal Financial
Management Status Report and Five-
Year Plan issued by the Office of Maa-

For over 200 years, efft
ment of the U.S. Government has tuf-
fered from a lack of comprehensive
: ey

and Budget. That document
sets forth the dates by which agencies
bave pledged to submit timely financial

financial inf e A with unqualified audit opin-

tion is committed to addressing this ions.

shortcoming. In 1994, the Administra- The ongoing challen;es mvolved in

tion strongly supported the Govern- ining reliable fi

ment Management Reform Act, which should noz. however, obscure the pro-

mandafud v.l:l issu- m !hudl:u been

ance of ann or the poten-

audited financial “No other entity in the il insighs pro-

satemens for the world compares in size  videdby |

4 largest cies aration an:

and for lh:‘avem- andGscope to the U.S. l:ur:iapt of these state-

meat as 3 whole. To overnment.” ments. The Admini-

provide a sound ba- stration remains

sis for these financial statements, the Ad-  committed to providing the Pretident,

ministration and the General Account- the Congress, and the American people

ing Office (GAO) have worked through with reliable information about the fi-

the Federal Accounting Standards Advi- nancial position of the U.S. Govern-

sory Board (FASAB) to create the ac- ment on an sccrual basis — including

counting standards that form the basis the cont of its operations and the financ-

for these statements. ing sources used to fund these opera-
The Administration appreciates the tions. Such information will ultimately

coopenuon and assmam of the GAO
in ese fi

atimely manner, and looks forwan'.l w
working with the GAO, Federal agen-
cies, and other interested parties to con-
tinue improving the reliability of the
financial information upon which the
statements are based. The effort to pro-

prove extremely helpful to policy-mak-
ers and the public.

It is worth emphasizing that the U.S.
Government does not have a single bot-
tom line that reflects its financial status.
Is openuons and scope are mud: too

licated to be ized in any
;m;le number. But the information in-

ial S of the United States Government, Fiscal 1997




cluded in these statements provides a
view of the Government's finances that
has not previously been presented in a
comprehensive form.

The accompanying financial state-
ments are required by 31 U.S.C. 33
(¢)(1) and coansist of Management's Dis-
cussion and Analysis (MD&A), a Bal-
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ance Sheet, 2 Statement of Net Cost, a
Statement of Changes in Net Position,
Notes to the Financial Statements, and
Supplementary Information, which in-
cludes a stewardship section. Each sec-
tion of these financial statements is
preceded by a description of the sec-
ton’s contents.

Management’s Discussion and Analysis

This section explains the basis of ac-

ernnunl id oot bavea comprehennve

counting used to prepare the
and presents sclected financial and eco-
nomic information intended to assist
readers in their assessment of the U.S.
Gov:rnment's funncial satus. It also
initia-

tives designed to i

the relublhl:y of the financial statements
and to address the issues identified in
GAO’s report on these financial state-
meats.

Reporting entity
and basis of accounting

Coverage

‘ ard Thu.hm incipals con-
cerned with overall financial manage-
ment in the U.S. Goverameat {the
Secretary of the Treasury, the Director
of OMB, and the Comptroller General)
created the FASAB to address this void.
Just as the effort to improve the reliabil-
ity of the financial statements is ongo-
ing, the effort 10 produce and
implement 2 compnheunve set of ac-

FASAB complaud vork on the basic

set of Federal financial accounting stand-
ards (FFAS) in 1996, but some of the
standards will not become effective un-

Tbe financial statements cover the ex- ul ﬁ.;::l years l”' and 19” s

ecutive branch, as well as parts of the by FASAB are talored to the Fedgn.l
gisl and judicial of the Go

U.S. Government. Information from v “s uaique ch
the legislative and judicial branches is
Limited because those entities are not re- « Tt :
quired to prepare comprehensive finan- The. Adm"“sgmtéon
cial statements. For example, the remains committed to
property, plant sod equipment of the ju-  providing the President,
dicial branch and the Congress are no¢ the Congress, and the
reflected in these statements. In addi-
tion, go American people with
(such as Federal Home Losn Banks and reliable information
the Federal National Mortgage Associa- about the financial
tion) are excluded because they are pri-
vately owned. The Federal Reserve po SGlt(;OI'l of the US.
System is also exdudcd because mone- vernment.”
tary policy is condv from
and uzdzpendendy of the other ceatral and special need;. For mmplg the US.

Government functions. The narrative 2s-
sociated with the Statement of Net Cost
describes the major functions of the

U.S. Government.

Accounting standards

In 1994, Congress passed and the
President signed the Government Man-
agement Reform Act, which required
the preparation and audit of financial
statements. At that time, the U.S. Gov-

G

tion that is mdul in planning f\mxu
budgets and in controlling budgetary ex-
penditures. Consequently net costs,
rather than profit, are used as the pri-
mary financial measure for assessing effi-
ciency and effectiveness of Government
operations.

The Consolidated Financial State-

ments of the U. S. Government are gen-

S of the United States Government, Fiscal 1997
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erally prepared in accordance with appli-
cable FFAS. The statements are on the
accrual basis unless otherwise noted.
Thus transactions are recorded in the ac-
counting records when the events giv-

“The accoun
standards developeﬁ by
FASAB are tailored to
the Federal
Government’s unique

ereign powers 1o raise revenue and regu-
Iate commerce. These powers are not re-
flected in the following statements, but
should be considered in a comprelun
sive of the G s fi-
pancial condition.

Future changes
As noted above, the process of im-
proving these financial statements is on-
going. For example, in future financial
statements, FASAB is proposing that
the value of national defense property,
plane, aad equipment (weapons systems
and support property used in the per-
formance of missions and ves-
sels held as part of the National Defense
Reserve Fleet) be removed from the bal-
ance theet and that information about
these assets be reported in the steward-
¢hip section of the financial statements.
nuemeummdyvduednms
bdlmn.haddmu. finsncial
will include i

sbout deferred
muthsnnmpufornd'hnu
should have beea or was scheduled).
The 1998 financial statements will
also expand the stewardship section,
which will include s current services as-
sessment showing both the short- and

£,

noopmondlinbﬂhieformulued
to environmental clesn-up when the Mm;ndamndmm-
events resuhing in such costs occur. By grams. TAe CUITERE Services atsesament
oaly the e i % S
currently are included as outlays in the r &% programs year
budget. The effects of these differences which the financial statements are pre-
mﬂnudmhmahm&gﬁ
the Changes in Net Position to - .
mondnlndpuryhnl. which is “The 1998 financial
preseat y section statements will include a
ﬁ“"‘"‘lm . current services
dogrese financial emements dopot in- 5 ogcment sho both
(hphlbkmudlumurﬂ&- .theshort-a'n .
posits and petroleum or renewable re- medium-term direction
o "ﬁ:“‘“":’m e of current programs.”
ded for g and
these assets. Nor are values for steward- § (the base year) and for
qu‘“ﬁz“:ﬂ"’“‘?‘ nkunyunmbcequmwdnh.:
 faraaion sbow the year. This assessment will thus facilitace
am— aod dmhhnd enlumohlumfﬁmcydfuwen-
:' s ‘h" s0urces 10 sussin public services and to
secuonmmvdam‘mhFFAS. :‘;mﬁ“““‘M“
Finally, a compreheasive assessment 3
of the Government's financial atus ‘The stewardship section of these fi-

should recognire the Government's sov-

nancial tatements in future years will
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ness capital investment. Consumer
ding, which accousts for about two-

assets and stewardship
Heritage assets are national monuments,
museums and library collections. Stew-
ardship investments include:

*Non-federal physical property: the
Federal share of properties owned by
State and local governments (e.g. high-
ways and airports).

eHuman capital: Investments in edu-

P £ 4

thirds of real GDP, expanded by 3.8 per-
cent during the fiscal year, much faster
than the 2.4 percent average pace in the
prior two fiscal years. Business invest-
ment spending grew by 10.8 percent dur-
ing fiscal 1997, chiefly due to continued
strong gains in spending on capital
equipment such as computers and other

cation and

by the Federal Government for the
benefit of the public.

*Research and development: Federal
Government investments in basic and

high technology goods. Resid con-
struction started the fiscal yearon a
weak note but strengthened over the
course of the year, posting a modest 2.2
percent increase for the year as a whole.
prerves

applied b and d P ing growth ia fiscal 1997 was

These will be separately further deterioration ia net exports, as
identified in the stewardship section, lerating d i ic growth
but will not be reported on the Consoli- continued to draw in imports at a faster
dated Balance Sheet. pace than the growth in exports.

. Empl n lerated in
Economic and fiscal 1997 as the economy added 2.8
budgetary results million new jobs, compared with gains

Economic conditions were ex- of 2.4 million and 2.6 million for the

tremely favorable in fiscal 1997. Over

previous two fiscal years. Most of the

Septemberth e pivae srn
pLe; T, rae e pr' v service-
of growth mi:i‘ seo- . “Over the year ending in &?:“m'-
eruted. b p',"m September, the rate of o gowthin
continued to be very g!'O.Wth of economic business and engi-
swrong, amdtheun-  activity accelerated, Lc:b mr:n::dmmr
employment rate b M meni
f:ll ‘ll:: 24-year lows. gva:_‘ys con;n:u:g dt (:he Emp“l?ymm.u in

\ 3 same tme, in- 4 manulactunng in-
flation was very well  unemployment rate fell  creased by 126,000
coatained, with the to 24_yw lows.” in fiscal 1997, and
underlying rate of in- comu:;non ;o:m
flation dropping to grew by more
levels not seen since the mid1960's. 200,000 due to a pickup in both residen -
Strong growth in incomes contributed tial and nonresidential building. The un-
10 a decline in the Federal budget deficit employment rate fell below 5 percem 21
to its lowest level since 1974. lheendoh?;ﬁ::lyurand::e?ed

. 5.1 percent year ss 2 whole.
The economy in fiscal 1997 These rates were the lowest rates of ua-
Real gross domestic product (GDP) GmeY'f‘ﬂ“ in 24 years. ]

grew by 3.9 percent during fiscal 1997 Despite healthy economic growth
(which encompasses the fourth quarter and very low rates of unemp .
of calendar 1996 through the third quar-  price pressures did not build up during
ter of calendar 1997), the fastest rate of the year; indeed, if anything, inflation
growth since fiscal year 1984. Growth declined. Broad of inflation re-

was strongest in the first two quarters
of the fiscal year at a more than 4 per-
cent annualized pace, then it moderated
to close to 2 3 percent annualized rate in
the second half of the year.

The economy was led by strong
gains in consumer spending and in busi-

C lidated Fi

mained extremely low, rising at rates
not seen since the mid-1960's. Lower en-
ergy and food prices played a role in
holding inflation down, as prices for
these commodities eased after some
pickup in the prior year. Prices for
okher goods and services were also well-
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contained, Total consumer prices in-
creased by 2.2 percent duning the fiscal
year and “core” prices (excluding the
food and energy components) also rose
a modest 2.2 percent. In fiscal 1996, in
contrast, total consumer prices in-
creased by 3.1 percent and the underly-
ing ("core”) rate of inflation was 2.6
percent.

Budget results

The Federal budget deficit improved
dramatically in fiscal 1997, falling to $22
billion from $107 billion a year earlier.
The 1997 deficit was the lowest in more
than two decades, and 3 the sub-

to the deposit insurance account, both
of which are netted against outlays in
budget accounting. Excluding those two

“The Federal budget
deficit improve:
dramatically in fiscal
1997, falling to $22
billion from $107 billion
a year earlier.”

stantial progress made over the past few
years in reducing the deficit. Since reach-
ing an all«ime high of $290 billion ia fis-
cal 1992, the deficit has been cut by
almost 90 percent over the past five
years. As a share of GDP, the deficit
now stands at 0.3 percent, the lowent
percentage since fiscal 1969, when the
budget was last in surplus.

The fiscal 1997 deficit was well be-
low the deficit thar was forecast at the
start of the fiscal year, due in large pant
to higher-than-expected receipts, which
increased by 8.7 percent in fiscal 1997.
Growth of reccipts was led by stroag
gains in individual income 1ax pay-
ments, reflecting rapid job and income
growth as well as high levels of capital
gains from the rising stock market. Cor-
porate income tax receipts also grew rap-
idly as profits continued to rise.

Components of nonexchange revenue

Growth of outlays was just 2.7 per-
cent in fiscal 1997, held dowa in part by
spectrum suction proceeds and inflows

gories, growth of outlays in fiscal
1997 was spproximately 3.5 percent,
still a very moderate increase. Most cate-
gories of outlays posted only modest in-
creases in spending compared with the
Freviou:nym.meptforddmnndn
ew small programs, which grew st
slightly fascer rates.

Improvements in the deficit have
contiaued into fiscal 1998. The Federal
Budget for fiscal 1999 projects the

to show a $10 billion deficit in

fiscal 1998 — followed by a nearly $10
billion surplus in fiscal 1999, which
would be the first surplus in 30 years.
Some outside analysts believe that re-
sults 5o far through the current fiscal
year suggest that the fiscal 1998 budget
may actually post a surplus — which
would be the first in 29 years — instesd
of a small deficit.

Revenue and expense
summary
Revenue

Nonexchange revenue is the US.
Government’s primary source of reve-
nue, 2ad totaled $1,577 billioa in 1997.
More than 95 percent of this total came
from tax receipes, with the remainder
coming from customs duties and other

iscell y

Earned revenues sre inflows of re-
sources that arise from exchange transac-
tions. transactions oocur
when each party to the transaction sacri-
fices value and receives value in reurn
— for example, when the US. Govern-
ment sells goods or services to the pub-
lic. During 1997, the Government
earned $158 billion in such revenue.
These revenues are offset against the

ial S of the United States Government, Fiscal 1997




gross cost of the related functions to ar-
rive at the function’s net cost. The U.S.
Government also earned $12 billion
that was not offset against the cost of
any function.

Expenses by function

The net cost of U.S. Government op-
erations was $1,603 billion for 1997.
Net cost represents the gross cost of op-
erations less artributable earned reve-
nues. The statement of net cost reflects
the cost incurred to carry out the na-
tional priorities identified by the Presi-
dent and the Congress. The funcuons
and subfu used to
costs associated with the national priori-
ties are identified in the President’s
bud;n and described i in d:ml in t.he

idated Fi

tion of this report. The ucompmym;
chart presents the percentage of the net
cost of Government operations repre-
sented by each of the U.S. Govern-
ment's functions.

Asset and liability summary

Assets
The assets of the U.S. Gov
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Net cost by major function

National defense 14.6%

Human resources Other functions 6.2%
58.2%

Interest 15.3%

Physical resources 5.7%

liabilities ($3,768 billion) is represented
by Federal debt securities held by the
public. The next largest component

- {52,244 billion) relates to pension, dis-

abiliry, and health care costs for veter-
ans, and retired military and Federal
employees.

Another Liability, which will likely
require substantial future budgetary re-
sources to liquidate, is related to envi-
ronmental clean-up costs. As of
Seplember 30, 1997 the cost of cleaning

are the resources available to pay liabili-
ties or to satisfy furure service o

The assets presented on the balance
sheet are not a comprehensive list of
Federal resources. For mmplg the

‘wWas es-
u.uuud 10 be $212 billion. This figure is
subject to much uacertainty, however,
for two reasons. First, it does not in-
clude complete estimates from all agen-
cies with hkdy environmental clean up

Gov 's most imp
1

p uel Seumd, a;encus lack

resource, its ability to tax and reg
commerce, cannot be quantified and is

clean-up costs. Thertfor! itis hkdy that

not reflected. Natural resources and the lubxhry estimate will be revised as

stewardship land (national parks, forests agencies gain experience in identifying

and grazing lands) are other les of and | clean-up
that are not included in costs. The a:compmym; chart presents

$1,602 billion of Federal assets reported
at the end of 1997. The accompanying
chart depicts the major categories of re-
ported assets as of September 30, 1997

a5 a percentage of reported total assets.
Detailed information about the compo-
nents of these asset categories can be
found in the aotes to the financial staze-
ments.

Liabilities
At the end of 1997, the U.S. Govern-
ment reported liabilities of $6,605 bil-
lion. These liabilities are probable and
ble future of
arising out of past transactions or
events. The largest component of these

C lidated Fi

Major categories of assets

|nvam0
ated pmpeny 13.1%

Taxes receivable 1.8%
Loans receivable 9.7%

Accounts receivable 2.2%
Cash and other monetary assets 5 8%

Other 3.9%

<
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Accounts payabie 1.5%

Other liabilities 2.6%

Loan gusrantee liabilities 0.5%
Benefits due and payable 1.2%
Environmental liabilities 3.2%
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Major categories of liabilities

heic oy e pubic
el ubdi
§7.0% P

Federal employee
and vetemnplgneﬁn
34.0%

the percentage of total Federal liabilities
represented by each of the categories of
Liabilities reported on the balance sheet.
Additional details sbout the U.S. Gov-
ernment’s reported liabilities can be
found in the naotes to the financial state-
ments.

Future commitments
The U.S. Government has substan-
tial future commitments to its citizens,

Government. All else equal, the issu-
ance of securities to the trust funds re-
duces the amount Treasury must
borrow from the public. Conversely,
when the trust funds need cash, they re-
deem investments and raise the financ-
ing requirements of the Treasury (again,
all else equal).

The Board of Trustees of the OASI
and DI Trust Funds provides the Presi-
dent and the Congress with short range
(10 years) and long range (75 year) actu-
arial estimates of each trust fund. Be-
cause of the inherent uncertainty in
estimates for as long as 75 years into the
future, the Social Security Trustees use
three alternative sets of economic and
demographic assumptions to show a
range of possibilities. Most analyss use
the i diate set of apeions to

luate the fi e condit of the
Social Security program.

The 75-year estimates assume that fu-
ture workers (except for those working
in types of employment act mandato-
rily covered by the program) are cov-
ered by Social Security once they enter
the Labor force. The estimates reflect the

. f
g e prrion ol T RS
ance d"s““:odu yand graphics (e.g. in life expec-
grams an ’ uncymdadedmmthebmhme)

ments associated with Federal insurance
and loan programs. Information about
the nature and extent of these commit-
ments is presented below.

For example, in 1960, 5 workers paid
for every beneficiary. Today, the ratio
of workers to beneficiariesis 3.3 10 1
and 30 years from now, when the baby
boom genen'non retires, it will drop to

ls::::ifyﬂmw:‘d‘md the Soci 20 1. The retirement component of
Two trust funds have been estab- . i
lished by law to finance the Social Secu- “The Administration
TL'.'.‘L’?"&.':.;@“D” 'Fd"('cl,gg) intends to work with
vors Insurance
o Bedensl Dibiliny I o). Congress on a bipartisan
OASI pays retirement and survivors basis to enact lon; -term
benefits and DI pays benefits after « Social Security reform in
worker becomes disabled. OASDI reve- 1999.”
nues consist of taxes on earnings dm
are paid by their emp
mdthenelf-em.ploy:dOASDldlon- lhcpmmmisﬁnmedl gelyons
ceives revenue from taxation of part of “pay-1s-yougo® basis, Le., current retire-
Social Security benefits. Revenues that ment benefits are largely financed by
:? “.“.nfed‘d. o pay ':“"':"M‘ﬁu, current payroll contributions.
in Treasury securities to eamn interest Under current legislation and using

for the trust funds. The securities issued
to the trust funds are guaranteed as to
both principal and interest and backed
by the full faith and credic of the US..

intermediate assumptions, the Trusees
estimated in their 1997 report that by
2012 cash disbursements for the pro-
grams will exceed cash receipts and by

ial S of the United States Government, Fiscal 1997



2029 the combined trust funds assets,
pnimarily investments in Treasury secu-
rities, will likely be exhausted. With no
change in the program, in 2012 the trust
funds are expected to begin using inter-
est on their investments to cover the
cash shortfall and to pay benefits. Stant-
ing in 2019, they would begin redeem-
ing theit investments in Treasury
securities to provide the needed cash. In
2029 trust fund assets would be ex-
hausted; at chat time, tax reveaues
would be sufficient to pay approxi-
mately 75 percent of the beneﬁu due. In
these d fi
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have elected coverage. These premiums
covered approximately 25 percent of
the fund's costs in fiscal 1997. The re-
mainder of the costs is funded by Con-
gressional appropriations.

Federal Hospital Insurance end of year
Trust Fund balances through 2010
(In billions of dollars)

120

100 M I e

80 \

60 \

(which eliminate intragovernmental as- : \

sets and Liabilities), the OASDI cash 40

shortfall would result in a decrease in 2 \

cash and/or an increase in amounts bor- \

rowed from the public. o ~ N
After a year of public discustion in

1998, the Administration intends to
work with Congress on a bipartisan ba-
sis to enact long-term Social Security re-
form in 1999. Acting sooner rather than
later to address the long-term financing
needs of the program will make the re-
quired changes less disruptive and en-
sure that Social Security works as well
for future generations as it has for past
generations, Additional information
about the Social Security program can
be found in the scewardship section of
these financial statements.

Financial condition of the medicare
trust funds
Two trust funds have been esab-

lished to finance the Medicare program.
The Medicare Part A Hospital Insur-
ance (HI) Trust Fund is financed by a
2.9 percent tax on wages and salaries re-
quired to be paid equally by employees

20

97 96 99 00 01 02 03 O4 05 08 07 G8 09 10

The 1997 trustee's report projected
that the HI trust funds’ assets were ex-
pected to be depleted by 2001. How-
ever, the Balanced Budget Act of 1997,
which was enacted after the trustee’s re-
port was issued, contained provisions
that reduce the growth of the programs’
costs. As a result of the Balanced Budget
Act of 1997, the HI trust fund assets are
not expected to be depleted uail 2010.
That legislation also established a bipar-
tisan commission to assess and recom-
mend structural changes to ensure
Medicare’s long term Vla.blhty The
Commission is required to issue its re-
port by March 1999. The accompanying
r.hanpmenutheendofyml-ﬂmm
fund bal Addies
about the Medicare program can be
found in the stewardship section of

-1

these fi

“The Federal
Government has
significant commitments
associated with Federal
insurance and loan
programs.”

md employcrs. The Med.icare Pan B

M)
Trust Fund receives

Other commitments

The Federal Government has signifi-
cant commitments associated with Fed-
eral insurance and loan programs. These

- programs include bank deposit insur-

ance, national flood insurance, federal

crop insurance, and a range of other in-

surance commitments chat total over

$2,774 billion. In addition, the U.S.

Government has g\unnued a substan-

tial pomon of dns country’s housing,
and edy

on behalf of Medlc:ﬁ!nzﬁcunu who

loans. Al-

thoug,h the G itue of e guaran-

St of the United States Government, Fiscal 1997



87

Discussion and Analysis

tees was in excess of $712 billion as of
September 30, 1997. The amounts re-
porned for insurance and loan commit-
ments represent the most conservative
possible assumptions of maximum risk
exposure. These amounts are not future
claims on Federal resources. However,
the risk of future outlays associated
with such commitments could be sub-
stantial. Additional details about the
U.S. Government's future commit-
ments are presented in the notes to the
financial statements.

Management initiatives
Since passage of the CFOs Act in
1990 and its expansion in 1994, much
has been accomplished. There is now s
ive set of g il
lccounung standards in place. For the
first time in its history, the U.S. Govern-

tain assets, liabilities, and costs was lack-
ing. Actions to correct these weaknesses
have been identified and are being imple-
mented. For example, plans at Defease
include completing a new accounting
systems architecture, reviewing inven.
tory g P , and develop
inga depmment wide property
accountability system. OMB, Treasury,
and GAO are working with the major
credit agencies to improve reporting of
loans and loan guirantees.

In addition, Treasury plaas to step
up its efforts with agencies’ to ensuce ef -
fective cash disbursement reconcili-
ations by providing frequent analysis of
cash reciept and disbursement differ-
ences 3o that they can be promptly re.
solved.

Treasury and OMB are coordinating
efforts 1o resolve the problems agencies

ment has prepared aad subjected to are having ia eliminating transactions
audit consolidazed fi 1 between Federal agencies. Treasury and
covering all its vast and complex pro- OMB will strengthen guidance and re-
Tgnmxh z‘md vities for

e 24 agencies sub- capture
ject to the CFOs Act :fe:rc::z::n needed
wcisuingaudited  «The Administration has o reconcile bal-

agency-wide finan-
c1al statements. Gov-

designated financial
ernment management as one of

ances with their
Federal trading
partnens. Treasury

corporations subjet thee President’s priority  will abo begin the
wothe Government  management objectives.” modification of is

Corporation and systems to 13
Control Act also are agency e;(o:,p_po
issuing audited finaa- In an effort to

cial statements. While these accomplish-
ments are significant, they are just a be-

guoning.

The Administration has designated fi-
nancial management as one of the Presi-
dent’s priority management objectives.
The Ad.mumtnnon has expressed its
of

determine the full extent of improper
payments that occur in major Federal
programs, the OMB is working with
the GAO, Inspectors General and af-
fected Federal agencies in identifying a1
risk programs and designing a cost effec-
tive lppmuh to assessing the extent of

g the
Federal ﬁnmcul information aad gain-
ing an unqualified opinion on the 1999
Consolidated Financial §

p and ap re-
mcdnuon ‘measures. Audits of Federal

programs pursuant to the Single Audit
ActA d of 1996 and OMB Cir-

of the U.S. Government. For the Ad-
ministration to achieve these objectives,
agencies must improve the quality of
their financial information.

Reflecting the further progress that
is needed to produce reliable financial
satements, auditors were unable to ren-
der an opinion on the consolidated fi-
nancial statements of the U.S.

Govi because f

cular A- 133, “Audits of States, Local
governments, and Non-Profit Organiza-
tions,” will be the principal mechanism
for ing the extent of improper pay-
ments.

Finally, Treasury will increase its for-
mal and informal training of agency fi-
nancial management personnel. The
training will address common errors
identified in agency information used in

uunboutthemmudvnhndw-...ahmanuudmus Govern-
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ment's 1997 consolidated financial state-
ments.

Year 2000 Conversion

The Year 2000 problem presents the
most sweeping and urgent information
technology challenge faced by public

and private organiza-
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The US. Government's strategy for
resolving the Year 2000 problem has
five phases: awareness, assessment, reno-
vation, validation, and i
The milestone for compleuon of work
for the renovation phase is targeted for
September 1998. Other milestones are
January 1999 for

tions since the begin-
ning of the informa-
tion technology era.
For the past several
decades, informa-
tion systems have
typically used two
digits 10 represent
the year, such as
“98" for 1998, in or-

“The Year 2000 problem
presents the most
sweeping and urgent

information technolo,
challenge faced by public
and private organizations mated that 35 per-
since the beginning of

validation and
March 1999 for im-
plementation. Prior-
ity is being given to
the 7,850 “mission
critical” systems. As
of February 15,
1998, OMB esti-

cent have been

der to conserve elec- fixed, about 45 per-
tronic data and the information cent sl need to be
storage space and re- technology era.” : repaired, 15 percent
duce operating will be replaced and
costs. ia this format, S percent will be re-

2000 is indistinguishable from 1900 be-
cause both are represented as "00". As a
result, if not modified, computer sys-
wems or applications that use dale: or

tired. OMB is monitoring agency pro-
gress and taking actions necessary to en-
sure milestones are met. The latest cost
estimate for corrective actions, provided

P date/time
may generate incorrect results beyond
1999.

The Administration has devoted a
great deal of time and attention to this
issue. OMB requires Federal agencies to
report quarterly on their progress in ad-
dressing the issue of year 2000 conver-
sion. More recently, the President has
established a council on Year 2000 Con-
version led by an Assistant 10 the Presi-
dent. This person will oversee Federal
preparations, tpeak for the United
States in national and i | fo-

by agencies to OMB, is nearly $5 billion.

Additional Information

Additional details about the informa-
tion contained in these financial state-
ments can be found i in lhe ﬁmncul

of the i

listed in the Appendix. In addnuon. re-
lated U.S. Government publications
such as the “Budget of the United States
Government’, the “Treasury Bulletin,”
the “Monthly Treasury Statement of Re-

pu and Ouv.hy: of the United States

rums, and coordinate with governments

at all levels.

* and the Trustee’s reports
for the Social Security and Medicare pro-

grams may be of interest.

S of the United States Government, Fiscal 1997




12

89

Discussion and Analysis

of the United States Government, Fiscal 1997



90

General Accounting Office Report N

Comptrolier Genersl
of the United States

Washington, D.C. 20548

B-279169

March 31, 1998

The President
The President of the Senate
The Speaker of the House of Representatives

The Chief Financial Officers (CFO) Act, as explnded by the Government

Management Reform Act, d |n federal fi ial
top greater llll’y in g the fi of our

national government. Among these refc are i for the p
and audit of individual financial statements for the federal govemmem 524 hrgest
departments and sgencies and the annual submi of

for the U.S. g GAOQ is required to audit the lidated
statements, and our ﬁrst report is enclosed.
These reforms are leading to marked impr in federal fi ial
management, Sevenl mujor agencies have mnde good proyess in producing more
reliable fi ial about their op , as outlined in our

report, improvements in other areas of government ﬁnmcnl operations have yet to
be made and critical governmentwide accounting issues still need to be addressed.
The federal government can achieve the fiscal accountability called for by the CFO
Act, but strong leadership, commitment, and additional concerted effort will be
necessary.

We appreciate the cooperation and mmncz we received from the Chief Financial

Officers and Insp General th as well as Department of
Tressury and Office of Management and Bud.ge( otﬁculs. n urrymg out our
responsibility to audit the gov: ’s We look

forward to continuing to work with ﬂme officials to achieve the CFO Act’s
financial management reform goals.

Sowe” lcohla—

James F. Hinchman
Acting Comptrolier General
of the United States

lidated Fi 1al § of the United States Government, Fiscal 1997
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United States
Geaeral Accownting Office
Washington, D.C. 20548

Accounting and Information
Managemeat Division

B-279169

The President

The President of the Senate

meSpe-kzol‘meHomeofll:pmmvs

The Chief Financial Officers Act, as expanded by the G Manasg Reform

Act, requires the Secretary of the Treasury, in coordination with the Director of the Office

Mmmmdwgegmmwlymbmnmﬂnmmundmemmwdmd
of the U.S. g beginning with those for fiscal

ywlm.GAOunquwedtomdnmmmmmts.

In ,.sip:iﬁunl' il sy L blems with fund. |

ol d and weak manll eommls. including
wnputerennuols.pmvemﬂm, from ing a large portion of its
assets, liabilities, and costs. These deficiencies lffm Ihe rehnlnluy of the consolidated
ﬁmcnﬂmwdmuhofﬂn derfying ion. They also affect
the g 's sbility to : the full cost and financial performance of
programs and effectively and efficiently ge its opersti Major probk included

the federal government’s inability to

—properly account for and report billions of dollars of property, equipment, materials,
and supplies;

—properly estimate the cost of most federal credit programs and the related loans
receivable and loan guarsntee liabilities;

—estimate and report material of envi ) and disposal liabilities and
Telaied costs;

—determine the proper amount of various reported liabilities, includi
health benefits for military and federal civilian
benefits, accounts payable, and other liabilities;

s P

y
poyess, P

——accurately report major portions of the net costs of government operations;

—determine the full extent of improper payments that occur in major programs and that
are estimated to involve billions of dotlars annually;

—properly account for billions of dollars of basic
govemmental entities;

pecially those b

F 3 of the United States Government, Fiscal 1997
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that the inf ion in the N a e is
with agencies’ financial statements;
—ensure that all disb are properly ded; and

—efTectively reconcile the change in net position reported in the financial
statements with budget results.

Such deficiencies preveuted us from being able to form an opinion on the

reliability of the accompanying financial statements. They are the result of

widespread material interaal control and financial systems weaknesses that

significantly impair the foderst government's sbility (o adequately safeguard

assets, easure proper recording of transactions, and ensure compliance with laws

ndre.ulm.Mdmnny (l)mmwmmﬂu
ation o

RPOp

modxﬁ:mm.um-ndm ial control weakn affect the go 's
tax collection activities. Further, muwmwmu
faws and regulations relsted to fi g of

w-uhmdhwnmm

Nnﬂdhﬁaﬂmsmwmuu

Inspectors General (1G) sudits of major

hﬁdnlmmw-(l)nmddﬁu
sd

challenge because of the size and complexity of the federal government and the
discipline needed to comply with new accounting and reporting requirements.
Considerable effort is aiready underway to make such improvemeats. Several
individual agencies that have been audited for a number of years faced serious
deficiencies in their initis] sudits and made good progress in resolving them. With
a concerted effort, the federal govemment, 33 & whole, can continue to make
progress wward generating reliable mformation oa a regular besis. Annual
financial statement sudits are essential to ensuring the effectivencss of the
improvements now underway.

This report provides our (1) disclaimer of opinion on the govemment’s fiscal year

1997 consolidated financial statements, (2) report on internal controls, and (3)

mumﬂmmwwmdhm“mhh-nhdb
ting. It also pr information on (1) the Year 2000 computing

Ma)mmnmsu.mmmu
(3) actions undesway to improve financial reporting across the federa) government.
The objectives, scope, and methodology of our work are discussed in the sppendix

lidated Financial S of the United States Government, Fiscal 1997
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to this report. We provided a draft of this report to senior Department of the Treasury

and Office of Management and Budget (OMB) officials, who expressed their

commltmem to address the dcﬁCIﬂ'lcleS this report outlines. Our work was done in
with lly d government auditing standards.

P

DISCLAIMER OF OPINION

Because we were unuble to. dmznmne the reliability of significant portions of the
for the reasons descnbed lbove we
areumblclo undwedonol,exptmm pinion on the
financial statements for ﬁscal year 1997. However, we were able 1o demmme that

d for en | and di I liabilities and liabilities for veterans
compennnon benefits are undummd by material amounts.

Additionally, certain agencies have not, at this date, finalized their individual i ial
statements for fiscal year 1997. It is possible that additional dkeeping and auditing
d will result in ch in those agency statements. Based on the audit

pmcedum we have performed, we are satisfied that any such changes will not
significantly affect our findings and conclusions in this report.

Al ! "

B of the g '$ serious ping, and
control deficienci ported in the lidated fi ial and
related notes do not provide a relisble source of information for decision-making by the
govemmem or the pubhc These deﬁcncncm also diminish the reliability of any
d in the panying r{ s Di ' lnd Analy

and any other fi ial t ' i g budget i ion and

information used to muuge lhe governmem d.ly-to-d.ly—whlch is taken from the same
data sources as the

govemment—me of the world's Iargest holders of phys:ul m—-does not have
accurate information about the amount of assets held to support its domestic and global
operations. Hundreds of billions of dollars of the more: than $1.2 uilhon of these
reported assets are not adequatet d by fi f and/or k ical records.
These include (1) operating mnuuls and supplies comprised Iugely of ammunition,
defense repairable items (such &s navigational computers, landing gear, and
transmissions), and other military supplies and (2) buildings, military equip and
various government-owned assets in the hands of private sector contractors.

lidated Fi ial S of the United States Government, Fiscal 1997
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Because the government does not have complete and reliable information to support its

asset holdings, it could not satisf: ily verify the exi: of all d assets,
substantiate lhe amounts at whlch Ihey were valued, or determine whether ail of its
assets were included in its fi For le, certain ded military

property had, in fact, been sold or disposed ofmpnorym——orwuldno(be
located—and an sumnted $9 billion of known military operating materials and
pplies were not reported. These problems impair the g 's ability to (1)
know the location and condition of all its assets, including those used for military
deployment, (2) safeguard them from physical deterioration, theft, or loss, (3) prevent
'y storage and mail costs or purchase of assets already on hand, and
(4) determine the full costs of government programs that use the assets.

Loans Receivable and Loan Guatantee Lishilities Most federal credit agencies
responsible for federal lending programs were unabie to properly report the cost of
these programs. Federal credit programs mcludedmlolmmdhnnmnleesfor
farms, rural utilities, low and mod income h 1g, small b
mortgages, and student loans. As of the end of fiscal ye-r 1997, the government
reported $156 billion of loans recelvable and $37 billion of liabilities for estimated
losses on defaulted d loans. | , the net loan amounts expected to be
colhaedmdmmmomsexpeﬂedwbepudmwmbemmnblymmmd
because of a lack of historical data or other evidence. In addition, some agencies did
not have adequate information to support the validity of their outstanding direct loans
or to track thupeciﬁc loans that they have an obligation to guarantee. Until federal
credit agencies correct these serious dln dcﬁclencles. mformmon supplied by them
about the cost of their credit prog: to support annual budget
mmfwmmmmhundwmmmmmlkmgﬁmubudgﬂny
decisions, managing program costs, and measuring the performance of credit activities.

Eumanulhnmn Lubllmu fordlsposal of hazardous waste and
of ported at $212 billion, were materially
v d ily b an estimate has not been developed for major weapons
symmchsmmﬁ.mhslles.shlpnndmmndformnnmon Properly
stating these liabilities could assist in determining priorities for cleanup activities and
allow for appropriate consideration of future budgetary resources needed to carry out
these activities,

hlbummsymsmddlnwmm lable to
slplﬁumpmsofthemmmnlmllmmponednfeduﬂmpbyeemd
veterans benefits liabilities. For example, to estimate the $218 billion reported as
mllmry pmummhulﬁbanﬁlnbdmﬁ:mmmndmdmd budget

the 'y cost data were not available. Also, the federal
gommmmmvdedeqmwwﬂnnlnblluyofhmchm
ion at the i carrier-level used to esti the $159 billion reported for
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civilian postretirement health benefit liabilities. Additionally, the estimated liability
for veterans compensnlon benefits is materially understated because it does not
include esti for d changes in dmhllnty ratings nnd for mcurred
clnmnotyetmponedlnaddum some ag do not

records and controls or luve systems to ensure the accuracy and compleleness of
data used to calcul of a reported $98 billion of accounts payable and a
reported $169 billion of other liabiiities such as those for litigation.

These pmblems significantly affect the determination of the full cost of the
's current operations, as well as the extent of u:nnl Imbllmes Funhcr,
commmmu and contingencies were not properly rep
rvpuennhcmummnskexpos\nmherthnmeunoumoﬂosmnls
le and certain i

P P

Costs of Government Operations The govemment was unable 1o support

snynﬁumpomonsofﬂlemmmmﬂ 6mlhonreponedaslhelonlnel costs of
The p d material deficienci

assas and liabilities and the I-ck o(eﬁecnve reconciliations, as ducussed below
also affect reported net costs. Funhu.wewaemblemdeummewheﬂmﬂle
amounts reported in the individual net cost categ: ported in the St of
Net Cost and in the subfunction detail following the were properly
classified. Without accurate cost information, Ih: federal govemmem is limited in
its ability to control and reduce costs, assess p and
set fees to recover costs where required.

gt

The govermnment is also unable to determine the full extent of improper

plymenu—thnns payments made for other than valid, authorized purposes. In this
of i in major federal programs, such as

Med:cmwnlmdnbnllmsofdolhnmunlly The full extent of such payments,

b ,is many agencics have not esti d the magnitude of
in their progr Thereuonsfwmpmpup-ymenumge

ﬁunmlmkuwﬁudmdlb\m&uh are likely to inue until

better sy and !

Linreconciled Transactions To make the lidated financial
balance, Treasury recorded a net $12 billion item on the Statement of Changes in
Net Position, which it labeled iled jons. This out-of-bal
amount is the net of more than $100 billion of iled both

positive and i hich Treasury attrib wlhepvunmmts
lnblh(ytopmpdy identify and eliminate transactions between federal
government entities and to agency adjustments that affected net position.

lidated Financial S of the United States Government, Fiscal 1997
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recognition and measurement of revenue and costs. Under budgetary accounting, the

budget deficit reflects oulhyund ipts that g ty are d on a cash basis.
For fi ial ting purp COsts are rep ‘wl\en' d rather
than when paid. Federal decisi kers use bud, g to control the use

of funds and for ﬁscnl planning. Once the federal pvemmml pmduus reliable
d fu an effective reconciliation would provide additional
assurance of the reliability of budget results.

MATERIAL CONTROL WEAKNESSES

Whlleﬂ:epupouofmwofkwanoﬂ»ummdwednnﬂm lnoplmon
on internal controls, we found pervasive material weak in internal

aToss government that ibute to‘these deficiencies. These weak such as the
hckofeﬁamnmomllmmandpooﬂyhlpedmmhmmﬁemve
Is over (1) safeg ng the federal government's sssets from unauthorized

mumguduwma)mmghmnnwn
with g the use of budget authority and with other relevant
hwsmdrenhensmdﬂ)mm;ﬂnulubnlﬂyofﬁmnlmm

Individual agency financial audit reports describe the affect of such

b on specific agenci wdﬂlnfyddmﬂnundouwvlwm
some of which are ial to i ies. We also found that (1) widespread
and serious computer control weak affect virtuall; lllfndullumcmnd
significantly ibute to many ial deficiencies di d above and (2) material

control weaknesses affect the government’s tax collection activities. The scope of our
evaluation of imernal controls was limited by the deficiencies noted throughout this
report.

Conmputer Control Weaknesses

Wid d contro] weak ltepln:in; of federal
erukdhldnndmnue. ial infe jon at risk of unauthorized
modification or d ion, sensitive i i Irukof inte disch

and critical operations at risk of di ,‘ Significant i i
wm-mﬂhﬁbhmlmmmfmmhv:
bemnwondnenchofmemqwfedﬂﬂmmmmw
ly mmmdﬂ.hwyshw
eompulmadnd d such are to
Kp jion by outside intruders as well as authorized users with malicious intent.

1 A material weakness is a condition in which the design or operation of one or more
of the internal control components does not reduce to a relatively low level the risk
that errors or irregularities in amounts that would be material to the financial

statements may occur and not be d d promptly by employees in the normal course
of performing their duties.
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Agencies’ accounts can be out of balance with each other, for example, when one or the
other of the affected agencies does not properly record a transaction with another agency

or the agencies record the ions in different ume periods. These out-of-balance
condiduu can be d d lnd d by g procedures for reconciling
G y, such reconciliations are not performed. These

unreconciled lnnsmwns result in mucml misstatements of assets, liabilitics, revenues,
and/or costs.

mewmw;ovmmtmt
ensure that the information in the lidated fi i with
lgencyﬁunculmunens Tmnryulusonmwsullnndnneededmpmpln

the federal g Such dats ists of
lpptoxnn-zly 2,000 i | each having many account
hlnesHmu,mﬂmmunbhw i that

submitted 10 Treasury agreed with their agency financial statements. In addition, many
qmmnﬁedwmhslplfqumnm“hmmmmm

effort to properly classify in the lidated financial We found

MmcmmmwhlchTmrymmnm;Mhundndbnllmdolhn

in agency-submitied & prnnmly‘ (I)qn:les bmi

coded financial dats that ib dum'bednbwe [¢)]

lgmnsmudﬁdmmhrmnmoumdnﬂmmupmmmd(z)m
ially misall d to net cost catep

These problems are compounded by the sub ] volume of infi ion submitted,

Im:mmmmﬂ;mmtswmﬂmmtmmm
s@lﬁmlmmofmbﬂMMTmmmwmﬂn

As a result, additional misstatements in the
government's consolidated financial statements could exist.

Cash Dishursement Activity Several major agencies are not effectively reconciling
disbursements. These reconciliations are a key control—similar i concept to individuals
reconciling personal checkbooks with 8 bank’s records each month. However, there were
(I)hﬂwofdolhsofuuuoivedmdnﬂumbuvmm nd Treasury
records of cash disbursements as of the end of fiscal yesr 1997 and (2) large amounts of
unresolved differences arbitrarily written off by some agencies without adequately
determining whether their records may, in fact, have been comect. As a result, the
govemment is unable to ensure that all disbursements are property recorded. Therefore,
its financia) statements could contain significant misstatements.

memmu
not have a process to obtain i jon to effectively ile the d change in

nﬁpomof&!hﬂmmdhrwwmofmbﬂm.Themdm;
items comprising the difference are typically the result of timing differences in the
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recognition and measurement of revenue and costs. Under budgetary accounting, the

budget dcﬁcn reflects outlnys and receipts that lly are d on a cash basis.
For fi g purp costs are reported when i d rather
than when paid. Fedenl isi kers use budgetary ing to control the use

of funds and for ﬂscal planning. Once the federal government produees reliable
lidated fi an cffective reconciliation would provide additional
assurance of the reliability of budget results.

MATERIAL CONTROI,. WEAKNESSES

While the purpose of our work was nat to express, and we do not express, an oplmon
on internal controls, we found pervasive matenal k Lin 1
across government that contribute to these deficiencies. These weal such as the
lack of effective reconciliations and poorly designed systems, result in ineffective

Is over (1) safeguarding the federal g ’s assets from unauthorized
acquisition, use, or disposition, (2) ensuring that transactions are executed in

d with laws g ing the use of budget authority and with other relevant
laws and regulations, and (3) ensuring the reliability of financial statements.

Individual agency financial statement audit reports describe the affect of such

i on specific agencies and identify additional internal control weaknesses,
some of which are material to individual agencies. We also found that (1) widespread
and serious computer control weaknesses affect virtually all federat agencies and
significantly contribute to many material deficiencies discussed above and (2) material
control weak aﬂ'ect the gov *s tax collection activities. The scope of our

luation of i Is was limited by the deficiencies noted throughout this
report.

Computer Control Weaknesses

Widespread computer control weak are placing of federal
assets at risk of t‘nud and misuse, financial information at risk of unauthorized
modification or d ion, sensitive infc ion at risk of inappropriate disclosure,
and critical operations at nsk of disruption. Significant |nfonmt|on sccumy
weaknesses in systems that handle the gov ’s unclassified have
been reported in each of the major federal agencies. The most serious reported
problem is inadequately restricted access to sensitive data. In today’s highly
puterized and i d environment, such weaknesses are vulnerable to
exploitation by outside intruders as well as authorized users with malicious intent.

! A material weakness is a condition in which the design or operation of one or more
of the internal control components does not reduce to a relatively low level the risk
that errors or irregularities in amounts that would be material to the financial

statements may occur and not be di d promptly by employees in the normal course
of performing their duties.
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The of control weal could be d g and
oostly——for instance, phcmg billions of dollars of payments and collecnans at risk
of fraud and impairing military operations. in addition to these p

consequences at Treasury and Defense identified weaknesses at agencies such as the
Department of Health and Human Service’s Huhh Care lencmg Admnnmrnmn

and the Social Security Administration place i i and other p
records at risk of disclosure.
B puter control weal are pervasive across govemnment, in February

1997, we added information security to our list of federal high-risk areas? The
mlmpusmmhgtmmqmmmmhnwﬁmymmmdl
framework for assessing risk and ensuring that YP and Is are in
place and remain effective on an ongoing basis. Over the past 2 years, we and the
IGs have issued more than 70 reports’that identify computer coutrol weaknesses in
the federal g and made dations to sddress them.

Tax Collection Activiti

The federal government has material wesaknesses in controls relsted to its tax
collection activities, which affect its nbnhty to efﬁcnendy lnd effecuvely account for

and collect the g ’s 3 This si
ldhocpmymmm;lndlmlysumdmmnlmdnndjummwmnhmc

ly does not obtain
mformmonmrymldemﬁynxcoﬂemonsbywuylypeofnxlmeumcof
collection. As s result, the g cannot y report for three of
thefwrlugumnuemm—SonalSenmty Howmllnsnm.md
individual income taxes. B of this, the g had to report these three
nxtypuinlh:umelheitanonﬂqulichledSmofChm.uinNa
Position. Additionally, excise tax are distributed to the re} trust funds
based on rather than, as required by the I R Code, on
collections.

2 High-Risk Series: An Overview (GAO/HR-97-1, February 1997)
Series: Information Management and Technalogy(GAO/HR-97-9, February 1997).

I - P .
Statements (GAO/AIMD-98-77, February 26, 1998).

lidated Fi ial S of the United States Government, Fiscal 1997



22

100

General Accounting Otfice Report

B-279169

Serious weaknesses also affect the federal government’s ability to effectively
manage its taxes receivable and other unpaid assessments.* The lack of appropriate
subsidiary systems to track the status of taxpsyer accounts affects the government's
mluymnuwmmmmnsmra

example, has resulted in the government pursuing and g, from &
mhulhudybeapdmmﬂly,hfeﬂﬂ;mmu
inerable 1o loss of tax due 10 weal

Munhﬂmpvmdwmmwmﬁmw
Mnmﬂevﬂdlyof k

controls to prevent the inappropriste p of refunds, & ing its exp to
lost revenue.

NONCOMPLIANCE WITH :

LAWS AND REGULATIONS
quemwwn.ndmhumnqumumﬂw“
with laws and regulations. Tests for comp pr of laws and
g refated to financial rep -wmnmm,m
federal makes improp in major progy such as Med;

ily disclose all -nneuwlmoe Further, the scope of our tests was
lnﬂwuﬂﬂwbwhmmmmd
noncompliance, some of which are ] to individual federal agy are

reported i the individual agency financial statement sudit reports.

The Federal Fisancial Management Impr Act of 1996 requires auditors
whnmﬂ-udn&nmwhhm ﬁ-cnlm
lymequmny\vlhfdui
and the MW.MMMI
w:whmlm’uwwmuwyﬂmm
wnbmdnlh‘aﬁnmmmnﬂnymm
wmw management deficiencies discussed

hovs this report underscore the chalieng

‘Wwﬂmemhdmmfwﬁkh(l)uihamw“
& coust has affimed that the amounts are owed and (2) the government does not
expect further collections due to factors such as the taxpayer’s death, bankruptcy, or

Improvement Act of 1996 (GAC/AIMD-98-1, October [, 1997).
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The majority of federll ies’ fi ial are not designed to meet
current g ds and quil lI'ld cannot provide reliable

6 )

for and holding managers
accountable. Auditors® reports for f scal year 1997 agency ﬁnmnll audits are disclosing
the continuing poor shape in which ies find their fi | As of the date of
this report, only four agency auditors have reported that their agency s financial systems
comply with the act’s requirements.

YEAR 2000 COMPUTING CRISIS
The Year 2000 computing crisis is the most ping and urgent i i hnology
challen;c facing public and private sector orpnmnons‘ The federal government is
Inerable due to its widesp P 10 process
financial jons and fmt inf i dehver vital pubhc services, and
carry out its operations. This chlllenge is| made more difficult by the age and poor
ion of the g g sy and its tackb track record in
dernizing sy tod:hver pected impy and meet promised deadlines.

Consequently, we surfaced the Year 2000 computing crisis as a high-risk area across
govemnment in February 1997. Uniess this issue is successfully addressed, serious
consequences could occur. For example,

Pay to with servi d disabilities could be severely delayed if
the system that issues them either halts or produces checks so erroneous that it must be
shut down and checks processed manually;

—the Social Security Administration process to provide benefits to disabled persons
could be disrupted if interfaces with state systems fail;

—federal systems used to track student loans could prod: infc ion on
loan status, such as indicating that a paid loan was in default;

~—Internal Revenue Service (IRS) tax systems could be unable to process returns, thereby

jeopardizing llection and delaying re ; and

—the military services could find it extremely difficult 10 efficiently and effectively
equip and sustain its forces around the world.

¢ For the past several decades, infi have typically used two digits to
represent the year, such as “98" for 1998, mordenoeonwvuhctrmlcdlusmngemd
reduce operating costs. In this format, h , 2000 is indistinguishable from 1900

becanse both are represented as "00.” Aslmh.lfnmmodlﬁed.mpumsyﬂemsor
applications that use dates or perform date- or ti itive caleul may g
incorrect results beyond 1999.
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In the past year, we have issued over 20 reports outlining sctions underway in a wide
range of federal activities to address this challenge and provndmg numerous
recommendations for additional imps needed. N , the President recently
created a Council on Year 2000 Conversion, led by an Assistant to the President, to
oversee federal agencies' Year 2000 efforts, speak for the United States in national and

ional forums, and dinate with governments at all levels, as well as with the
private sector. While some progress has occurred, a great ded ornddmonzl eﬂ‘on is

nquued to prevent serious disruptions in govi P and in fi
and reporting.? We will continue to monitor this situation and make needed
recommendations.
EINANCIAL STATEMENT AND RUDGET DECISIONS:
ADDING THE LONG-TERM PERSPECTIVE
When the g is able to produce them, reliable {idated financial
willbe a aluabl tool for analy '.ﬂle ’s fi | condition. They will aiso

help inform budget deliberations by providing additional information beyond that
provided in the budget on the long-term cost implications for a wide mnge of government
programs. The largely cash-based budget and the financial statements offer different
perspectives which, when combined, can provide a fuller view of the costs of agency
progr and of the g ’s

A vncw of d:e Ion;-wnn sustainability of fiscal pohcnes can also be helpful to

idering the govi 's fi position and making decisions
about resource allocation. Such a picture requires proj of ding
into the future. In this context, the sovereign power to tax and the i implied commitments
of social insurance programs—such as Social Security and Medicaro—must be
considered in addition to those items that are quantified in the financial statements. For

example, if the combined Social Security trust funds’ disb exceed receipts, as

currently estimated 10 occur in 2012, the government’s financing needs will increase.

Smce l992 in a series of long-term si ions, we have analyzed various fiscal policy
and their long-t inability.

7

Yeaz 2000 Computing Cisi: Sizang Leadershin and Efactive Public/P
Cooperation Needed to Avnid Major Disuptions(GAO/T-AIMD-98-101).

$ The most recent of these reports are q 5
(GAOIT-AIMD/OCE-98-83, February 25, 1998)
Long-Tenn Fiscal Outlook (GAO/AIMD/OCE-98-19, October 22, l997)
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EINANCIAL MANAGEMENT
IMPROVEMENTS UNDERWAY

The executive branch recognizes the extent and severity of the financial management
deficiencies discussed in this report and um lddmsmg them will require concened
improvement efforts across g has been designated one
of the Pruldznl s pnomy management objecuvu. with the goal of having performance
and cosl fc ion in a timely, inf ve, and way, i with federal

dards. Also, the administration has made a commitment to complete
audits and gain unqualified opinions for all CFO Act agencies and the government as 2
whole.

To help achieve this goal, strategies are being established involving specific agencies. For
example, plans at the Department of Defense include completing a new necouming

4 and d g 2
dep: ide property llny system. Tmsury and OMB are dcvelopmg plans
to imp the and ti of g g and reporting.
OMB is also working with i | ies to address problems precluding

unquslified audit opmlons. which will requme the active involvement of individual
agency le as well We will continue to focus on financisl systems and intemnal control
i ies. For ple, we have issued a series of report? on
lhefmorswbemuderedlndthedmthnmnslbelvuhbkmmenuco\mlmg
standards for Defense’s environmental and disposal liabilities. Also, we plan to further

evaluate Defense’s property and k | sy to d additional corrective

actions to address wulmmes in lccounnng for major asset wegonu on the ﬁnlncn.l
We are also working with the major credit to imp! porting of

Joans and loan guarantees. .

9 Financial M E Consider in Ftimating Eayi | Lishilit

for Removing Hazardous Materials in Nuclear Submarines and Ships
(GAO/AIMD-97-135R, August 7, 1997), Einancial Management. DOD's Lishility for
WMM(GAOIMMD-9&9 November 20, 1997) Emm..l

M(GAOIAIMD—”—.’&Z Decemba |9 1997). lndwmm
DOD’s Liability for Missile Disposal Can Re Fxtimated (GAO/AIMD-98-S0R, January
7, 1998).
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In addition, the coordinated efforts of Treasury and OMB will be required 1o identify and

P for certain g ies, such as the inability to
properly identify and elimi ions b federal entities. We will continue to
ﬁﬂlw w. i for I -'-n id L bk and to i ogl’ in
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QBIECTIVES. SCOPE. AND METHODOLOGY
The federal government is responsible for

preparing the annual lidated fi ial fy and in conf
with the basis of accounting described in note 1;

Y

and g the internal control structure to provide
mmbkmmmmmchudcmlobjmmofmhdenl Managers’
Financial Integrity Act '* are met, which include (1) safeguarding assets against loss
from unauthorized acquisition, use, or disposition, (2) ensuring the execution of
transactions in accordance with laws goveming the use of budget authority and with
oﬁnhwsmdn;ulmmmnmumveadmmdmwﬂeﬁeuonme

idated fi  or that are listed in OMB’s audit guidelines!! and
:ould lnve a mmrnl effect on the oomohdmd financial statements, and (3)

ing, pr ing, and g i wpemnmpupmnnnof
reliable financial and to maintai bility for assets; and

—complying with applicable laws and regulations.

Our objective was to audit the federal government's fiscal year 1997 consolidated
financial statements.

The Government Management Reform Act (GMRA) expanded on the requi of the
CFOAdbynqumllmﬂ\eleonlm)ufedullqmmnnullymdn
d by these agencies.'? Our work was performed

mcbuew«dmmmdeoopumonwnhhlﬁsb:bmwpmmdnobpcum
This work included separate GAO audits of certain material agency components as
discussed below. A significant portion of our work was pesformed at the Dep of
the Treasury, Defense, and Health and Human Services, and the Social Security
Administration. Mwuamnmpmdhmmﬁmm
federal g *s consolidated fi & Mo&cfed-nlmwe

f ll';elym that are i to the lidated finy We

19 The Federal M ! Financial Integrity Act requires agency managers to evah
-uuponmmnymm. ident and the Congress on the adequacy of their internal
ng 5y and what is being done to correct the problems.

1" OMB Bulletin 93-06, Audit Requirements for Federal Financial Statements, January 8,
1993.

12 GMRA suthorized OMB 1o designate agency components that also would receive a
financial statament sudit.

idated Fi ial § of the United States Government; Fiscal 1997



106

General Accounung Uthice Keport

APPENDIX APPENDIX

performed sufficient audit work 10 provide our report on the consolidated financial
internal Is, and pli with laws and regulations.

We separately audited the following material agency components

—We audited and expressed an unqualified opinion on the IRS dial fi |
statements for fiscal year 1997. These financial statements reported over $1.6 trillion of
tax revenue, $142 billion of tax refunds, and $28 billion of net federal taxes
receivable. >

—We audited and expressed an unqualified opinion on the Schedule of Federal Debt
Managed by Treasury's Bureau of the Public Debt. ! This schedule reported (1) $3.8
trillion of federal debt held by the public comprising individuals, corporations, state or
local governments, the Federal Rgserve System, and foreign governments and central
banks, (2) $1.6 trillion of federal debt held by federal entities, such as the Social
Security trust funds, and (3) $246 billion of interest on federal debx held by the public.

—Weperfwmedaudn dures on cash bal intained and internal controls
over the cash pts and disb P d by Treasury on behalf of the
federal government.

We provided the resuits of our work at Treasury to the Treasury Office of Inspector
General for considerstion in its audit of Treasury's fiscal year 1997 departmentwide
financial statements.

—We audited and exp d unqualified opinions on the Dy ber 31, 1997, i ial
statements of the Bank insurance Fund and on the December 31, 1996, financial
staternents for alf of the funds administered by the Federal Deposit Insurance
Corporation (FDIC). '3 We also performed additional audit procedures on FDIC's
balances at September 30, 1997.

13 Finamei . I -
(GAO/AIMD-98-77, February 26, 1998).

[Pr—— . - . .
Schedule of Federal Debt (GAO/AIMD-98-65, February 27, 1998).

13 ﬂmmmummnmmmumzmmmmwmu, March
25 199!) and i jon’

(GAOQ/AIMD-97-111, June 30,1997).
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We also made significant preparations for the fiscal year 1997 audit work, including the
following.

—At the Department of the Treasury, we conducted audits of IRS's financial statements
since fiscal year 1992 and conducted the initial financial audits of the U.S.
Customs Service.

—At the DeMml of Health and Human Services, we worked closely with the IG in
testing Medicare and Medicaid expenditures for fiscal year 1996, which resulted in the IG
reporting an estimated $23 billion of improper Medicare fee-for-service payments.

—At the Department of Defense, we conducted initial financial audits at the military
mwesmnpmodofmanlyﬂn Also hodm;nptoﬂ:eﬁscalym 1997 audit, we

progress in ng ding those related to disbursements,
ies, and property and equip
~—At the Social Security Administration, we fc d our efforts on key areas such as

benefit expenditures, nomputu controls, and actuarial projections.

—At these and other agencies, we reviewed the fiscal year 1996 financial statement
sudits performed by the 1Gs or their contractors and, for certain agencies, assisted in the
development of audit plans for fiscal year 1997 audits.

Agency-level financial smtments and audit reports for the agencies covered by the CFO
Act provide additional i about the operations of each of these entities. For
example, these audits have identified numerous internal control and -ocounung systems

L and i many of which are ial to the or
components. Further, as of the completion of our field work, several ngem:m received
unqualified opinions on fiscal year 1997 fi ial These ies are the:

—Socisl Security Administration.

—National Aeronautics and Space Administration.
—Nuclear Regulatory Commission.

—Department of Energy.

—General Services Administration.

—Department of Labor.

—Small Business Administration.
—Environmental Protection Agency.
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United States Government

Consolidated Financial Statements
for the year ended September 30, 1997

Balance sheet

This shows the op 3
assets of the Government that were ac-
quired under fiscal 1997, and prior year
Mm,andvhd:nmunwuhbku

1o supply G goods
and services in the future. k also shows
the Government's opersting lisbilities
inclading debx held by the public. It in-
chudes some liabilities that have not yet
been funded by sppropristions. The
pet position shown in the statement re-
flects operating assets less liabilities.

The balance sheet does ot include
values for certain assets or future re-
sponsibilities under social insurance pro-
grams such a3 Soaal Secunity and
Medluml"z:l\n‘hdmmdndehnd
not used in general operstions, natural
mmdmeuhldnldyfor
their historical, cultural or artistic sig-
nificance. The balaace sheet also does
not reflect the Government's power to
tax. Deferred msintenance is not
shown this year but will be disclosed in
future years after agencies implement

the new accounting standard requiring
sweh information.

The stewardship reporting section
provides information on the Govern-
ment's future respoosibilities for social
insurance and on the Government’s
land not used in general operations. An
explanation of the nature of the social
insurance trust funds is included in
Note 16 together with information
abowt the receipts, disbursements and
assets of the major social insurance
trust funds. The stewardship reporting
section will be exyuded in lutun

m disclk A 3
nq\ured by recently approved account-
ing standards.

The line item “commitments and
contingencies” is displayed to inform
the reader that a note disclosure is pre-
sented, relating to certain existing con-
ditions, situations or sets of

g Yy as
to possible gain or loss. The amounts
suuddm:mmmmofmmmm
h I risk H L it
umhhlyvh-v.hnmmmumloa
will be incusred.
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United States Government
Consolidated Balance Sheet
as of September 30, 1997
(In billions of dollars)
Assels:
Cash and other monetary assets [Note 2) ......................... 92.7
Accountsreceivoble .. ... .. ... ... .ol 35.2
Loansreceivable (Note ). ..............ooiiiiiiiiiiiiian..s 156.2
Taxesreceivable (Note4) ..............coviviinieiiiinaannnns 28.1
Inventories and related property (Note S) ......................... 209.4
Property, plant and equipment (Note 6). .......................... 1.017.0
Other QSI@ts (NOIB 7] ............iiieniiiiiii, 62.9
TGl OSSBES . ..ottt — '
Uobilities and net position:
Accountspayable (Note 8) ...... ...l 977
Federal debt securities held by the public{Note ) ................. 3.768.2
Federal empioyee and veteran benefits payable (Note 10).......... 22437
Environmental kobiities (Note 11). ................coiaiiiiiaa, 2117
Benefits due andpayable (Note 12)................ooiiiiiininnts ) 777
Loon guarantee kabilities (Note 3). ..............c..oeeneiiiaaes 387
Other kabifities (NOI® 13) . ...t 168.8
Tototfiobiities . ...................... e, 6.604.5
Commitments and contingencies (Note 14}
NetPOSIION . ... i -5,003.0
Total hiabilties and net posiion ...l —_ 16015

The acccmpanying notes ane on integral part of these financial siatements.

of the United States Government, Fiscal 1997
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C lidated ¢ 5

Statement of net cost

This statement shows the net cost
of Government operations for fiscal
1997, which is funded by taxation or
through Federal borrowing. The state-
ment reflects the cost incurred to carry
out the national priorities as deter-
mined by law.

Cost is divided among major fune-
tions, which are the same as in the
budget except that the allocation of
cont to the functions is based on x-
counting standards. Thus, cost are re-
ported on an accrual basis and allocated
differently than ia the budget. For ex-
ample, the cost of pensions and retiree
health benefits are allocated among all
the functions that employ workers
rather than as a nibfunction in the in-
come security function. A description
of each of the functions and the compo-
nent of net cost for the activities in-
cluded in such function is located
immediately following the statement.

The statement contains the follow-
ing three components for each function:
The gross cost of Government opera
tions; the revenues earmed from the pub
lic for goods and services; and the net
cost of Government operations, which is
the gross cost less the revenue earned.

Grass cost

Gross cost includes the full cost of
the functions. These costs may be di-
rectly traced, assigned on a cause and ef-
fect basis or reasonably allocated to the

functioa.

Earned revenue

These are revenues that the U.S.
Government has earned by providing
goods and services to the public at a
price.

Net cost

The act cost of Government opera-
tions is the gross cost less the related
revenues.

ial S of the United States Government, Fiscal 1997



111

Consolidated F s
United States Government
Consolidated Statement of Net Cost
for the year ended September 30, 1997
(In billions of dollars) Groscost  revence  Netcost
Nationaldefense ......................... 2519 184 233.5
Human resources:
Educotion, training. employment
andsocial services. ... ... ...t 46.6 22 44.4
Health. .. ..... ... .o i 125.5 1.2 1243
Medicare............ooeiiiiii e 2077 205 187.2
INCOMBSECUNY. . .....ovviniiiaeninnas 187.9 a8 1791
SocialSecurity. . ........oiiiiiiiiii e 364.) - 364.)
Veterons benefits and services. . .- 36.1 22 33.9
Totol hUMaN resources . ... ............... 9678 349 933.0
Physical resources:
EnOrgy. ... 180 12.8 52
National resources and environment . . 29.1 1.9 27.2
Commerce andhousingcredit .. ........... 867 724 143
Transportation.............. ool 37.4 24 350
Community and regionol development. .. ... 12.2 19 10.3
Total physical resources .................. 183.4 914 920
Net interest:
Treasury securities heid by the public. ... .. 246 - 246.1
Other funciions:
Intemationataffarrs. . ...l 248 53 19.5
General science, space and technology. . ... 16.8 0.1 16.7
AQHCUI® . ..\ eeveeieererieieeaainnes 151 2.5 12,6
Administration of justice. ................... 271 19 25.2
Generaigovemnment . ............ceuuanen. 280 33 24.7
Total otherfunctions ..................... 1ms 13.1 98.7
TO . e e . 1.761.1 157.8 1,603.3

The accompanying notes are on integral part of these financial statements.

of the United States Government, Fiscal 1997
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Net cost functional classification

Nauonal defense mclud:s changes in

I liabilities. The

The of net cost p
information about the cost of the Gov-
erament’s major functions. The objec-
tives of each of the functions are

described below.
National defense

The cost of national defense in-
cludes the costs for providing military
forces to (1) deter war; (2) be prepared
10 engage in war; and (3) preserve the
peace and security of the United States,
the Territories, Commonwealth, its pos-

ions and any area ied by the
United States. Such eom alio include

the armed forces; d dev:lopm‘. acqmr
ing, wtilizing and disposiag of weapon
systems; conducting research and devel-
opment to maintaia technological supe-
non!y over potential adversaries, and
improving cos. and performance of
weapon systems; aad other defense re-
lated activities.

Changes to fiscal 1996 estimates

(In billions of dollars)

Environmental

management and
legacy wastes ......... 433

Pipeline faciiifies . ........ 2.7

Active facilities . ......... 1.4

High-level woste ond 0.1

spent nuclearfuel . ......

Other chonges
inestimates............ 0.4
Total changes in

estimates ............ 477

revised estimates resulted in a net de-
crease of $47.7 billion in environ-
mental Labilities during fiscal 1997,
The accompanying table depicts the
changes in estimate by category.

Human resources

Education, training, employment
and social services

The objectives of the education,
training, employment and social serv-
ices function are to promote the exien-
sion of knowledge and skills, enhance
employment and employment opportu-
nitiet, protect workplace standards and
provide services to the needy.

Health

The cost of health is for promoting
physical and mental health, including
the prevention of illaess aad accidents,
and the Medicaid program. The Medi-
care program is the largest Federal
health program, but by law it is in a
separate subfunction for budget pur-
poses. Also excluded from the health
subfunction is Federal health care for
military personnel and veterans.

Medicare
Medicare is composed of Federal
hospital insurance and Federal supple-
mentary medical insurance. This func-
uon is not further subdivided into
jons. For more inf on
Medicare, see the note on stewardship

Education, training, employment and social services

(in billions of dollars)

Sublunctions
Bementary, secondary and
vocational aducohon .............

Cost not allocated to subfunctions .. .
Total education, fraining.
employment ond social services . .

Earned
Grosscost revenue Net cost

14.5 - 145
7.1 22 49
19 - 1.9
49 - 49
0.9 - 09
163 - 163
1.0 - 1.0
46.6 22 44.4
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ans. Also included are (1) the food

P

tion and workens' compensation;
(3)public mimnc::uh payments; (4)

C (IR -]

Eamed
Grosscost  revenve Net cost

1208 4.5 11463
26 07 R
20 0.1 1.9
0.1 4.1 42

125.5 12 1243

244 12 232
274 - 27.4
364 i 364
155 s 120
n2 29 703
1.0 12 98
187.9 88 179.1

83 09 74
18 - 18
163 0s 158
05 046 0.1
14 02 1.4
7.6 . 74
36.1 22 339
benefits 10 the cldesly and to coal min-
ery; and (5) low- and moderste-income
housing benefits. The cost of Federal
pensions and retiree health benefits are
allocsted 10 other functions.
Social Security
‘The comt of Social Security i for
pay w eligible beneficiaries of the
Old Age and Survivors Insurance and
are collectively referred o as “Social Se-

curity.” The Social Security program is

al § of the United States Government, Fiscal 1997

35



J0

114

the single largest Federal program and
is funded primarily by payroll taxes.
For more information on Social Se-
curity, see the aote on stewardship re-
sponsibility in the stewardship
reporting section and Note 16.

Veterans benefits and services
These programs provide benefits
and services, the eligibility for which is

related to prior military service. In-
¢cluded are veteran's compensation, life

insurance, pensions, burial benefits, edu-

environment. Excluded are the cost for

community water supply programs, ba-

sic sewer systems and waste treatment

plants, all of which are part of commu-
1

. i onal d
niry or regh P progr

Commerce and housing credit

These costs relate to the promotion
and regulation of commerce, housing,
and deposit insurance industries, which
pertain to (1) collection and dissemina-
tion of social and economic data; (2)

cation,training, medical care, veterans £33 PulPeue el 1o pownen
housing and ad peaserof i vo bousing; aad () the o)
the Department of Veterans Affains. ::.:‘I\::d.m' and (3) the Serv-
Physical resources
Transportation
Energy
L Most of these costs relate 1o grants
The ﬁm‘;‘:;’:‘:‘:‘&:",}d‘ to States and oxbers for local or na-
quate sup| 1 en- i transportati
ergy 1o serve the needs of the economy. ﬁny These c;:no;:dl ode: .(l)n w":
ion of facilities; f
Natural resources and “:“-c‘um ° ® e (}'),mm;n_m:
These cost: are incurred for develop luation; and (4) operating subsidi
ing, managing and maintaining the na- for transportation facilities (such as air-
tion's patural resources and ports and railroads).

Energy
(In billions of dollars)
Eomed

Sublunciions Grotscost  revenve Net cost
ENergysupply . ... .ciiiiiiiieions 154 . 1.8 36
Energy corservation. ............... 0.5 - 0.5
Emergency energy preporedness 0.2 03 0.1
Energy information, poficy ond

[{ HON ... .ve i 0.7 - 0.7
Cost not allocated to subfunctions . .. 1.2 0.7 0.5

Tolalenergy ..........cooeuienn. 180 128 52
Natura resources and environment
(In billions of dollars)
Sublunciions Groascost  revenuve Net cost
Waterresources ................... 68 0.1 6.7
Conservation and lond managernent 6.1 09 52
Recrectional resources ............. 246 0.2 24
Pollution control and abatement. . . .. &8 03 6.5
Other natwralresowrces. ............ 25 0.2 23
Cost not allocoted to subfunctions . . . 43 0.2 4.1

Totat natural resources and

erviiorment. . .................. 29.1 19 27.2

ia) Sta of the United States Government, Fiscal 1997



Commerce and housing credit
(In billions of dollars)

Other advancement of commerce. . .
Cost not allocated to subfunctions . ..
Totat commerce and housing credit

Transportation
(In billions of dollars)

116

Eomed
Gross cost  revenue Net cost
30 55 -2.5
56.9 58.4 -1.5
-25 59 84
55 14.1 84
238 -t 353
86.7 724 14.3

Eamed
Gross cost  revenve Net cost

246 .7 29

6.6 0.1 6.5

05 06 -1

02 . 0.2

Cost not aliocated fo subfunctions .. .. 6.5 - 6.5

Totol transportation ............... 374 _ 24 _ 350
Community and regional development

(In billions of dollars)

Eamed
sublunctions Gross cost  revenuve Net cost
Community development. .......... 49 - 49
Areqa and regional development. . . .. 21 0s 16
Disaster retief and inswance......... 46 1.4 32
Cost not allocated fo subfunctions . .. 0.6 - 0.6

Yotat community and regional
't.y .................. 122 19 103

Community and regional on these securities are made by the
development Treasury's Bureau of Public Debr.

These costs relate to the develop- :
ment of physical facilities or financial Other functions
inf; designed to p vi- International affairs
able i jes. Transp ; ion incl
tion facilities developed as integral This (.\mnwn e ud.“du c::mo_l
parws of commx_mity hd”,?m‘ pro- merce and trave! between the United
‘:z ':'n:’o m‘lmm‘;";‘: States and the rest of the world, and
Destes i usuall ey ional N
function unless such aid p the  Promoding imerastional securlty and

ic develop depressed ar-
a3 and is not designed to promote pac- -
ticular lines of business for their own  Oemeral science, space and
sake. technology
. This function includes the research

Net interest conducted by the National Science

Interest costs are primarily the Foundati grams con-

amounts accrued on Treasury securities
held by the public. Interest payments

o lidated Fi

F , all space p
ducted by the National Aeronautics
and Space Administration (NASA) and

1al S of the United States Goverument, Fiscal 1997
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C lidated Fi ial €

general science research supported by
the Department of Energy.

Agriculture
These costs are for pmmoun; the
ic stability of
the nation s_capabd.lty to maintain md

agr P

Administration of justice

These costs include programs to pro-
vide judicial services, police protection,

International affairs
(In billions of dollars)

Sublunchions

International development and
mnommon ossmonco ...........

Intemational financiol progroms. . . . ...
Cost not aliocated to sublunctions . . .
Total intemational affairs. .. ........

law enforcement (including civil
rights), rehabilitation and incarceration
of criminals, and the general mainte-
nance of domestic order. It includes the
provision of court-appointed counsel
or other legal services for individuals.

It excludes the cost of the legislative
branch and police or guard activities to
protect Federal property. The cost of
National Guard personnel and military
personnel who are called upon occasion-
ally to maintain public safety and the
cost of military police are included un-

famed
Gross cost revenue Net cost
10.7 3.1 76
22 - 2.2
51 03 48
38 1.2 26
30 07 23
248 53 19.5

General science, space and technology

(In billions of dollars)

Sublunciions
General science ond basic research .
Spoce fight, research and
supporting aclivities. ..............
Cost not allocated 1o subfunctions . ..
Toldgenud;denco space
and technology

Ammwmt....

Eomed
Gross cost revenue Net cost
38 - 38
123 ol 122
0.7 - 07
16.8 0.1 16.7
tamed
Gross cost revenve Net cost
10.6 22 84
s 03 32
10 - 10
151 2.5 126

ncial § of the United States Government, Fiscal 1997



der the national defense function rather cluding legislative and executive activi-
than this function. ties, and provision of central fiscal, per-
sonnel and property activities. All

eral activities reasonably or closely associ-
General government ated with ocher functions are included

These conts include the general over- i those functions rather than general
head of the Federal Governmeat, in- government.
Administration of justice
(In billions of dollars)

Eomed

Sublunciions Gross cost revenus Net cost
Federal iaw enforcement octivities. . . 13.2 11 121
Federal litigative and

' i ivities .. ... ... 59 - 59
Federal corectional activities .. ..... 33 03 3.0
Criminal justice assistance........... 13 04 09
Cost not allocated to subfunctions . .. 34 0.1 33

Tolal administration of justice. . ..... 271 19 252
General government
(In billions of dollars)
sSublunctions Gross cost  revenve Net cost
Legisiative functions. . .............. 1.2 - 1.2
Executive direction

monagement. ............... 03 - 03

Central fiscal operations . ........... 83 22 8.1
General property and records

management. .. ...... 10.1 03 98
Central personnei monagement . 0.2 - 02
General purpaose fiscal assistance 03 - 03
Other general government.......... 0.9 0.1 08
Cost not allocated to subtunctions . . . 8.7 07 60

Totol generolgoveryment . ........ 280 _ 33 247

Consolidated Financial § of the United States Government, Fiscal 1997
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Statement of changes
in net position

The statement of changes in net posi
tion reports the beginning net position,
the items that caused net position to
change during the reporting period and
the ending net position. k shows the net
con of Government operations, reve
aues generated principally by the Gow
erument’s sovereign power 10 tax, levy
duties, and assess tines and penalties, a3

revenue, which consists of taxes and
other revenue that the Federal Govern
ment gencrates under its governmental
powers or receives by donation.

Other camed revenue

Orher earned revenues are exchange
revenues from the public with virtually
no con associated with these earnings.
These items include revenues from s
trum auctions and rents and royalties on
the outer continental shelf lands.

U iled tr

well as any adj an:
ciled ions that affect the net posi

uom.

Net cost of Government operations

Unreconciled transactions are adjuse
meats made to balance the change in net
position.

Net cost of Gove pera Net position-beginning of period
is the cost of operations reported in the The amount is the net position re
Ratement of net cort. ported as of the beginning of the fiscal

‘ year.

Revenues: financing sources
from non-exchange revenue Net position—end of period

The main financing source for the This is the amount reported as net po
net cont of operations 1s son-exchange sition on the current year’s balance sheet.

ial St: of the United States Government, Fiscal 1997




United States Government
Consolidated Statement of Changes in Net Position
for the year ended September 30, 1997

(In billions of dollars)

Net cost of Govemnment operations. . . . 1,603.3

Less:

finoncing sowces
from non-exchange revenues:

ndividual income tax and
tax withholdings . .................. 1.247.5

Corporationincome faxes ........... 1798
Unemploymentiaxes................ 278
Excisetaxes........................ 558
Estoteand gifitaxes. ................ 19.7

Customsduties ..................... 200

Total non-exchange revenues. . ... .. 1.576.7
Other eamedrevenues. . ............ 1.4

Excess of cosis over revenves .,
before unreconciled ransactions. . .. -150

Unreconciled transactions affecting
_the change in net position {Note 15) . 12.4

Net position-beginning of period . . . . -5,000.4

Net position-end of period. ......... _-50030

The accomponying notes are on integral pan of these financial statements.
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Notes to the Financial Statements

Notes to the Financial Statements

for the year ended September 30
Note 1. Summary of C. Direct loans
significant accoun icies  and loan tees
ting guaran
A. Reporting enti Direct loans obligated and loan guar-
The hid lﬁty.lm_ antees committed after September 30,
1991, are recorded based on the present
ments include the financial status and ac- value of net cash 3 i
tivity of the executive, legislative and lllﬂlli!o:“dﬂh‘n Dm
judicial branches of the U.S. Govern- loans made pri Of guarantee 991
ment, inchuding those Government cot- may be pnorllwﬂlcthnhu,l.l g
prmdm;ymddnl:&rd value method or the all 'mbfh-
method fthe outstaading peincipal re-
Iindqn&nnUSGmmeu
ties inchided snd entiies exciuded from  310%d by m allowance for une
these comsoliduced financial o e sl e b ol
. not
Foc the pusposes of this documenn. in ful. Lisbliies rélated 10 loun guaraa -
USS. Government. The fiscal year of the 2253 comminied prior to October 1,
199, nlybemddudzdnyu-
!J.S.Gmuu_ ends September 30. ::‘;‘d $0d o¢ the all
have been eliminmed in (lh:mdquen
oy mates will more likely then not require
except as described in Note 15. of cash to pay
B. Basis of accounting poraastanthls b
The consolidated financial state- :
ments have been prepared in sccordance D. Taxes receivable
with Form and Content guidance speci- i ® ori i
Ged by the ol vy JTI?NT;‘H‘ pnnn'lywn:.

. s agreed that the amounts are owed or 3
(FFAS). Under this basis of accouat- court has determined that the assess-

. L4 y are recogis mets are owed. Unpaid assessments
'hmﬂddmt: where (1) aeither taxpayen aoc s court
::"““ﬂﬂ"‘ :‘-"d‘ﬁ"‘d have agreed thet the amounts are owed

is of accounting,. Remirances of noa- usessments); sod (2) the

. e recoga when Government does ot expect

" related = are rec- collections due o factors sach s the tax-
°"'”‘n m I.bl iml "“‘I 2 payer’s death, or
olnonc:hnpm::el recog cial sk m,;ﬂhﬁm.
" are - sustements. Tuxes recer are re-
ﬁ#m“m’n' paudmdndl:kvlnuhﬂh

ge revenucs are d portioa of the taxes receivable
when earned. This basis of accounting deemed uncellectible.
differs from the basis of accounting wed wbe
e gt ot s E lnventories and
ssadards will be eective epueding & FCLated property
couating for property, plant and equip- . Inventories generally are valued =
cost accounting, historical cost or & an
and stewardship report- first-in-firt-out, weighted average and
ing. The impact of these standards on moving sversge. The value of inventory
lidated fi 1 E] bheld for repair is reduced by the esti-
currently being reviewed. mated repair cost. Excess, obsolete and
Coasolidated Fi
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Notes to the Financial Statements

unserviceable inventories are valued at

estimated net cealizable values.

F. Property, plant and
equipment

“Property, plant and equipment”
(PP&E) are recorded using
price, replacement cost, randard cost
and other scceptable methods. Defense

which mont

of:hel’?&.!’..mnmcurmdydepreu
ated. D and ex-
pense, 'luchapphnmmhul’?&i,
except tand and limited durstion land

nghts and construction in progress, are

noopmdunnbenm;ht—

ity, typically safe containment, is re-
corded.

1. Contingencies

Liabilivies are recognized on the bal.
ance sheet when:

¢ 2 past transaction or event has oc-
; and

* a future outflow or other sacrifice of
is probable and ¥
The estimated contingent liability
may be a specific amount or a range of

amounts. If some amouat within the

range is 3 berter entimate than any other
amount within the range, that amount
is recognized. i no amount within the

line method over the assets
useful lives. The Government Manage-
mlldomlmdoanauqmnthz
branches to re-
pontharﬁnnadmfmmto
Treasury, therefore most PP&E in use
by those entities is not inchuded in these

G. Retirement programs

“Pension expense and retirement
health benefits® and relsted tiabilities
are recorded during the time that em-
ployee services are rendered. The liabili-
ties for defined benefit pension plans
and retirement health benefits are re-
corded at estimsted actussial present
value of future benefits, less the emi-
mated actuarial present value of normal
cox contributions made by, snd for cov-

employess.

H. Environmental liabilities
“Environmental hishilities” are re-
cuded - dn emnndcnrum cost 1o

up
only the estimable portion of the Liabil -

range is a better estimate than any other
amount, the minimum amouat in the
range is recognized.

Connn;nm t lisbilities that do not
meet the above criteria for recognition,
but for which these is a reastnable possi-
bility that 2 loss has bees incurred are

For the fiscal year ended September
30, 1997, the amount of loss contingen -
cies was not available therefore, the
amounts stated bere represent the maxi-
mum theoretical risk exposure. How-
ever, it is not likely that the maximum
loss will be incurred.

J. Social insurance

A liabiliry for social insurance pro-
grams (Socal Security, Medicare, Unem-
ployment Insurance, Railroad
Retirement and Black Lung) is recog-
:::dforanympudmwnudmnol

K. Related party transactions

The Federal Reserve Banks (FRBs),
which are not part of the reporting.en-
tity, serve a the Federal Government's

lion of Federal debx securities held by
the public & of September 30, 1997.
FRB carnings that exceed satutory
amounts of surplus established for the
Federal banks are paid to the Federal

ial § of the United States Govermment, Fiscal 1997




G and are ized as non-

xchange revenue and totaled $19.6 bil -
lion for the year ended September 30,
1997. The primary source of these earn-
ings is from interest earned on Federal
debx securities held by the FRBs. .

FRBs issue Federal Reserve Notes,
which are the circulating currency of
the United Stazes. These notes are collat-
eralized by specific assets owned by the
FRBs, typically U.S. Government secu-
nities. Federal Reserve Notes are backed
by the full faith and credit of the
United States Government.

The Federal Government does not
puarantee payment of the Liabilities of
G d ises such

as the Federal Narional Mortgage Asso-
ciation of the Federal Home Loan Mont -
goge Association, which also are
excluded from the reporting entity.
Note 2. Cash and other
monetary assets

Cash and other monetory ossets
as of September 30

(In billions of dollars)
Cosh be'ore

ey Gae ... 921

Cash

Cash in the amount of $45.7 billion,
consists of: (1) U.S. T
‘dutheFedeannf.rnU
ommndm;chuh S.Tmry
in special d a that bold

the proceeds of certain tax
knovnntth.S.Tnuuryp'm
Loan Note accounts; (3) funds held out-
side of Treasury and the Federal Re-
serve by authorized fiscal officers or
agents; (4) monies held by G

123
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firmed depoms nnd mh mmfen. and
(5) time

The US. Govemmv. maintains for-
mal arrangements with numerous banks
to maintain time deposits known as

P ing bal These bal
compensate the banks for services pro-
Vlded 1o the Federal Government, such

bal

lor the collection of public monjes.
Gold

Gold is valued at the statutory price
of $42.2222 per fine troy ounce. As of
September 30, 1997, the number of fine

troy ounces was 260,914,524.931. In the
&calymmdad&ptmhu!o 1996,
gold was valued using market value,
which represented the price reported
for;oldontheLandpnFm;.The

market value of gold as of the reporting

date is $332.10 per fine troy ounce.
Gold has been pledged as collsteral for
gold centificates issued to the Federal Re-
serve banks totaling $11.0 billion (see
Note 13).
Doemestic monetary assets

“Domestic manetary assets” are
composed of liquid assets other than
cash that are based on the U.S. dollar in-
cluding coins, silver bullion and other

coinage metals. These items tocaled $0.4
billion.

International monetary assets
“International monetary assets” are

compoard of liquid assets that are de-

nommnedonnbuuodnrlhn!h

Monetsry
Fund (IMF), which have 2 U.S. dollar
equivalent of $10.0 billion calculsted ca
-va;hud-mged dexd:npmulot
:ounmu.T:vll\aollSDR'-
$1.36521; a3 of September 30, 1997.
SDRs have been-pledged as collateral
for borrowing from the Federal Reserve
banks. This lisbiliry totals $9.2 billioa
and is included in Note 13. These asaets
also include the U.S. reserve position in
the IMF, which has s U.S. dollar equiva-
lent of $14.0 billion, and foreign cur-
mcymdah:rmnryuuu

d in foreign

:olltcung and disbursing officers, sgen
cles’ undeposited collections, uncon-

. Inter-
'nmonalmonﬂnrymhveuus dol-

lar equivalent of $35.6 billion.
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Note 3. Loans receivable
and loan guarantee liabilities
Loans receivable

The Federal Government is the na-

tion's largest source of credit and under-
writer of risk. In 1990, the Federal

The major programs funded through
the Rural Housing Insurance Fund Pro-
gram account are: very low and lowzo-
moderate income home ownership
loans and guarantees, very low income
housing repair loans, domestic farm la-
bor bousing loans, housing site loans
and credit sales of acquired property.

Credit Reform Act was enacted 1o im- Loan programs are limited to rural ar-
prove the &dmﬂmfl“" W“m‘]!l:‘d cas that include towns, villages and
anag progs o other places that are not past of an ur-
primary focus of the Act is to provide ban ares. The majority of these loans
an accurste messure of the long-term mature in excess of 25 years and are se-
coms of both direct loans and loan guar- cured by the property of the borrower.
antees and to recognize these costs st o .
to coun-
The Direct Student Loan program, tries in support of U.S. efforts vo pro -
entsblished in 1994, offers four types mote stability and U.S. security
ducation loans: Seafford, Unsubsidized h n gic regions of the
dation. Evidence of finsncial need is re- L
quired for » students to receive guarantoes
three loan programs are available to bor-  tioa (FHA) mOrgage wasur -
rowers s all income levels. These loans 1o encourage lenders to make
N credit availsble to expand home owner-
usually macure 9-13 years after che su ship. predominstely serves bor-
dent is no longer earolled and are unse- rowers that the coaveational
cured. oot sdequately serve: first time
Rural electrificstion and telecomamm- e buyers, i h :
nications loans are for the construction ::h_‘ of e
and operation of generuting plants, elec- ederal Family Education
mehﬁehmunynm- the Guaranteed Student Loan
age matusity of grester than 20 years was emablished in 1965. Like i
and are usually secured. Seudent Loan program, it also offers
Loans receivabie as of September 30
Allowance ASowonce
— Gross losses for subsiily Net
(In billions of dollars) receivables | (pre-1992) (posi-1991) receivables
Student loah programs ... .. . 420 14.4 0.1 273
R .. 83 s - 705
Rural housing insurance 229 74 - 13.5
Economic assistance loans 125 5.1 - 74
A
v SR 107 15 06 86
Other loans receivable.. . . .. _ 1022 180 83 759
Total loans receivable. . . . . 218.6 51.4 9.0 156.2
! Inchudes reluted ieres

d Fi ial § of the United States Government, Fiscal 1997




toan g as of Septemb

(In billions of dollars)

Federal Housing Admnistration . . . ..
Federal Family Education ..........
Veteran housing benefits. ..........
Al other loan guarantees ..........

Tototloan guarontees . ...........

four types of loans: Scafford, Unsubsi-

dized Szafford, PLUS for parents and

o aran bousing benefzsprovide
‘eteran housing benefits provide par-

tial of residential
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30

loans issued to eligible veterans and serv-
icemen by private lenders. The guaran-
tee allows veterans and servicemen to
purchase a home without a substantial
down payment.

er Joan guarantees include Small
Business Administration loans to minor-
ity businesses, Export-Import Bank
loans to promote U.S. exports, and the
Farm Service Agency for farm owner-
ship and emergency and disaster loans.

Note 4. Taxes receivable

Taxes receivabie
as of September 30

(In billions of dollars)

Gross Federal
tax receivables.

Allowance
for doubtful amounts. . ... 62.1

Federai tax receivabies,

net i

“Net taxes receivable” are based on
projections of collectibility from a statis-
tical sample.

d Fi

Face
valve of loan
' loans guaranteed - habiiity
454.5 4470 13.1
9.0 99.0 9.9
198.0 9.4 41
125.3 97.0 9.6
8768 7124 367

Note 5. Inventories

and related property

I Io'e:; and

re property

as of Seplember 30

(In billions of dollars)

Operating materials

gr?rd stli?:gpﬁes ............ 161.8

Stackpile materials. . . ... .. 418

Inventory heid for sale. . . .. 1.7

Foreclosed property . __... 13

Commodities ............ 04

Seized monetary

mstruments. . ........... 0.2
Forteited property . . ...... 0.2
Other related property 20

Total inventories

ond reiated property. .. 209.4
“Inventories and related properties”
consist of the following categories, net

of allowance:

o “Operating ials and supplies.”
which are comprised of tangible per-
sonal property purchased for use in
normal operations.

® “Stockpile materials,” which are stra-
tegic and critical materials held due

to statutory requirements for use in
national defense, conservation or na-
tional emergencies.

“Inventory held for sale,” which is
tangible personal property held for
sale net of allowances.

of the United States Government, Fiscal 1997
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“Foreclosed property,” wh1Ch in-

Note 6. Property, plant

cludes assets received in and equipment
of a loan receivable or as a result of
. Certain types of fixed assets are not
payment of a claim under a guaran- ted 1
. ! reported as *property, plant and equip-
teed or insured loan (excluding com- ment” or elsewhere on the b:hn::l P
modities acquired under price sheet, These include narural o
support programs). dship fesources,
“Commodities,” which are items of llections and library coll
commerce or trade having an ex- FASAB standards are addressing the is-
change value used to sabilize or sup - mohhueunreponadum Future
port market prices. o : I'na“yd
. . . report them as supplementary stew:
Seized monetary instruments, ship information. Land not used in con-
which include only monetary instra- 1 1yion with the production of goods
ments. Ocher seized propeny, includ- and services is disclosed in the steward-
ing real property and tangible rting section under steward
property, are for  ghip land. In future Financial statements,
in EENCy property madgagement re values will be removed from the bal-
cords until the property is ‘°"‘“°d~ ance sheet for national defense “prop-
or otherwise liquidated. erty, plant and equipment” and che
“Forfeited property,” which is com- mfldlhpnpom;mdrhcﬁ-
prised of (1) 4 aancial will
intangible property, real property include information about these meu
and tangible personal property ac-
gmrezlz )thmd- forfeiture Pm- Note 7. Other assets
ings; (2) property acquired
Government to satisfy s tax liability; Ofher assefs as of September 30
and (3) unclsimed and sbandoned -
merchandise. (In billions of dollars)
“Other relaed properry,” whichin-  AQC®Ond u2
cludes all other related property not "
inchuded above (such a3 property ac- st N4
q““)"‘““"““‘ eulicary buse clos- Other.........ovnnen... 273
e Tolal other assets. . ... 629

Property, plant and equipment as of September 30

(n billioas of dollars)

Costor Accumuiated
other depreciation/
bashs amorftzation Net

2815 642 273
637.1 1.6 6355
1107 37 770
6.6 03 43

14 0.4 10

20 10 10
24 - 24
56.5 - 56.5
1.118.2 1012 1.0170

ial § of the United States Government, Fiscal 1997
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“Other assets” consist of advances and received, and for services rendered
and prepayments, securities and invest- by other than employees.
ments and other assets of the U.S. Gov-
;:rcl:\gr_n not othherwise das:iﬁed.f Note 9. Federal debt securities
rities are shown at cost net of unam- :
ortized premiums and discounts. held by the public
Note 8. Accounts payable Definitions of debt are as follows:
“Accounts payable” are amounts ¢ *Gross Federal debt” includes Fed-
owed for acc interest on the public eral Government debt, whether is-
debt, goods and ather property ordered sued by Treasury (pubhc debt) or by

other agencies (agency debt). Gross
Accounts payabie as of September 30

(In billions of dollars)
Depariment of the Treasury .. 48.6
Deporiment of Defense. . . . . 17.4
US. Postal Service............. .. 48
Deportment of Veterans Affairs 31
National Aeronoutics and Space Admmcsiranon 30
Office of Personnel Monagement . . 28
Department of Agricutture ....... 25
Department of Health and Human Services. . 2.5
Allotherdepartments .................... .. 150
Total accounts payable . ...........c.oveiviiiiienieninn.. 97.7
Federal debt securifies held by the public as of September 30
(in billions of dollars) e e
Treasury secuttites:
Marketable securities. . ..................... ... 34398 6.668%
Non-marketable securities. . . . 1.967.7 7.235%
Non-interest bearing debt. . 5.6
Total Treasury securities . .. ...................... 5.413.1
Plus: Unamortized premium
onTreasurysecurities ........................ 20.2
Less: Unomortized discoum
on Treasury’ secunil nes ....................... 78.2
To?d 1roosuy securitie
et of unornoﬂued pvemlums ond discounts. . .. 5.355.1
Agency securities:
Tennessee Volley Authonty 27.4
U.S. Postad Service 39
Al other ogencies. 1.9
Less: Unamortized net discounts .. 0.5
Total agency securities . .. .. .. 327
TotalFederaldebt..........................l 5.387.8
Lo eroasrenmricinoding.
ond discounts ... ..., 1.619.6
Totat Federd debt secumios
heid by the pubi 3.768.2

Types of marketable securities
Bills: Shortterm obligations issued with 2 term of 1 year or less.
Notes: Medium-term obligations issued wich 2 term of at least 1 year, but noc more than 10 yean.
Bonds: Loag-term obligations of more than 10 yesrs.

Consolidated Fi ial S of the United States Government, Fiscal 1997
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ntal holdi : Fed

i debt securities

held as Investment by Govommom accounts

as of September 30
(In billions of dollars)
Hokdings over $100 biflion:
Social Secuny Administration,
Old Age ond Survivors INSWranCe . . .........ovieieineenn.. 567.5
Office of Personnel Management
Civil Service Refirement and Disability. . ...................... 4221
Dopa1ment of Defense, Militory Retirement. . .................. 126.0
of Health and Human Services.
Hospnal hsuvonce Fund.......oo 116.6
SUDIOIAL . it e e 1,232.2
Holdings over $15 biliion:
Social Security Administration, Disability Insurance Trust Fund . . . . . 63.6
Deportment of Labor, Unemployment. . ...............cooeaes 61.9
Federal Deposit Insurance Corporationfunds . ................. 37.4
R T b s
Department of Transpiortation, Hnghway TrustFund.............. 223
Rairood Retirement Board. . 19.2
Office of Personnel Monogemoni, Employeaes Life insrance. ... . 180
Deportment of the Treasury. Exchange Stabilization Fund........ 155
Subtotal ... 272.4
Otherprogramsandfunds .......................oiiia... 1028
SUDIOIO L. ee e e 1.607.4
Pius: Unamortized net premiums. ... ......ooeeeeorneenn...... 122
Total infragovemmentaiholdings . ........................ 1.619.6

Federal debu is either held by the funds. For more information on trust
public or by U.S. Governmeat eati- funds see Note 16. ntragovernmental
Ues. holdings have been f.l.umnaxed in con-

+ “Debr held by the public” includ lidation for fi 1 presen-
Federal debt held ouside the U S. tation purposes.
Government by individuals, corpora- Securities that represent debr held
tions, Scate or local governments, the by the public are primarily issued by
Federal Reserve System, and foreign the Deparvment of the Treasury and in-
governments and central banks. clude:

® “Intrsgovernmental holdings” are * Interest bearing marketable securi-
comprised of Federal debt held by ties: bills, notes and bonds.
Government trust funds, revolving
funds and special fuads. * Interest p bearing non-marketable secu-
“Federal debx held by the public™ fities: loreign government senics,

amounted to $3,768.2 billion at the end State and local govenment series, do-

mestic series and savings bonds.

of fiscal 1997. The table on debt held by
the public reflects information on bor-
rowing to finance Government opera-
tions. Debt is shown at face value with
unamortized premiums added and un-

Intragovernmental holdings repre-
sent that portion of the total Federal
debt securities held as investments by
Federal entities, including major trust

® Non-interest bearing debt: matured
and other debe.

As of Seprember 30, 1997, most Fed-
eral debe (85,328 billion) was subject to
1 statutory limic (31 U.S.C. 3101),
which was $5,950 billion. The debt sub-
ject to the limit includes debs held by
the public and intragovernmeatal hold-
ings, less most debx of Federal agencies,
the Federal Financing Bank debt and
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miscellaneous debt, and the unamor-
tized net premiums on intragovernmen - Federal .mmee and

. . eferan be payable
tal holdings, plus unamortized net v
discounts on public issues of Treasury as of September 30
:::m:; l;'onds {other than zerocou- (In billions of dollars)
Note 10. Federal employee Chvillan employees:
and veteran benefits payable PENSIONS .. ..o.eeene . 9772
The Federal Government offers its Health benefits. .. ........ 1589
employees, both civilian and military,
retirement benefits, life and health insur-  Otherbenefits ........... 2
ance, and other benefits.
. Total Federal l
The Federal Government sdminis- Deneis oY 11453
ters more than 40 pension plans. The
largest are administered by OPM for ci- Milltary smployees:
vilian emaployees and by the Depan- . .
ment of Defense (DOD) for military Pensions ................ 6417
personpel. The Federal Government i
bas both defined benefit and defined B BONORE ... ... 1974
contribution pension plans, although
the largest are defined benefit plans. Healihbenefifs........... 2180
Civilian employces Other benefits ........... 213
Pensions Total mililary benefits ....  1,078.4
The hﬁbyuvﬂnn pe.:lion planis 'Iootgld Fod':g\ ployee
administe; OPM and covers ap- Vo 7
proximately 90 percent o all Federal benefits payabie . . ... 2.243.
Change in actuarial d pension fabliity
and components of related exp
.. Civiian Millary
(In billions of dollars) empioyess' emplayees
A Saamber B To9 Y 3 _e2ss
Pension expense:
NomolCcosts ... ...t 19.7 na
interest on unfunded ablity. . .................. 630 40.}
Actuariot goins [-)Aosses .. ............ceannn... -10.5 -5.0
Total pension expense. 722 46.2
Benefitspaid.................... 413 -30.3
A o e promber BT . 922 _ea7
! OPM only.

Significant assumpiions used In dohrmlnlng the pension labiiity

and the related expense include:
Civilan Milary
empioyees employees
Rate of nterest 7.00% 6.50%
Rate ol infiation . 4.00% 3.50%
Projected solory increases. . .................. 4.25% 4.00%

Fi i of the United States Government, Fiscal 1997
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Chgngo In uccmog post-retirement health benefits liabllity
an ponents ioted exp

(In billions of dollars)

Actuarial -retirament health fits .
Kabiiity, cp:gf September 30, 19%6. .. ..

Posi-refirement heaith benefis expense:

Actuarial goins (-)/losses .............

Total -retirement
bene

fit experse.............

_lws 2103
..... 55 52
..... 10.5 143
..... - 49
..... 160 14.6
..... -5.7 4.9
..... 189 _2180

Significant assumptions used in determining the post-retirement health
benefils liabiilly and the related expense In'cludo

Civillan Miory
RO Of INtOMBSt. ... oeeeeeoeeeeeeeannn, " 7.00% 675%
Rate of health careinfiation . . ................ 7.00% 2.50-8.00%
cvilian employees. It includes two com- are considered part of the Federal debe
pouents of defined benefits: the Civil held by the public rather than Federsl
Service Retirement System (CSRS) and d:btheldbytthanmmmFE&S
the Federal Employee’s Reti Sys- ibute up to 10 per-
tem (FERS). The basic benefit compo- untofduubnepaymlhephn,
nents of CSRS and FERS are financed which is matched by the Government
and opersted through the Civil Service up to 5 percent. CSRS employees may
Retirement and Disability Fund contribute up 1o 5 percent of their base
(GRDF).ﬁ?kDFmonium;eumed psy with no Government match.
primarly from empleyers WL The Thrifc Savings Plan’s tocal -

hmdmdmmmonmvmnumlid-
eral debe securities (see Note 16, under
CSRDF, for further discussion).

The Federal Retirement Thrift In-
Board is an independent Gov-
eroment agency that operates the Thrifc
ings Plan. The fund's assets are
owned by the Federal employees and re-
tirees covered by CSRS and FERS. For
lhumnon.theﬁmdnududcdfmm

md the fund'’s holdings of Federal debt

vestment, a3 of September 30, 1997, was
$51.5 billion. Investments include U.S.
G Loat] -

($24.8 billion), which are included ia to-
tal Federal debe securities held by the
public in the balance sheet.

Health benefits

Civilian retirees pay the same insur-
ance premium as active employees ua-
der the Federal Employee Health

Benefits Program (FEHBP). These pre-
miums cover only a portion of the

ial § of the United States Government, Fiscal 1997



costs. Although the Government contri-
bution for the premiums of active em-
ployees in FEHBP is paid by the
employing agency, the Government
contribution for civilian retirees is
funded through appropriations.

Other benefits

The Federal Employees Group Life
Insunnot program is largely funded by
The

1

Me mnnoe program finances p:y-,
ments 1o pnme insurance Cﬁmpﬂl“
for Federal employee’s group life insur-
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death resulting from service
disabilities, if not in active dury.
Burial benefits include a burial and
plot or interment allowance payable for
a veteran who, at the time of death, was
emtitled to receive compensation, pen-
sion or whose death occurred in a VA
facility.
Health benefits
ents are entitled to health care in mili-
tary medical facilities if the facility can
provide the needed care. Until they

ance and is administered by OPM. reach age 65, military retirees and their
. also are entitled to health
Military employees care financed by the Civilian Heakh
(including veterans) and Medical Programs of the Uni-
. formﬂdSerku(CHAWUS) No pre-
Pensions mmuchnr;edfor
The DOD Military R fi mhu:ﬁnemdedumbh
Trust Fund accumulates (nnds in order and copayment requirements. After
to finance liabilities of DOD under mili-  they reach 65 years of age, military retir-
tary retirement and survivor benefit pro- ees are entitled to Medicare.
Eamnnzhndwdam
nefits for military personnel and their The costs for military retiree health
survivors.. care include costs of buildings, equip-
The military mmt:ysumnp- ment, educstion and training, staffing,
Phﬂw‘hh‘\ , Navy, Marin ions and maintenance of military
and Air Force. -mmn-ﬁ-ndnr medical treatment facilities. They also
non-conmbuloz , defined benefit plan. consist of claims paid by CHAMPUS
k includes nof bility retired pay, dis- | 4 he ad ion of the
ability retired pay, retired pay for re- progr
serve service and survivor annuity
programs. Other benefits
.Compensation and burial benefits VA insurance inchudes the follow-
Veterans com ion is payable as ing programs: United States Govern-
a disability or a survivor's bene- ment Life Insurance, Nstional Service
fit. Entitlement to de- Life Insurance, Veterans Insurance
mmmm Indemnities, Veterans Special Life Insur-
mcurndm. .ﬂ.h vated during active ance, Veterans Reopened Insurance,
while oa duty or Service Disabled Veterans Insurance
and Servicemen's Group Life Insurance.
m:mcompom:gancnd The Nationsl Service Life
as of Seplember ‘was established in 1940 for the World
War Il servicemen and veterans and re-
i dollars] mndopenunnll”l Oh.heonpml
(In billions of ) 22 miillion policies issued,
Velerans. ............... 1585 mely? ““""" remaio. U ‘:"h_
SUVIVORS . .. .oeeeeninnn arnt Mwmm
Burial benefits .. ......... 18 Vi Special Life L was
" blished in 1951 for servi who
Total veterans served in the Korean War and the post-
onefits Korean period through 1957. Approxi-
_______________ 1974 mstely 800,000 policies were issued of
""" = which, 252,300 remain.
Consolidated Fi ial § of the United States Government, Fiscal 1997
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Note 11. Environmental
liabilities

Envirconmental iabiities
as of September 30
(In billions of dollars)
Envi’ontmtd' and
legocy waste .. ........ 1413
Defense: cleon-up cosis .. 78
" Active fociities .......... 207
Pipeiine fociities ... .. 88
HighJevelwaste ... ..... 8.7
RS - S 6.4

TR 217

mental restoration, nuclear material and
facility stabilization, and waste trear-
ment, orage and disposal activities at
each installation. It also includes costs
lorrehwd-cuwusnu:hashndbrdre
ilities, p
and legally pra:nbed grant for partici-
pation and lo::mdn by Native Ameri -
can tribes, and regulstory agencies.
“Active hﬂ.lma
mnedmmn cons for those facilities
that are
bu 'I“ dnluuly nqmn uahhmon.
and d

Pm,ecu':dnom&lnbduy

ﬁontheemm&pnﬁnmpmpcu
noun:h&dur

e

* Large sorface water bodics
:emcﬂ-dcam.n(.:;)-

. Mmmm

During World War II and the Cold
'u.dnUnudSua&nhpdnm . Soneqnmlndnrmul(nch
plex to pro- s uranium hexafluoride).

Mmdmmlnrvnp.ou.m
suclear weapoas complex included nu- Note 12. Benefits due
clear reacton, chemical build- and
ings, metal machining plants, paysble
e et e o S Ond
are the costs removing, as
mnmqﬁl::/oriqn-'qdhmd-
ous wase the properties. “Eavi- .

liabilities,” as used in this (In billioas of dollars)
:::;qpl'uonly_wchnqm -~

ederal known o re- Federal Oid-Aq
sukt in hazardous wasee, which the Fed- mmﬁo ..... 2.1
eral Government is required by Federal,
State or local starutes, snd/o¢ regula- Federal Hospital
tioas that have been approved as of the (Medicare, Part A) . ... 169
balance sheet date regardless of the effec-
e ol e SR
The DOD is respoasible for cleaning
up and disposing of b ‘h Federal
in facilities it op or d dical
a0d has recorded 2 $27.4 billion lisbility {Medicare, Part B). ... 105
for these costs. DOD bas not curremtly
tecorded any liakility for aatioaal de- murance. .............. 62
fense assets (primarily disposal of
submarines) and ammunitioas (primar- due and payable.. ... .. . 19
ily hazardous maerials).

. Total benefits
“Environmental mansgement and ond payable. . . ... 4
legacy wastes® include costs for environ-

ial S of the United States Government, Fiscal 1997



These amounts are benefits owed to
the recipients or medical service provid-
ers of the above programs as of the fis -
cal yearend but not yet paid. For a
description of the programs, see the sup-
plemental information in Section 4, un-
der Social Security and Medicare.

*Other Benefits due and payable” in-
clude unemployment benefits, Black
Luag benefits and Railroad Retirement
pension benefits.

Note 13. Other liabilities

Other liabiitties

as of Seplember 30

(In billions of dollars)
Deferredrevenve. ....... 272
Contingent ligbilifies. . . ... 169
Exchange.

Stabilization Fund. ...... 15.9
Insurance programs. .. ... 14.6
Accrued wages

andbenefits .......... 128
Advances from others. ... 6.8
OMer .. oiieienaennenns 74.6

Total other liobiities . . . . . 168.8

“Deferred revenue® is revenue re-
ceived but not yet earned. “Contingent
liabilities” are the estimated value of
probable losses. *Exchange Stabiliza-
tion Fund” includes SDR certificates is-
suedlo!hchduthﬂembmhmd

ions from the 1 ional Mone-
tary Fund. “Insurance program” liabili-
ties include bank deposit insurance,
guarantees of pension benefits, life insur-
ance, medical insurance and insurance
against damage to property (home,
crops and airplanes) caused by perils
such as flooding and other natural disas-
ters, war-risk and intolvency. “Accrued
wages and benefits” are the estimated Li-
ability for salaries and wages of civilian
and commussioned officers that have
been earned but are unpaid, and
amounts of funded annual leave and
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other employee benefits that have been

earned but are unpaid. “Advances from

others” are amounts received for goods

and services to be furnished. “Other” li-
abilities include gold certificates issued

10 the Federal Reserve banks, other actu-

arial Liabilities, deposit funds and sus-
pensc accounts.

Note 14. Commitments
and contingencies

The Federal Government's commit-
ments and contingencies include long-
term leases, loan and credit guarantees,
and deposit and pension insurance.
They do not include commitmens for
long-term procurements.

FASAB standards require disclosure
of contingencies when a loss is consid-
ered 1o be more likely than not, but less
than probable, and when the amount of
possible loss can be reasonably esti-
mated, or when the loss is probable but
the amount is not measurable.

For the fiscal year ended September
30, 1997, the amount of possible loss
ies was not available for con-

fore, the
smed here represent the maximum

1 risk H L it is
aot likely that the maximum loss will
be incurred.

In fiscal 1998, contingencies will be
reported using the basis prescribed by
FASAB Statement No. 5.

The U.S. Government is also subject
10 other contingencies, including litiga-
tion, that arise in the normal course of
operations. Although there can be no as-
surance as to the ultimate disposition of
these matters, it is management’s
opinion, based upon information
currently available, that the expected
outcome of these marters, individually
or in the aggregate, except for the fol-
lowing litigation, will not have a mate-
rial adverse affect on the consolidated
financial statements.

The U.S. Court of Federal Claims
has not yet imposed any damage awards
against the United States in any of the
125 supervisory goodwill cases. How -
ever, while it is likely that the United
States will have to pay some amouat of
damages oa the claims, the ultimate
costs cannot be reasonably estimated 2t
this time.

[Ty

of the United States Government, Fiscal 1997
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C itments and confingencies as of September 30
(In billions of dollars)
Comumitments
tong-term leases:
Ganeral Sefvices Administration ....................oll 13.6
U.S. Postal Service 29
Other long-term leases e . 49
Tolalcommitments ..ol . 214
Contingencies
Insurance:
FDIC bank insurance fund......... e ieeaereeiee e 20280
FOIC savings association insurance fund . .. 6843
Deportment of Veteron Affairs. ....... .. 240
Nagtionatl Credit Union Administration 28
Department of Transportation . ...... 20
Oherinsurance .. ... ... ..ottt iivarnanaanas 27
TotalinsuraNCe. .. ... 27738
Govemnment loan and credit guarantees:
Depariment of Housing and Urban Development ............. 4471
Department of Education. ...................... .. 99.0
Department of Veteran Affairs. . 9.4
Small Business Administrafion . . . 252
ExportimportBank. . .............c.iiiiiiiaa.s .. 221
Depariment of Agricuture ...................... o 17.5
Qther Govemnment ioan and credit guarantees. . .. k2]
Totat Govemment loan and credit guarantees .............. 7124
Unadjudicated claims:
.. . 80.9
09
25.9
107.7
Other confingencies:
Department of Housing and Urban Development ............. 83
Other CoNiNGBNCIBS . ... ......oouviiiiariaiiiiininieenns 15
Total other contingencies. . ... _ 1378
Totalcontingencies. ............ccovieiieniiananianan.s 37317
Total commitments ond contingencies. ................. - ¥/}
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Note 15. Unreconciled
transactions affecting
the change in net position

The reconciliation of the “change in
net position” requires that the differ-
ence between ending and beginning net
position equals the excess of cost over
revenues plus or minus prior period ad-
jusiments. The unreconciled transac-
tions aeeded to bring the change in net
position into balance net to $12.4 bil -
lion. The three primary factors affecting
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ity. In the Federal budget, the term
“trust fund” means only that the law re-
quires the funds be accounted for sepa-
rately and used only for specified
purposes and that the account was desig-
nated as a “trust fund.” A change in law
may change the future receipts and the
terms under which the fund’s resources
are spent.

The “trust fund assets” represent all
sources of receipts and amouats due the
trust fund regardless of source. This in-
cludes “related governmental transac-

this out-of-balance situation are (1) tions,” which are transactions between
agency misclassification of intragovern- two different entities within the Federal
mental transactions; (2) changes in valu- Government (for example, monies re-
ation of balance sheet assets and ceived by one entity of the Government
liabilities, which were not identified by from another entity of the Govern-
agencies a3 prior period adjustments; ment).
and (3) timing differeaces and errors in - i .
. - ‘The “intragovernmental assets”™ are
the reporting of transactions. comprised of investments ia Federal
The identification and reporting of debe securities, related accrued interest
these unreconciled trantactions are apri-  and fund balance with Treasury. These
ority project of the financial commu- are eliminated io preparing
nity within the Federal Government. these lidated financial
. - The “consolidated assets” represent
Note 16. Dedicated collections aly the amounts due from individuals
. and other entities outside the U.S. Gov-
The term “trust fund,” as used in ernment. This means that all related
this seport and in Federal budger ac- g0 3 r ions are d
g, is frequently misund d to give a view of the U.S, Government's
In the private sector, “trust” refers to position as a whole.
funds of one party held by a second
party (the trustee) in a fiduciary capac- The majority of the funds’ assets are
invested in intragovernmental Federal
Dedicated collect as of September 30
Assets _
Less:
- Disburse- Infragov-  Consoli-
(In billions of dollars) Receiph  menhs Trstfund emmenial  dated
Federa! Otd Age and Survivors
insurance TrustFund........... 387.5 318.4 577.5 577.5 -
Federal Disabifity Trust Fund. .. ... 0.3 46.6 64.6 b4.6 -
Hospital Insurance
Trust Fund (Medicare, Port A) .. . 128.3 137.7 118.9 1189 -
lermentary Medical Insuranc
{ ediccree. lgtyf B).. c ......... , 81.0 735 35.1 35.1 -
Unemployment Trust Fund ....... 3246 24.4 63.1 63.1 -
Hozardous Substanice
Swpertund ................Ll 07 14 5.6 5.6 -
Highway Trust Fund............. 253 245 223 23 -
Airport and Airway Trust Fund .. . . 47 58 6.5 65 -
Civil Service Retirement
and Disability Fund . ........... 70.4 727 4309 430.6 03
Military Retirement fund......... 26.2 46.1 143.2 1432 -
Consolidated Fi 1S of the United States Government, Fiscal 1997
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debt securities. These securities will re-

or alder who meet centain insured

quire redemption if a fund's dish

rments exceed its receipts. Redeeming
these securities will increase the Govern-
ment’s financing needs and require in-
creased borrowing from the public.

By law, certain expenses (costs) re-
lated to the administration of the above
funds are not charged to the funds and
are financed by other financiag sources.

Federal Old Age and
Survivors Insurance Trust Fund

The fund provides assistance and pro-
tection against the loss of camings duc
o or death. The is
in the form of money payments or
smedical care. The Federal Old Age and
Survivors Trust Fuad is administered
by the Social Security Administration
(S5A).

The Federal Old Age md Sumvon
Fund is b

1,

payroll vaxes. The fund also receives ad-
ditional income from interest earmings
on Federal debt securities, Federal agen-
cies' payments for the Social Security
benefits earned by military and Federal
civilian employees, and Treasury pay-
ments for a portion of income taxes
paid on Social Security benefits.
Federal Disability Trust Fund

The deenl Disability Trust Fund

and p
agunuthelmofnmnpduuoa

stacus requi and for eligible dis-
abled peaple. The program is adminis-
tered by the Department of Health and
Human Services (HHS).

The Hospital Insurance Trust Fund
(also known as Medicare, Part A) is fi-
nanced primanily by payroll taxes. It
also receives additional income from in-
terest earnings on Federal debt securi-
ties, Federal agencies’ payments for the
Social Security benefits earned by mili-
tary and Federal civilian employees, and
a portion of income taxes paid on Social
Security benefits.

Federal Supplemental
Medical Insurance Trust Fund

The Supplemental Medical Insurance
Trust Fund (also known as Medicare,
Part B) provides mpplemnury medical
insurance for eligible participaats to
cover medical expenses not covered by
Medicare, Part A. The program is ad-
ministered by HHS.

The Suppl ] Medical L
Trust Fund is funded by appropria-
tions, premiums charged to enrollees
and interent earned on investments in
Federal debt securities.

Unemployment Trust Fund

The Unemployment Trust Fund pro-
tects warkers who lose their jobs
lhmugh no fault of their own. Unem-

wage earner’s disability, The
is in the form of money payments or
medical care. The Federal Disability
Trust Fund is administered by SSA.

The Federal Disability Trust Fund,
like the Federal Old Age and Survivors
Insurance Trust Fund, is financed pri-
marily by payroll taxes. The fund also
receives additional income from interest
earnings on Federal debt securities, Fed-
eral agencies’ payments for the Social Se-
curity benefits earned by military and
Federal civilian employees, and a por-
tion of income taxes paid on Social Secu-
rity benefits.

Federal Hospital Insurance
Trust Fund

The Hospital Insurance Trust Fuad
fu the Hospital L Pro-
gram, which funds the cost of hospital
and related care for individuals age 65

is a unique Fed-
eral/Suate partnership based on Federal
law, which is executed through State

law by State officials. The program is ad-
ministered by the Department of Labor.

The Unemploymeat Trust Fuad is
funded primarily by taxes on employ-
ers. However, it also has income from
interest earned on investments in Fed-
eral debt securities and appropriations
have supplemented its income during pe-
riods of high and extended unemploy-

ment.
Hazardous Substance Superfund

The Hazardous Substance Super-
fund was authorized to address public
bealth and environmental threats from
spills of hazardous materials and from
sites contaminated with hazardous sub-
stances. The fund is administered by the
Environmental Protection Agency.

jal § of the United States Government, Fiscal 1997




The Hazardous Substance Superfund
is financed by excise 1axes collected on
petroleum and chemicals, eaviron-
mental taxes from all corporations with
income in excess of $2 million and inter-
est earned on investments in Federal
debt securities.

Highway Trust Fund

The Highway Trust Fund was estab-
lished to promote domestic interstate
transportation, moving people and
transporting goods. The fund provides
Federal grants to Stazes for highway con-
struction and related transportation pur-
poses. The Highway Trus Fuad is

d by the Dep of
Transportation.

The Highway Trust Fund is -
panced entirely by earmarked taxes on
gasoline and other fuels, certain tires, ve-
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priations and interest earned on invest-
ments in Federal debr securities.

Note 17. Fiduciary trust funds

The fiduciary trust funds differ from
other dedicated collections reported in
Note 16, in that the Federal Govera-
ment holds fiduciary funds on behalf of
some other entity (for example, individ-
ual, tribes and foreign governments).
No person or group of persons has a di-
rect ownership interest in the monies
held by the trust funds repomdm
Note 16.

The U.S. Federal Government has a
Bduciary responsibility for several de-
posit and trust funds. The
of the Interior has rgsponsibility for the

i truck interest assets held in trust on behalf of Ameri-
:'::gd“:n ovenmiacs n peden debx can Indian Tribes and individuals. The
securities. fiduciary funds are held in accounts for

. . approximately 315 tribes, 317,000 indi -
Airport and Airway Trust Fund vidual Indian accounts and other funds,

The rt and Trust Fund including the Alaska Native Escrow
’Af:r:uponh:“y main-  Fund. The assets held in trust for Na-
tenanee of the facilities and tive Ameri are owned by the trug
remnhmdlho!onpomnnohhop- beneficiaries and aré not Federal assets.
erations. The Airport and Airway Trust Therefore, these amounts are not re-
Fund is administered by the Depart- flected in the consolidated balance sheet
ment of Transportation. or satement of net costs.
The Airport and Airway Trust Fuad Fiduciary trust fund balances pre-
is financed by taxes received fromtrans-  sented below do not include trust land
portation of persons and property in managed by the U.S. Government.
the air, fuel used in noncommercial air-
craft, international departure taxes and
by interest earned on investments in
Federal debs securities. U.S. Govemment as
Civil Service Retirement for Inckan fiduciary rust funds
iy lalement of changes
and Disability Fund In fryst fund balances
CSRDF covers two Federal civilian asof S mber 30
retirement systems: CSRS, for employ - (un
ces hired before 1984 and FERS, for em-
ployees hired after 1983,
CSRDF is financed by Federal civil-
jan _‘:D" aby weoces (1 billions of dollars)
contributions on behalf of the employ - X
eet, appropristions and imterest earned Receipts ............... 1.2
on investments in Federal debt securi- Disbusements. . ......... 10
ties. —_—
Military Retirement Trust Fund Recoiplsinoxcets 02
The Mil.itary Retirement Trust Fund
provides retirement benefits for Army, Tm“m' ...... 27
Navy, Marine Corps and Air Force per- :

sonnel and their survivors. The fund is menn'd"gﬂobgmc“ 29

& 4 by DOD ibutions, appro-  endofyear.... ... i
Consolidated Fi

ial § of the United States Government, Fiscal 1997
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Consolidated Stewardship Reporting
for the year ended September 30, 1997 (Unaudited)

how ity), and lands

-;l-tupoalibiliﬁudo the cri
not meet the cri-
lnuforlmandhlbdma!hnmn
quired to be reported in the fi

mxl.l bases and the Tennmee Vallzy
d by

the Bureau of Indian Affains held in
trust on behalf of the Indians.

The majority of sewardship land is
“public domain® laad — that is, large ar-
eas of territory acquired by the nation

wubumn.mpommtmuqdu-

ding the
condition of the Federal Government.
The section this year includes informa-

b 1781 and 1867. All aress of

the nation other than the lands belong-
ing to the original 13 colonies and the

muofTaumn:q\und public
domain. Dunn;t.huum:.v.hFedtnl

tion on land not used in general opera- Government land equal to
wundonmprwo_ll:::ll"l‘n? 79.4 percent of the qurrent acreage of

Social § the United States, spending a total of
parcs A and B. The scope of this sec- $85.1 millioa.
nnnmllbeapmdedmthﬁzu:

on social i B of Land Management

:upplemﬂnndbyNoulé.Soculln' The Bureau of Land Management
sarance is financed through trust funds, (BLM) is responsible for managing 2 va-
sad Note 16 provides general informa- ngqofhndtyya.BLMnledu
tion sbout the nature of dedicated col- their management responsibility
Jections and trust funds in the Federal five primary land types: (l)nn;ehnd.
vaunwmd;peuﬁcmfommnn (z)fomhnd,())npumnmd'ﬂ
sbout the receipts, disbursements and lands; (4) aquatic areas and {5) other
sssets of the largest funds with dedi-  *  habirar and waselands.

. Rangeland is land oo which the na-
Stewardship land tive vegcunon is predominately
Scewardship land is land owned by grass-like plants, forbs, or
the Federal Government not used in, .hmlu suitable for or browsing
ch:ldforunm.geunl use. ude lands revege-
vervices. Therefore, excluded from sew- tated either narurally or artificially to
ardship lands are lands used as part of rovide a forage cover thar is managed
general government operations (e.g. ike native vegetation. Rangelands in-

United States Government stewardship land as of September 30

(In millions of acres)

Totals

[ ot
U.S. Fish Land

US.forest National and Wildile Manage- Tolalby Percentof
Predominate land use Service Park Service  Service ment  typs ofuse total
Bureau of Land
Management land. . 259.0 259.0 a%
Notional wildlife
refuge............. 67.4 67.4 1%
Nationalparks ........ 49.4 49.4 8%
Nationad forest ... .. 1533 1533 25%
National grassiand 38 38 1%
Wildemess area. ..... 347 280 207 50 88.4 14%
Totalacres. ........ 918 774 881 2640 6213 100%
C lidated F S of the United States Government, Fiscal 1997
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clude natural grasslands, savannahs,
shrublands, most deserts, tundra, al-
pine iues, coasal h

191.8 million acres of Federally owned
lands for the sustained use of cutdoor

wet meadows. Rangelands total 165
million acres, including $ million acres
in the Alaska Reindeer Range.

Forent land encompasses approxi-
auately 11 millioa scres. About 7 mil-
lion acret are in Alaska, with 4
million more in the 11 western states.
These forested lands are of great vari-
ety and include black and white

cree
mgll)@mlauhnﬁhmd7ml
acres in area. These areas,
scarce water and

riparisn-
ect the health of the eatire wa-
tersheds. Wetlands are areas inundsted
ormmndbymrfweorpwnd

water st a [y and ch suffi-

e, timber, watershed,
and the mam;emnt of wildlife and fish.

Forest land contains 155 pamed na-
tional forests. Within the national for-
ests, livestock grazing for cartle, horses,

and goats was itted on over

103.4 million acres of rangeland. The
Forest Service sold 4.0 billion board-feer
of lumber and supervised the harvest of
3.3 billion board-feet of lumber in the
fiscal 1997 and reforested 0.3 million
acres primarily with genetically im-

proved

Wilderness land containg 34.7 mil-
Lion acres in 44 stazes, Puerto Rico and
the U.S. Virpnllhndl.anduurvedby
33,000 miles of trails.

The Forest Service also manages 20
named grasslands on 3.8 million acres
and about 4,348 miles of the wild and
scenic river system.

U.S. Fish and Wildlife Service

h-T‘:: US. Fish and "ﬁlﬁe Service
“bilicy for

ment of 88.1 million acres of rwadu:lly

owned lands held primarily for wildliife

conservation. k lw four goals: Nw

prum. restore, 20d enhance in their

all f animals
nnd p K: end‘:;:’e:::w threat-”
ened with becom; mdlng:nd. @1

cmuompp;nvqnmon:hnutypn

cally adapted tor lte in saturated soul.
Wedudamchdebog.mnhu.:hd—
lows, musk i
mdnplnnm'ﬂlnbmal“
million acres.

tops, glack
barren mountains, sand dunes, playns,
hot, dry deserts and other similar areas
totaling 20 million acres.

U.S. Forest Service
The US. Foret Service has the re-
ponsibility for the of

magr
m to preserve 1 natural dnvpmrv and

nbu:d;:u of fauns and ﬂo:;nd [CX
provide and understanding recia-
uonofﬁ;hmdvnldhkm)ogy and to
provide refuge visitors a safe, whole-
some and enjoysble recrestional experi-
ence oriented toward wildlife.
'l'hc Us. Full and Wildlife Semce

uymmdu‘ullo'm‘me‘unu

®  National wildlife nh;n—SlZ sites on
67.4 million scres and

® Wilderness areas-362 sites on 20.7 mi}

acres.

The service also manages eight wild
and scenic rivers tocaling 1,390 miles in
leagth.

National Park Service

TluNln‘oul Park Service h"o(d" re-
sponsibility for the management of 77.4
million acres of Federally owned lands,
including 13.1 million acres designsted
13 wilderness, the purpose of which is
to conserve the scenery, nature, historic

objects and the vnldhle 'therein for the

ial § of the United States Government, Fiscal 1997




enjoyment of the public and future gen-
erations.

Orher types of park areas include:
national rivers, parkways, national lake-
shores, historic parks, scenic trails, wild
and scenic rivers, military parks, re-
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The Board of Trustees of the OASI
and DI Trust Funds provides the Presi-
dent and the Congress with short-range
(10 year) and loog-range (75-year) actu-
anial estimates of each trust fund in its
annual report. Because of the inherent

serves, battlefields and other parks. nncertainty in estimates for as long as
ummary of acrea 75 years into the future, SSA Trustees
(Sln millions off ) e use three alternative sets of economic

off acres, and demographic assumptions to show
Type of park orea Acreoge  a range of .E:nibil.idu. Assumptions
National parks. .. .... 49.4  are made about many economic, demo-
National preserves . . . 21.4  graphic, and programmatic factors, in-
National recreation cluding gross domestic product,

OrBTS .. .e e 33 S, the Conmumer Pie L, o
ati empl t. ty, immigration,
N'Jhonlfrln ont. 17 o and disability incidents and
mon S e - urmnlnon.'ﬂumum ions used in
National seashores 0.5 the uble below, generally referred to as
Ofther park areas. ... ... 1.1 thei di umption, reflect the
Totol ocres. ........ 7.4  bes entimate of expected future experi-
ence.

: s epses The present values of actuarial esti-
Stewardship responsibilities mues h“; m compued ’:,if the be-
Social . pnmn‘ of uation pen

mset'\ls_myl wy At was en September 30, 1997. The expenditures
935 2nd i ds'c'““y odu.‘eleud consist of the sum of the present value
in 1 1o "d‘d";’::gu‘f:‘" of all estimated payments during the 75-
ents, programs provi its lor year valuation period, and the contribu-
"“_;_“““‘ funds have been estab tions a;n:uu! o}’:he :;un of the presenc
WO trust estab- val estimated non-interest in-
lished by law to account for the OASY m:,: :lunn; the mo;nf; estimates

and the DI programs. OASI pays retire-
meat and muevivors benefics and DI

have been prepared on the basis of the
financing method regarded by both the
Co

pays benefits after a worker becomes and the trustees of the trust
digabled. - funds as the appropriate one o uu for
Revenue to OASDI consists of taxes social insurance pi
onumnptbampadby:mfloy future workers will be covered by
their program as they enter the labor fome
rloyad. OASDI also receives revenue Under current legislation and using
rom the taxation of pan of Social Secu-  intermediate assumptions, the DI trust
nity benefits. Revenues that are not fund and the OASI trust fund are pro-
uededtopaycunmbeuﬁuond- jected 1o be exhausted in 2015 and 2031
din respectively. Combined OASDI expen-
npcculmueU.S Gowmmmtncun ditures will exceed current tax income
to both | and beginning in 2012, and they will exceed
mumnndbxhdby:heﬁdlfmh total current income (including current
and credit of the U.S. Government. interest income) for calendar years

Social Security present value (PV) actuarial estimates for the
iod of 75 years into the future, beginning September 30, 1997

trillions of dollars)
- OAS! DI OASDI
PV of actuarial contributions to the year 2072 ... 153 25 178
PV of actuarial expenditures totheyear2072 ... 182 3.1 213

PV of future resources needed ................

Net assets of Social Security

{as of September 30, 1997) ......

29 06 33

l|

(=]
o~
=3
(b=
o
~
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2019 and later. Thus, current tax in-
come plus a portion of annual interest
income will be needed to meet expen-
dirures for the years 2012 through
2018. Thereafter, in addition to cur-

rent tax income and current interest in-

come, a portion of the principal (i.e.,
combined OASDI] assets) will be
needed each year until the trust fund
assens are totally exhausted in 2029. At
that point, current tax income will be
sufficient to pay approximately 75 per-
cent of the benefits due.
Medicare

Revenue to Federal Hospital Insur-
ance Trust Fund (Hl-M:dicm, Pan
A) oonmu of taxes on eamnings that

loyees, thei
::. and duelzr-emplo ! 'H:Eoby -

ceives revenue from part of the

of Social Secirity benefits and
from interest on its investments. Reve-
nuuzhamnotnndedlopaym
rent benefits or

teed a3 to both principal and interest
and backed by the full faith and credit
of the U.S. Government.

HI (Medicare, Part A) has an actuar-

ial deficit of $1,845.3 billion as com-
puted 25 years (to calendar year 2022)
into the future. It includes the book
value of assets as of September 30,
1997, and the present value of various
program income items expected to be
received through the year 2022, less:
(1) the present value of outlays
through the year 2022, (2) claims in-

curred to October 1, 1997, but unpaid
as of that date, and (3) any administra-
tive expeases related to those claims.
Under current legislation, incorporating
the changes from the Balanced Budget
Act, and using intermediate assump-
tions from the 1997 trustees report,
Medicare, Part A is projected to be ex-
hausted i 2010.

The Federal Supplementary Medical
Insurance Trust Fund (SMI—Medicare,
Pan B) benefits and administrative ex-
penses are financed by monthly premi-
ums paid by Medicare beneficianes and
additional contributions by the Federal
Government. The Omnibus Budget Rec-
onciliation Act of 1990 set specific
monr.h!y premium levels for five calen-

bepnmn; n 1991 The
das year 1997
:over:d 25 percent o! the SMI pro-
gram's estimated 1997 cost.

The Federal Supplementary Medical
Insurance Trust Fund (SMI—Medicare,
Part B) has a surplus of $29,237 billion
which represents the amount of the esti-
mated book value of the trust fund as-
sets as of September 30, 1997, less
unpaid benefits and related admi -
tive expenses.

The Federal Accounting Standards
Advisory Board is considering adding
three other social insurance programs
for p in furure
satements 23 uewardshnp responsibili-
ties: the Railroad Reticement Trust
fh\:nd. the Black L\m; Trun Fund and

Ui P

er

Medicare, Part A, present value estimates for the period of
25 years into the future, beginning September 30

(In billions of dollars)

PV of actuarial contributions to the year 2022
PV of actuarial expenditures to the year 2022
PV of future resources needed. . ..
Assets in Medicore Trust Fund . . ... .

Medicare Part B, estimates as of September 30

(In billions of dollars)

Total tnust fund assets 351

Total unpaid benefits 60
Excess of Trust Fund assets over unpaid benefits. ... ........ 29.

ial § of the United States Government, Fiscal 1997
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United States Government
Consolidated Supplemental Information
for the year ended September 30, 1997

Reconciliation of the changes in net position
to the deficit on the budgetary basis

for the year ended September 30
(Unaudited)
(In billions of dollars)
Changeinnetposition......................c0. -2.6
Timing and other differences in the recognition or
nt of revenue: .

Eomedrevenue...................ciea, -102.0
Non-exchange revenue 3.2
Other eamedrevenue ............ H -11.6
Timing and other differences in the recognition or

measurement of cost:
Dofense ........coiieiiiiiiiiiiii e -18.6
Humanresources. ................ -34.3
Physical resources 1233
interest ... ...l 21
Otherfunctions ................. ..ot 37.4
Non-recurring tems:
Unreconciled transactions affecting the change 124

innetposifion ................. oL _——
Deficit {-) for the year on the budgetary basis ... .. 2219

Consolidated Financial Stat of the United States Government, Fiscal 1997
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dix: List of significant
. Government entities
included and entities

Commodity Furures Trading
Commiussion
Corporation for Public Broad

Environmental Protection Agen
“Ch“de.d from t.hesc . Export-Import Bank of the Umtz States
Consolidated Financial Farm Credit Administration
Statements Federal Communications Commission
These financial statements include Federal Deposit Lnsurance Corporation
the executive, legislative and judicial : 1" n.l‘l TE"' nd""g:y Management Agency
branches of the Federal Government. General Se mmission "
Excluded from this lidated finan- NadMAr:vadmmM_ Mnlon
cial statement are privately owned Space Administration
G d i - "
such as the Federal Home Loan Banks N;:;n:i:\mon
and the Federal National M As- National Credit Union Administration
sociation. The Federal Reserve Sy:um National Science Foundation
is also excl “becmu 15 Natioaal Transportation Safety Board
and functi Office of Personael Management
policy are u-admonally upanu ﬁ'om Peasion Benefits Gmmuee Corporation
and independent of the other central Securities and Exc}
Government organizations and func- Senall Business Ad.mnmrmon
toms, Seni an Lostirats
Slpuili.:l: entities included in this Tennessee qu’ Authority
consolication . U.S. Nuclear Regulatory Commission
Executive Office of the President USS. Army Corps of E:ypiueu
Office of Management and Budget US. Information Ageacy
Deparment of Agriculeure Other boards and commissions
Department of Commerce Library of Congress
Department of Defense Governmeat Printing Office
Department of Educstion Geaneral Accounting Office
Depanument of Energy ional Budget Office
Department of Health and Onher legislative aod judicial {cash
Human o nr and transactions oaly)
Devel Housing Significant entities excluded from
Urbaa opameat dllf.ln{:moh
Deparument of the Interior Federal Reserve Banks
Deparunent of Justice Board of Governors
Department of Labor of the Federal Reserve System
Department of State Farm Credit System
Deparunent of the Air Force Thrift Savings Plan
Department of the Army Federal Home Loan Banks
Department of the Navy Finaacing Corporation
Departmeot of the Treasury Freddie Mac
Department of T Fannie Mae
Department of Veteruns Affairy Sallie M,.
US. Postal Service Resal C
Agency for International Development Army and Air Force Exdnn;eServwe
Ceatral Intelligence Navy Exchange Service Command
C dity Credit C Marine Corps Excbange
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Federal and cles
RELIABLE EFFECTIVE  |COMPLIANCE WATH
FINANCIAL MTRRNAL LS D GRADE | GRADE
INFORMATION conTROL RESULATIONS
(yesfno) {yeeino) FY 98 FY 97
“DoE A
s YES YES YES - A
NSF [»]
et Scercn Qualified YEs YEs B+
G8A D+
Quemi Sarvices Adwirisiratien YES YES NO B'
Labor 0
e YEs YES wo ° B-
st Yes ves ) B-
S8A A
R — — = B-
EPA C
YES NO NO D+
a8A B-
HUD D-
o s Dovelagamt Quaiified NO NO D-
Tressury F
(A Quaiified NO NO D-
E F
- NO NO NO F
poD F
Duputsnt of Detoass No NO NO F
Justice F
Oupawuns o Jvtee NO xo wo F
o s No No No F F
Commerce F
Sepatman o Comuars No report No report No report INC
vor__ No report No report No report F INC
| Depastwnns of Trompertuton
| !“"!"':'“___' No report No report No report D+ INC
e No report No repost No report F INC
w1 _ . __L_.]
et e e Noreport | Norepot | MNorepot | F INC
Interior F
p e o No report No report No report INC
_,.“L"_ No report No report No report 0- iNC
Vi F
T e ——— No report No report No report INC
NOTE:
suctes 2 based on Reform Act of 1994 for agencies for Swee categories |
Wmummmnm ﬂﬁmmmmwzmumwmm
Prapered for Subcomeeties Chairmen Stephen Horn 1
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OVERSIGHT OF THE INTERNAL REVENUE
SERVICE: THE COMMISSIONER REPORTS TO
CONGRESS

WEDNESDAY, APRIL 15, 1998

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON GOVERNMENT MANAGEMENT,
INFORMATION, AND TECHNOLOGY,
COMMITTEE ON GOVERNMENT REFORM AND OVERSIGHT,
Washington, DC.

The subcommittee met, pursuant to notice, at 10 a.m., in room
2154, Rayburn House Office Building, Hon. Stephen Horn (chair-
man of the subcommittee) presiding.

Present: Representatives Horn, Davis of Virginia, and Kucinich.

Staff present: J. Russell George, staff director and chief counsel;
Mark Brasher, senior policy director; John Hynes, professional staff
member; Matthew Ebert, clerk; Mason Alinger, staff assistant; and
Faith Weiss, minority counsel.

Mr. HORN. The Subcommittee on Government Management, In-
formation, and Technology will come to order.

Each year on this day, April 15, the Internal Revenue Service
holds individuals accountable for the accurate reporting of their tax
liability. It is fitting that today we hold the IRS accountable as
well. In past years, this subcommittee has held similar hearings
and heard reports of mismanagement at the IRS ranging from its
inability to provide reliable financial information to poor debt col-
lection practices. I am pleased that the IRS has made great
progress in allowing its auditors to render, for the first time, a
clean opinion on its financial statements.

We know that a lot more remains to be done. Today, we'll discuss
with Commissioner Rossotti his plans to revamp the Internal Reve-
nue Service’s organizational structure. We will review the results
of the most recent financial audit with the General Accounting Of-
fice. In addition, we will hear from several witnesses that represent
taxpayers on their views on improving the Internal Revenue Serv-
ice’s management. And it's a pleasure to welcome Commissioner
Rossotti in his first appearance before this subcommittee.

Last year, I wrote the President and asked Mrs. Maloney, the
then ranking Democrat, to join me in that, and we said, “Mr. Presi-
dent, in essence, we have had some wonderful tax accountants.
We've had some wonderful tax lawyers. Why don't you get some-
body that has run an organization and been an executive?” And I
must say I'm delighted with the President’s choice, Secretary
Rubin’s choice, they made an outstanding selection in the gen-

(147)



148

tleman that we have before us. I'd like to defer to my colleague,
Tom Davis of Virginia, who will introduce Commissioner Rossotti,
whom he’s known for a number of years.

Mr. Davis OoF VIRGINIA. Thank you, Mr. Chairman. It’s really a
pleasure to be here. Charles and I talked about this before he took
the job on. He’s been, his company, AMS, of which he cofounded,
he was chairman of the board and CEO prior to being named head
of the Internal Revenue Service. He’s a graduate of Georgetown
University and has a MBA from Harvard, and he was a former
Pentagon wiz kid. But most of all with his company, AMS, which
is headquartered in Fairfax, VA, he understands information tech-
nology. He understands the changing role of technology, and he un-
derstands how you treat customers, which is something the IRS
has not had a great historic track record for anything that they can
brag about.

I've read his testimony today and I'm very impressed with the di-
rection the Service is going at this point. I think sometimes there
comes a man for the times, and when it’s a difficult time, a transi-
tional time, this is what it is for the Internal Revenue Service, and
I think not only with Mr. Rossotti’s business background and his
success there, his understanding of information technology and its
changing roles as we deal with the computer systems at IRS, Y2K
problems and other priorities, his understanding of the needs of the
customer, but most of all his integrity that he has shown with a
long distinguished career in business. He has been universally re-
garded as a pillar of integrity in the business. This is the man to
lead the IRS in a very difficult time.

So I'm very proud to have him as a corporate constituent in Fair-
fax, even though he technically lives in the District of Columbia,
and also in the part of the job he is doing and look forward to hear-
ing from him today.

Mr. HORN. I thank the gentleman. Commissioner, we have a rou-
tine in subcommittees of Government Reform and Oversight. If you
and Mr. Musick will stand and raise your right hands.

[Witnesses sworn.]

Mr. IiIIORN. The clerk will note that both gentleman have affirmed
the oath.

Mr. DAVIS OF VIRGINIA. Mr. Chairman, I just note that I had to
swear to the IRS yesterday as I signed my returns so it’s kind of
turnabout here.

Mr. HORN. Gee, I'm surprised by that. Commissioner, it’s all
yours. We're delighted to have you.

STATEMENT OF CHARLES O. ROSSOTTI, COMMISSIONER, IN-
TERNAL REVENUE SERVICE, ACCOMPANIED BY ANTHONY
MUSICK, FORMER CHIEF FINANCIAL OFFICER, INTERNAL
REVENUE SERVICE, CURRENT DEPUTY CHIEF FINANCIAL
OFFICER, DEPARTMENT OF COMMERCE

Mr. RossorTl. Mr. Chairman, thank you, and Congressman
Davis, thank you for that introduction. Every time I hear these
kind words, it makes me lose even more sleep because I worry if
I can live up to this. But we hope 2 years from now, after the turn
of the year 2000, that we’ll still be back here and beginning with
those kind of comments. I do welcome the opportunity to testify
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and speak also with respect to the GAO audit of our 1997 custodial
financial statements.

Since I became Commissioner, I have tried to make clear my pri-
orities for the IRS which are to shift the entire focus of the agency
from one which focuses solely on conducting our own internal oper-
ations, to one which puts far more emphasis on trying to see things
from the point of view of taxpayers, emphasizing service and fair-
ness to taxpayers. I would like to just very briefly lay out first my
concept of how we have to go about modernizing the IRS in order
to achieve these kinds of goals.

Let me say, though, at the outset that the restructuring legisla-
tion which is currently before the Senate is extremely important to
our ability to carry out some of the changes that I think we need
to do, and in particular, some of the increased flexibility in the per-
sonnel area.

I think that one of the important things I'm going to mention
that we need to do is to streamline the roles and responsibilities
of managers in the IRS, and we’re going to have to enrich the exist-
ing internal executive group with some selective hiring from the
outside. The legislation will be very important enabling us to do
that.

I've outlined five basic areas where we need to modernize the
IRS, and I think all five of them go together and are important.
The first one is to really rethink all of the business practices that
we conduct at the IRS, so that we can shift the focus toward under-
standing, solving, and maybe preventing taxpayer problems much
earlier in the cycle so they don’t get far downstream and cause se-
vere problems for taxpayers very late in the process.

Part of this is to look at the particular problems of particular
groups of taxpayers that have common needs. It’s a big country.
There is a lot of different kinds of taxpayers, and if you look at col-
lege students, senior citizens, and small businesses, they’re very,
very different, and we need to tailor our practices to serve each
kind of customer.

Second, we do need to rethink the organization’s structure so
that we can have clearer responsibility for serving each of these
segments of taxpayers. I think one of the things that we need to
do there is to reorganize so that each unit has end to end, as I call
it, full responsibility for serving a segment of taxpayers such as
small businesses.

The third thing is we do need to streamline internally and to cre-
ate fewer layers of management and to define management roles
with much clearer responsibility and accountability.

The fourth area is in measuring organizational performance so
that we get what we really want, and we measure what we really
want, and balancing customer satisfaction, business results, em-
ployee satisfaction, and end productivity. It is important that our
employees be measured by what we actually want them to do, and
a big part of that is serving taxpayers helpfully and productively.

And of course the fifth and really huge area is technology. IRS’
current computer systems simply cannot support the agency’s mis-
sion and goals. We really very much need to upgrade our 20- and
30-year-old computer systems. Building systems, of course, to sup-
port the old business practices and the old organization will not
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work either. So the organizational changes and the technology
changes go hand and hand.

I'm pleased to say that the recently issued technology moderniza-
tion blueprint and some of the changes that have been made within
the CIO organization, do provide the beginning of a basis for man-
aging our new technology.

Mr. Chairman, we have engaged the consulting firm of Booz-
Allen & Hamilton to help us validate these changes, especially the
organizational changes, and to define in more detail the risks, the
costs, and the impacts. We will be reporting in more detail when
that study is complete, hopefully this summer.

I think that the restructuring legislation and the changes that I
have proposed to make it work provide a compelling case that the
President’s fiscal year 1999 budget, as requested, be approved. This
will enable us to make a start on improving customer service and
technology, as well as provide an initial $25 million to begin the
modernization of the organization.

And, of course, Mr. Chairman, before any of these improvements
can really be realized, we absolutely must deal successfully with
the century date change problem, so that our computer systems can
continue to operate successfully after the turn of the century.

Now, let me just turn briefly to the financial audit. I must say
that, not with any help from me, because I was not even here for
most of the time when this work was done, but nevertheless I'm
very happy that, as you mentioned in your introduction, the IRS
did receive from GAO an unqualified opinion on the 1997 fiscal
year custodial financial statements. I'm also pleased to report that
the Treasury Inspector General gave a similar clean opinion on the
1997 administrative financial statements.

I think that this success does reflect the commitment of the orga-
nization to Congress and specifically to the subcommittee to im-
prove financial management in the IRS and to hold ourselves to
the same standards expected of taxpayers. As GAO has indicated,
however, and I must say I agree with this, this excellent result was
achieved because of a very special effort on the part of the IRS fi-
nancial staff and operating staff, not because we have the basic
systems that we need to really support modern financial manage-
ment in our tax system. This is one of the reasons why we do need
to not fall through on the modernization blueprint.

I will confine myself to those general comments, Mr. Chairman,
on the financial statements because I have had to recuse myself
from detailed involvement with this matter because of a potential
conflict of interest with my former company. So I will leave my col-
league, Mr. Musick, who is actually the one who did all the work
anyhow to comment further on the financial statement matter.

In conclusion, let me just say that although budget dollars are
essential, money alone is not going to solve the problems of the
IRS. We're going to have to follow through on a comprehensive
modernization plan, which includes organizational and techno-
logical modernization, as I've indicated. I do believe, though, that
there is a new day at the IRS in the sense that we are opening a
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new part of the history of the organization, and each day we push
forward the process of change a little further. The restructuring
legislation and the other support that we’re getting from Congress
will very much help us with this.

Thank you very much Mr. Chairman.

[The prepared statement of Mr. Rossotti follows:]
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STATEMENT OF CHARLES O. ROSSOTTI,
COMMISSIONER OF INTERNAL REVENUE
SUBCOMMITTEE ON GOVERNMENT MANAGEMENT, INFORMATION AND
TECHNOLOGY
HOUSE GOVERNMENT REFORM AND OVERSIGHT COMMITTEE
APRIL 15, 1998

Mr. Chairman and Distinguished Members of the Subcommittee:

| welcome this opportunity to examine organization and management options for
the IRS and to report on the results of the General Accounting Office (GAO) audit of
IRS' fiscal year 1997 custodial financial statements.

MODERNIZING THE IRS

Since | became IRS Commissioner, | have made clear my priorities for the
agency. | have heeded the call to action sounded by both taxpayers and the Congress
to modemize the IRS and shift its focus to service and fairess to taxpayers. | want to
lay out briefty my concept of IRS modemization.

Mr. Chairman, let me say from the outset that enactment of restructuring
legislation with increased flexibilities in personnel is critical to the strategic vision | am
about to describe. If we are to maximize our efforts to transform the IRS into an
efficient, modem and responsive agency, | must have the ability to recruit and retain a
top-notch leadership and technical team.

Five Key Elements

We will reach our goals of service to each and all taxpayers through changes in
five key areas, each complementing the other. These five areas, along with the goais
and guiding principles are summarized in Chart C. | will give a brief summary of the five
key elements.

I. Revamped IRS Business Practices That Will Focus on Understanding, Solving and
Preventing Taxpayer Problems

Each of the IRS' business practices, from customer education to filing assistance
to collection, holds great promise for improvement. We must better understand
taxpayers' particular problems and continuously focus on solving them. In most cases,
there are close parallels in the private sector upon which we can draw.

Just as companies develop specific marketing programs to meet customers with
specific needs, so must we adapt our services to conform to the needs of particular
groups of taxpayers. Instead of the historic "one size fits all" agency, we should tailor
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publications, education, communications and assistance programs to taxpayer groups
with certain needs. College students and seniors are but two examples. This should
dramatically improve service to taxpayers as well as our intemalt productivity.

The IRS can also take a cue from the private sector when additional money may
be due and collection activity is required. And that cue is early intervention.
Unfortunately, more often than not, the agency reacts to rather than anticipates
problems. Today, 90 percent of the active IRS collection activity is on accounts more
than six-months old.

This is the reverse of private sector practices. There are two proven keys to
effective collection. First, identify as promptly as possible customers who may present
a risk of non-payment. And second, work out a payment program that addresses the
individual problem of the customer. The rewards are two-fold. This early intervention
helps both the customer and the collecting agency, and minimizes the need for
enforcement actions.

/. Organizational Structure Built Around Taxpayer Needs

The present IRS structure does not aliow its managers to know about and take
action on major taxpayer problems. Its structure also inhibits modemizing business
practices and technology needed to achieve our goals. The principal IRS organization,
as shown in Chart A, is built around 33 districts and 10 service centers. The mission of
each of these 43 units is to serve every kind of taxpayer, large and small, with simple or
complex problems. Mr. Chairman, the present structure is much too complex, and
accountability is far too weak.

Once again, 1 believe we can import sensible organizational practices from the
private sector to better serve our customers, the American taxpayers. As shown in
Chart B, one potential way to organize the IRS is to divide it into four units, each
charged with top-to-bottom responsibility for serving a group of taxpayers with simiiar
needs.

The four units could be: (1) the 100 million filers made up of the approximatety
140 million taxpayers, who have only wage and investment income; (2) small
businesses, including sole proprietors and small business corporations; (3) larger
businesses; and (4) the tax exempt sector, including employee plans, exempt
organizations and state and local governments.

These units could replace the IRS’ four regional offices and a substantial part of
the national office. This would free up the national office to devote its time and
resources to its primary mission of oversight and broad policy.
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ll. Management Roles with Clear Responsibility

Under the structure | just described, the management teams for each of these
units will become experts on the needs and particular problems of their customers. And
they will be held fully accountable for achieving specific goals in serving them.

| am also describing a much flatter and leaner IRS with fewer layers of
management. Through this streamlining process, front-line employees and first-line
managers will more closely identify and communicate better with those with general
management responsibility.

For each unit, a cohesive management team will be assembled that will organize
itself in ways that fit the needs of the taxpayers they are serving. | believe that highly
qualified managers, from both within the IRS and from the private sector, will be
attracted to these kinds of hands-on management jobs.

IV. Balanced Measures of Performance

It is essential to have measures of organizational performance that balance
customer satisfaction, business results, employee satisfaction and productivity. As the
National Commission on Restructuring the Internal Revenue Service rightly observed, it
is important to develop a measurement system that influences employee behavior in a
positive way. We should create a system that does not directly or indirectly cause
inappropriate behavior toward taxpayers, but rather one that fosters customer service.

Mr. Chairman, the establishment of management teams with clear responsibility
for serving the four groups of taxpayers will for the first time help make it possible to
develop realistic and meaningful measures of organizational performance in the areas
of customer satisfaction and overall compliance. They will help eliminate the problem
that has plagued the IRS for decades, namely the use of "enforcement” results as a key
measure of success.

All IRS measures of performance are being reviewed in light of our goal of
transforming the IRS from an intemnally focused organization to one which views itself
from the taxpayer's perspective and eliminates the use of all enforcement statistics for
measuring organizational performance. We have a task force working on this probiem,
and we expect to engage expert outside consultants to assist in this task. We expect to
have interim results to use for measuring performance during the next fiscal year.
These measures will build on some of the measures included in our FY 1999 budget
submission.
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V. New Technology

It is clear that IRS' computer systems cannot support the agency's mission and
goals. They are a major impediment to our ability to modermnize business practices. But
while new technology is desperately needed at the agency, we must be cautious.
Building new computer systems to support old business practices and a complex
organizational structure will simply not work.

The Restructuring Commission concluded that information technology should be
used to enable the IRS to achieve its strategic objectives, not to drive them. | fully
concur. The technology modemization blueprint and the new Chief Information Officer
organization provide an excellent basis for managing our new technology. The
revamped business practices and the new organizational structure | described will also
lay the foundation for completing and implementing the modem systems envisioned in
the blueprint.

RESTRUCTURING LEGISLATION

IRS reform legislation in the Senate is consistent with the organizational
modemization that | have proposed, especially in the fundamental shift towards
improved service and faimess for taxpayers. | believe that any proposed legislation
should be seen within that context. Some of the taxpayer bill of rights provisions will
also require significant changes to computer systems. As the Senate moves toward
floor action and in the potential conference that will follow, it is important that we work
together to develop effective dates for these provisions that are feasible in light of
Century Date Change and other tax law requirements.

Assuming that workable dates can be developed, we should be able to make the
proposed changes within the limits of the FY 99 budget as now submitted. The
restructuring legisiation does, however, make an even more compelling case that the
FY 1999 IRS budget amounts requested be approved for technology and customer
service improvements, as well as for the $25 million for organization modemization.

FINANCIAL MANAGEMENT

For the first time since the Chief Financial Officers Act became law in 1990, GAO
has given an unqualified — or “clean” — opinion on the reliability of the IRS’ Fiscal
Year 1997 custodial financial statements. | am also pleased to report that the Treasury
Inspector General has given a “clean” opinion on our FY 1997 administrative financial
statements. Our former Chief Financial Officer, Anthony Musick, will discuss the audits
in detail.



156

CONCLUSION

In a broader sense, although budget dollars are essential, money alone will not
solve the problems facing the IRS. These challenges will be solved by revamping the
business structure, realigning the organizational structure, redefining management's
roles and responsibilities, creating balanced measures of perfformance, and investing in
technology that supports a modemized IRS.

Mr. Chairman, on numerous occasions, | have said there is a new day at the
IRS. And with each day, we push the process of change ahead even further. With the
help of the Congress and the restructuring legislation we will reach our goals.
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Mr. HORN. We thank you, and now, Mr. Musick, if you can sum-
marize your statement, we'll then open it for questions.

Mr. MusicK. Thank you, Mr. Chairman. Mr. Rossotti covered a
number of points that I won’t, but I think it’s important to reit-
erate that this is the first time that the organization has received
the clean opinion or unqualified opinion from both the Inspector
General and the General Accounting Office on both our statements.
We do have two sets of statements: One administrative, which con-
trols our appropriated funds, and the other which controls our cus-
todial funds, and that’s the tax revenues we collect. However, I
would also like to add to what Mr. Rossotti said that receiving an
unqualified opinion does not resolve some of the serious technology
problems related to tax systems. These problems need to be thor-
oughly addressed if we’re to continue making critical important fi-
nancial management in-roads.

There are two weaknesses that the GAO identified that I think
need to be highlighted. As the GAO indicated in its audit report,
the IRS general ledger does not support the preparation of custo-
dial financial statements, and the revenue systems lack a subsidi-
ary ledger for unpaid assessments. What this means is that the
IRS will have to continue to extract detailed data from the tax-
payer master file and reconcile it to its old accounting system so
that the auditors can continue to express an opinion on the reliabil-
ity of the numbers. This is not the most effective or efficient way
to develop financial statements for such a large organization, but
given the existing technology, I'm not aware of another choice.

T'd also like to point out that this problem does not exist with the
administrative systems. Over the last few years, we have imple-
mented a corporate financial system eliminating 8 stand-alone ac-
counting systems, and by the end of this October it will be year
2000 compliant. So we feel very comfortable on the administrative
side that we can continue the success.

I believe that the clean opinions by the GAO and the Inspector
General do not mean that the IRS financial management objectives
have been accomplished. They are just beginning. The problems we
have been addressing took years to occur; therefore, they can’t be
fixed quickly or overnight. However, I do believe that the manage-
ment attention and resources are being applied to build upon the
current results, and that financial management in the IRS will be
a model in government.

Thank you, Mr. Chairman. This concludes my remarks.

[The prepared statement of Mr. Musick follows:]
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STATEMENT OF ANTHONY MUSICK
FORMER IRS CHIEF FINANCIAL OFFICER
BEFORE THE
SUBCOMMITTEE ON GOVERNMENT MANAGEMENT, INFORMATION AND
TECHNOLOGY
HOUSE GOVERNMENT REFORM AND OVERSIGHT COMMITTEE

APRIL 15, 1998

Mr. Chairman and Distinguished Members of the Subcommittee:

| am pleased to be here today to discuss the progress the Internal Revenue
Service (IRS) has made in improving financial management. For the first time since
the Chief Financial Officers Act became law in 1990, the IRS received an “unqualified”
or clean opinion from the General Accounting Office (GAO) audit of the Custodial
Financial Statements for Fiscal Year 1997. GAO could determine the reliability of $1.6
trillion in revenue collected and $28 billion in accounts receivable.

The GAO Custodial audit was just one of the financial audits being conducted in
Fiscal Year 1997. It is important to keep in mind that the Service has two sets of
financial statements: (1) custodial and (2) administrative and two separate financial
processes to track funds: the revenue system tracks tax collections and the
administrative system handles our appropriated funds.

| am also pleased to report to you that the Treasury Inspector General (1G) has
issued a separate report on our Administrative Financial Statements for Fiscal Year
1997 and again, for the first time, the Service received an “unqualified” or clean opinion
on those statements. By issuing this opinion the IG could validate the financial position
and results of operations related to the IRS' $8 billion in appropriated funds and
reimbursements and the over $1.7 billion in total assets.

This has been a massive and extraordinary effort by IRS employees, GAO and
Treasury IG auditors. The success refiects our commitment to the Congress, and
specifically to this Subcommittee, to improve the IRS' financial management and to hold
ourselves to the same standards for record keeping expected of taxpayers. In spite of
the clean opinion, however, | must add a strong note of caution. Receiving an
unqualified opinion does not resolve some of the underlying problems. The opinions
are the beginning not the end of our efforts to improve financial management. Serious
technology problems still exist at the IRS and need to be thoroughly addressed if we
expect to continue to make critically important financial management inroads.
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Financial Challenges Continue to Exist with Custodial Accounts

In its audit report, GAO cited six material weaknesses in IRS internal controls
and credited IRS with previously identifying these weaknesses in its annual Federal
Managers’ Financial Integrity Act report and we are taking action to correct them.

Two of the weaknesses identified by GAO represent a significant challenge to
the Service and will take years to fix. As the GAO indicated in its audit report, the IRS’
General Ledger does not support the preparation of financial statements and the
revenue system lacks a subsidiary ledger for unpaid assessments. The custodial
general ledger system — the Revenue Accounting Contro! System (RACS) - was not
designed to meet the requirements for audited financial statements. It was designed to
ensure that cash is deposited in the bank and that transactions are properly posted to a
taxpayer’s account.

RACS does not use the Standard General Ledger nor does it capture or
otherwise produce information to be reported in the financial statements; it does not
classify revenue receipts by type of tax at the detail transaction level, it does not
provide a complete audit trail for recorded transactions; and the accounts receivable
system does not have a detailed listing (or subsidiary ledger) which tracks and
accumulates unpaid assessments (taxes due from taxpayers, compliance assessments,
and write-offs) on an ongoing basis.

These basic problems will take several years to correct, possibly hurting in the
short term some of the progress we have made. However, we have worked closely in
the development of the Modemization Blueprint to ensure that these problems and
other financial requirements are being addressed.

We have also made significant progress on a third weakness, computer security,
which GAO brought to our attention in earlier reports. We have centralized the
responsibility for security and privacy within the Office of Systems Standards and
Evaluation (SSE) and have brought together an experience-based team to actively
manage computer security improvements at all our facilities. The SSE is also using
contractor support in areas where even more specialized skills can help the IRS to
institutionalize “best practices.” For example, SSE is working with a contractor to
enhance the IRS’ emergency response capabilities, which include state-of-the-art
practices to better recognize and prevent hostile attacks.

In 1997, SSE did & base-line measure of computing and service centers. It also
worked with managers and staff of the centers and support functions to develop plans
for implementing security improvements. Approximately 40 percent of the identified
problems have already been comrected.
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Since these managers and staff are key to making the necessary security
improvements, SSE has initiated security-training efforts to enhance the skill mixes
needed at the centers and support functions. For 1998, training and work will continue
at these centers and support functions. Our target is to have computer security
corrective actions completed by June, 1999. In terms of broadening the SSE agenda,
work began this year on base-lining the security operations of IRS’ 33 District Offices.
An action plan to implement District Office security improvements will follow.

The fourth weakness deals with the lack of controls over refunds. We have
taken significant steps to improve our controls, such as: 1) reviewing all local controls
over manual refunds; 2) implementing additional system approaches for early fraud
identification for paper and electronic refunds; 3) creating an Electronic Filing Fraud
Control group; and 4) testing for false claims.

The fifth weakness involves supporting documentation for unpaid assessments.
We hired a contractor to conduct a study on IRS documentation practices; a draft
report is being reviewed in conjunction with this year's audit findings.

The final material weakness concems the IRS’ inability to determine specific
amounts of revenue actually collected for the Social Security, Highway and other
relevant trust funds. The accounting information needed to make these determinations
is not provided at the time the taxpayer remits payment — that is, the taxpayer is not
required to provide payment breakdown by trust fund. In order to accomplish this goal,
changes in the Intemal Revenue Code would have to be made. The IRS believes that
this is a taxpayer burden issue, not just an accounting issue. We have taken steps to
accommodate such information, if and when it is mandated, or if the taxpayer chooses
to provide the information.

Significant Improvements in Administrative Accounting

We are very proud of the significant improvements we have made in our
administrative accounting system. Just six years ago, we had eight separate systems
that were not linked to each other. Now we have a single corporate data base for our
appropriated funds. This system provides an integrated, auditable, comprehensive
accounting and budgeting system that fully complies with the government standards,
including the Standard General Ledger. it collects, processes, maintains, transmits,
and reports data about financial events; supports financial planning and budgeting
activities; accumulates and reports cost information; and supports the preparation of
financial statements. Additionally, we are taking steps to have the year 2000 issue
resolved by October 1, 1998.

Unlike the revenue statement findings, the five IG findings are more procedural
or process related and | believe they can be resolved in the near future. These relate to
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improving controls over property and equipment, improving year end procedures for
accounts payable, improving procedures to identify transactions to be eliminated in the
Department of Treasury consolidated financial statements, improving controls over
reimbursable accounts receivable and strengthening data processing general controls.

Actions are being taken to resolve all of these; however, because of our size it
may take more than one more reporting period.

Conclusion

| have tried to describe to you the priority and significance that we have attached
to our financial management responsibilities and the progress we have made. As |
stated earlier, 1 believe that the clean opinions given by the GAO and the IG do not
mean that our financial management objectives have been accomplished. In fact, our
work is just beginning.

The problems we have been addressing took years to occur and cannot be fixed
quickly. The revenue system will take several years to fix; however, we must also
address the processes and the accounting issues related to revenue.

Mr. Chairman, this concludes my remarks. | would be happy to answer any
questions.
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Mr. HORN. Well, we thank you.

We will now start the questioning. There will be 10 minutes al-
ternating between each side. The gentleman can be with us, can
you, for the next half hour?

Mr. DAvVIS OF VIRGINIA. About 15 minutes.

Mr. HOgrN. OK, we'll get there.

Let me start, Commissioner, with a couple of broad policy ques-
tions. One that interests me is the collection strategy. I've noticed
with interest that you have, and GAO, the General Accounting Of-
fice, also has fairly good analysis of what is the possible write-off,
what is possibly collectible, and so forth.

Could you tell us a little bit about how you feel about where we
are with the IRS in collecting the money in a timely way so that
the rest of us that pay our taxes don’t have to be making up for
the defaulters and the deadbeats. So what kind of strategy do you
have in mind?

Mr. RossoTTi. Well, Mr. Musick said he was able to get a clean
opinion on the financial statements, the custodial financial state-
ments, by essentially being very ingenuous in working with some
old systems and figuring out a way to get around the limitations
of these, and ultimately got a result which GAO felt was reliable,
but which was really not an appropriate long-term way to do busi-
ness.

I would say the same thing about the way that we collect money.
There is a very great opportunity within the IRS using emulation
of practices in the private sector, I think, to collect money, and now
here I'm talking about collecting money where the debt is already
established, not the question of examinations of returns or exam-
ination of potential issues about how much tax liability there is.

I'm saying given that there is a tax liability established, the
amount of collecting it, the most basic and most important observa-
tion that I have come across since I've been at the IRS is just sim-
ply the age of the receivables that we collect. In other words, if you
look at all the collection activity that the IRS does with its phone
collectors and its field collectors, 90 percent of that effort is applied
to accounts that are more than 6 months old, and many of them
are many years old. That’s the reverse of what anybody in the pri-
vate sector would do.

I mean they would put all their effort on finding out where the
risks are up front and getting into those as quickly as possible and
only as one of a specialized kind of an effort would be applied
downstream.

Now why is that? Well, that gets to the basic questions of—it’s
very analogous to issues about the financial statement. It’s not a
simple problem to fix because it’s embedded in the organization
structure, the business practices, in some cases regulations, and
most importantly, the computer technology.

I mean if you look at the IRS collection apparatus, broadly
speaking, there are three different kinds of collection operations,
each with its own different computer system, and its own data base
spread over 43 different operational units, and each of those is
charged with collecting from every kind of taxpayer from small to
big but over every kind of taxpayer, and it’s possible that any one
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taxpayer could be involved with at least three or four of these dif-
ferent units.

Now, it isn’t because some evil person sat down and said let’s de-
sign an overly complex system. It just evolved like Topsy over 45
years and each place was put in. I think there are some improve-
ments we can make in the short term, which we’re attempting to
do, but I think that the real answer here lies in modernizing and
rethinking the whole thing, and really just trying to do it in a way
that is more similar to what the private world does.

Mr. HORN. On that point, let me ask you what is your perception
at this point of what the IRS should do and what private collectors
should do? Now, I'd heard in the past from some of your prede-
cessors that, oh, gee, there is a privacy problem. I don’t see the pri-
vacy problem; just give them the address, and give them what the
person owes. If they have got a bone to pick with the IRS, fine.
Then let the IRS deal with that. But it seems to me the failure has
been, and what started us on our debt collection bill, which is now
law, but the Ways and Means Committee has not yet applied it to
IRS, is that they had the $64 billion possible collectible, $110 bil-
lion written off that they had just given up on, and I just think if
we can nip this in the bud, and I realize some are bankruptcy cases
and this kind of thing, that we would be way ahead of the game
in terms of what the rest of us are doing.

Mr. RossOTTI. Well, there is no doubt that there is opportunity,
and there may well be opportunities to work with the private sector
in a lot of respects on that and other matters. I do think, though,
that the graft to graft as was attempted in a pilot—to sort of graft
a private sector debt collection onto what we have got now—is only
going to frustrate the private sector as well as the public sector. I
mean, we really have to rethink the whole process.

Unfortunately, it’s not as simple a problem as we might like it
to be. I do believe, although, I mean I guess I'm an optimist or I
wouldn’t be here, but I think the way to look at it is that there is
a great deal of opportunity to improve the entire process if we can
rethink it from top to bottom, and in that process there may well
be opportunities simply to work with the private sector on certain
aspects of this. But to just do it now as was shown is probably just
going to frustrate everybody.

Mr. HORN. Well, the pilot, one of them was just so phony it was
unbelievable. They gave 5-year-old debt hoping it would fail, and
that bothered me about that administration of the IRS. And you're
a fresh broom around there; you can make some choices. It would
seem to me as a former executive myself, you can put your own or-
ganization on it for the first 15-30 days, get the letters out, so
forth, see what happens, but then we should move beyond that,
and I would hope you take a very careful look at that.

Allocation of trust funds. One of the things that’s concerned me
over the years is when the trust funds come in on the highways,
on the Social Security, on Medicare, they really sort of sit around,
and they don’t get allocated specifically to a trust fund until a for-
mula is applied sometimes weeks or months later. Have you had
a chance to look at that question?

Mr. RoSSOTTI. Only generally. I think I'm going to ask Mr.
Musick to answer that one.
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Mr. MusicK. OK. One of the problems we have with that is the
way the paper-based systems were built, and it was based on a cou-
pon where the taxpayer would submit one payment, and there are
probably some 100 trust funds, but on that coupon you can fill in
a blank that says 720 and submit your payment. Really you can’t
tell how to allocate that until the return comes in later.

Now, what is being done to address that are a couple of things.
The systems that are currently being built at the CFOs organiza-
tion have been working in the modernization plan to have detailed
transactions in those systems. The problem is that until IRS gets
a general ledger that will accept detailed transactions, you still
need to post them at a summary level. So that’s being addressed.

The other issue is for those people who would continue to be on
a paper-based system, is there a tax or not a tax, but is there a
burden issue with them to break that out and provide it. Basically,
what they would have to do is submit the 720 return every time
they sent in a payment to show where the differences were be-
tween the trust fund payments.

Mr. HORN. What would you consider, Commissioner, the major
problem besides the reorganization, the attitude change, and all
the rest? What do you see as your major problem?

Mr. RossoTTI. Well, of course, there are different priorities at dif-
ferent times. I'd say that without a doubt the most unfortunate,
but most essential problem that we simply have to deal with is
simply converting year 2000 to make it work, because if that
doesn’t happen none of the other things we’re talking about are
going to mean anything.

I mean we simply will not be able to continue to function, and
the consequences of not dealing with this appropriately are really
not exaggerated; they really are quite severe. I mean we could be
in a situation where you wouldn’t be able to get refunds out, you
wouldn’t be able to collect money. We just can’t allow that to hap-
pen,

Now, unfortunately, in the case of the IRS, this is a massive
problem that is compounded by the age of the systems that we
have to renovate. You know, I just saw in one of the trade maga-
zines that General Motors reported to the SEC that, as they are
required to do, they estimate $360- to $500 million to deal with
their year 2000 problem for General Motors.

Well, that’s about half, perhaps less than half of what we're deal-
ing with, and I can assure you that, because I know some of the
people there, General Motors has a much deeper bench of experi-
enced managers in technology than we do. We have some very good
ones, but we have a thin one. So I have to say that I am personally
giving my own personal top priority to working with the people,
who are working with this problem, and that is an unexpected, but
very challenging short-term problem. I think putting it in sequence
as a short-term, the next most important thing is to deliver some
improved short term service improvements to the taxpayers be-
cause they just expect it, and we are doing this in this filing sea-
son.

I mean electronic filing is up 25 percent, and we have much bet-
ter phone service than we had previously, and we’ve improved
some of the ability of taxpayers to get personal help when they
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need it on particular problems through open houses and that sort
of thing. So there is a whole laundry list of things like that that
we're doing short term. None of that is really going to solve these
problems, and you’ve identified two of them. One is debt collection,
and the other is financial statements just in this hearing, both of
which get to the root of fundamental organizational processes. So
that’s why we have to upgrade the technology and modernize the
organization.

Mr. HORN. On the year 2000 situation, I know you have a whole
series of different machinery—hardware—over there. How optimis-
tic are you that you can get the basic work done so it’s operational,
let’s say, by mid 1999? Is that where the target is now or what?

Mr. RosSOTTI. Actually, our target is January 1999. Our target
is to have—because the way it works with filing seasons, we really
have to get most of our tax-sensitive systems upgraded, either re-
placed or renovated in most cases by January 1999. That is our
goal, and there is a whole list of different categories. On some of
the areas, some of the most critical areas actually were in quite
good shape on the application programs themselves, which are the
actual ones that contain the logic. Those are in pretty good shape.

I think where we have the most risk is really in two areas. One
is in our telecommunication network, which unfortunately is very
diverse and not very well integrated network, and the other one is
in some of these minicomputers, what they call the Tier II plat-
forms of which we have about 54 different varieties. Those are
going to be complex primarily from the point of view of testing. We
have the right software to make it work, but the testing process is
going to be a problem.

So I think those are the two that we're concentrating most effort
on right now.

Mr. HORN. Thank you. We'll get back to some of the computer
questions a little later. I now yield 10 minutes to the gentleman
from Ohio, the ranking Democrat on the committee, Mr. Kucinich.

Mr. KuciNicH. Thank you very much, Chairman Horn, and
thank you for calling this hearing today. This is truly a day when
we celebrate the long-suffering American taxpayer, and you can
imagine what a fantasy it is to be up here having a chance to ques-
tion the IRS. I mean 'm sure that the Members here are the envy
of millions of Americans who would like this opportunity particu-
larly today.

So on behalf of those millions of Americans who would like this
opportunity, I have some questions for you, Mr. Rossotti, and I ap-
preciate you being here. I know what a busy day this is for you,
and when you think that this is an agency that processes over 200
million tax returns and reviews more than 2 billion documents, if
I'm correct, collect over $1.5 trillion in revenue, and if I'm correct,
52 million refunds of which totals about $72 billion for this tax
year have already been issued; is that correct?

Mr. RossOTTI. That'’s right.

Mr. KUCINICH. So you have been pretty busy, particularly with
the technology that dates back to the seventies—some in the six-
ties, and I think that toll-free line that you have, it’s about 26 mil-
lion calls that you’ve answered for the 1998 filing seasons.

Mr. RossoTTi. Already. Um-hum.
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Mr. KUCINICH. So we have an Internal Revenue Service and we
have to recognize it handles a tremendous amount of work, 25 mil-
lion returns, I think, in the last 3 days. So we can well understand
the complexities that you have to deal with, and you, I'm sure, can
understand the concerns that we Members of Congress have, to
make sure that our constituents believe that they are being treated
fairly, with respect, and given the information they need in order
to comply with the Tax Code.

Now, Commissioner, in the Washington Post this weekend we
read about how the IRS pursued a man to collect a second tax pay-
ment of $2,600 even though the man had a canceled check to prove
that he had already paid the $2,600 in taxes. I think you’re prob-
ably familiar with this story, and in recent months we have heard
about taxpayers receiving notices for millions of dollars in tax li-
ability and taxes applied to the wrong accounts.

The GAO identified three cases in which the IRS pursued tax-
payers for additional taxes after they had already paid because the
IRS lacked accurate data. Now, how do these kinds of mistakes
occur? And what do you do to rectify some of these matters and to
prevent reoccurrences? I think the people would be interested, par-
ticularly those people who right now at this moment may be watch-
ing and saying, you know, I have kind of a problem, and what do
I do about it?

Mr. RossoTTi. Well, first, let me just say with the example of the
gentleman who sent in his canceled check still that wasn’t good
enough. I mean there are some things that we just have to basi-
cally rely on and move toward a changing point of view at the IRS,
let’s say, attitude, because I think some mistakes will always hap-
pen given this volume of information.

I mean, this can happen even in your private credit card busi-
ness. You'll have a check that doesn’t—-I mean that case of that
check was actually two separate banks that made an error, which
will happen given the billions of transactions. I think the important
thing, though, from the point of view of what we need to do about
it for the taxpayer is that we should not 'be attempting to fold that
burden back on the taxpayer. In fact, our procedures do say that
if a taxpayer sends in proof of payment like a canceled check, it
should be incumbent upon the IRS people to take ownership of that
problem as with any other kinds of problems and fix it.

So I think at sort of a root level, the answer to your question is
we need to become more of a—think of ourselves more as problem
solvers that if a taxpayer—and that’s a good example of a fairly
simple one actually—presents us with a problem they have, and it’s
a reasonable problem, we should take ownership of that problem
and not try to bounce it back either from one office to another with-
in the IRS, or as in this case, bounce it back to the taxpayer. And
we're attempting to do that.

I think there is some success in that. If you look at these prob-
lem-solving days that we’ve had, that’s a perfect example of what
we're trying to do where we've had office hours open at relatively
convenient times like nights and weekends and taxpayers who had
a problem, whatever it is, could come in and talk to somebody face
to face. And the big point, though, is not just that we’re open and
they can talk face to face, but we've made a commitment that will
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take ownership of that problem and do the best we can to resolve
it. It won’t always be resolved to the satisfaction of the taxpayer.

And you know, it’s interesting. Taxpayers are pretty intelligent
in this way. They understand the difference between getting the
answer that they hope to get, which they can’t always get, because
it depends on the law versus getting the right kind of service and
getting people to serve them correctly. And in these problem-solv-
ing days, we've gotten very good grades from taxpayers on that
score. So 1 think those are some of the basic things. Now, beyond
that, of course, as I said in my statement, we really have fun-
damental technology weaknesses in the IRS that put a burden on
the employees.

Mr. KUcCINICH. Let me ask you about that a minute if I may,
Commissioner. The chairman has ably raised the issue for quite
awhile now about the year 2000 and the impact that’s going to
have, this so-called Y2K dilemma, which all agencies are facing.
But in other hearings we've had, we've also had the issue of the
vulnerability of government computers to hackers. I can’t think of
any area which could yield a better windfall for hackers than to
have the opportunity to go into the IRS systems and rearrange
some accounts.

My question to you is, since you admit that your technology is
weak to handle the existing system absent interference, how is
your system set up to handle hacking? How serious a problem is
it, and have you identified losses of revenue because of it?

Mr. RossoTTI. Well, first of all, it’s absolutely a serious problem
and there are hackers that attempt to get into our web site and
other places, you know, from time to time. Without a doubt, it’s a
serious problem, and we in fact established—before I got there—
a special security office to focus on precisely this problem led by
two people; one of which whom came from GAO. They are actually
very excellent people, who are focused precisely on identifying and
preventing those threats. But has this actually resulted in any loss
of revenue or rearrangement of accounts? I don’t believe that it
has, and I think the reason is simply because knowing the serious-
ness of this threat, the basic strategy is to wall off our internal sys-
tems and not allow external access to them, which is one of the
reasons why the electronic filing process is not as simple as we
would like it to be.

I mean, the issue of how to advance electronic filing and elec-
tronic commerce in general, while still dealing with the security
problem, is one of the really difficult tradeoffs that we have to
make. So we're doing it very carefully.

Mr. KUCINICH. I appreciate you saying that; you don’t believe you
lost any revenue, but let me ask another subtly different question.
How secure is the personal information which taxpayers give to
IRS, which as all of us understand, is highly personal, how secure
is that information?

Mr. RossOTTI. Well, I think the answer I gave was not just lim-
ited to revenue. I think that there is—I'm not aware of any in-
stances where there has been any personal taxpayer information
that’s been accessed through hackers because of the point I made
earlier. I said that all of the sensitive information is walled off, it
isn’t available. I mean it’s fire walled from any external access. So
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this is basically the strategy that has to be pursued, and we have
to be very careful to make sure that it stays walled-off.

It does present the difficulty of trying to make information more
accessible and get more electronic filing, while still maintaining the
security. So this is one of the things that slows us down, but it has
to because we have to be secure in terms of our data.

Mr. KucINICH. What do you do when you've identified that a
hacker has attempted to attack the IRS data base?

Mr. RossOTTI. Of course, right now it’s limited to things that can
come in on the Internet, which is walled off from our basic internal
data, but as I say, there are a number of offices that focus on that,
and the most important office is the one within information tech-
nology that basically tries to track these problems and make sure
that we've got the security systems in place to not let them pene-
trate our data. But we also have within our inspection service an
internal security small unit with a few people who really focus on
that and are specialized in trying to investigate those kinds of
threats.

Mr. KuciNicH. I'd like to direct a question to Mr. Musick. The
GAO identified weaknesses in IRS controls over cash receipts at its
tax service centers. For example, it noted that individuals opening
checks and cash and observed payments were not logged or re-
corded at the point of receipt to immediately assure accountability.
What does the IRS—what’s their view as far as current controls
over cash and checks at service centers?

Mr. Musick. Well, on that specific issue, I think that you will
probably note that the GAO also gave us some credit for identifying
that ourselves as a problem, and there has been an effort underway
for the last several months in every service center to track that.
But the focus would be to get control over that check as soon as
it comes in the door; get it stamped in, and get it controlled. I think
that we're looking at all procedures in all service centers, and then
there will be a consolidated look by service center directors, consid-
ering all those issues to get control over those checks.

Mr. KUCINICH. Let it be said that, that issue was raised as a
matter of record, but it should also be said that I think we can
have confidence that most of the people who work for IRS are hon-
est, diligent Americans who are doing the right thing and making
sure that they take total custody and care with taxpayers’ dollars.
But that’s why it’s unusual to hear of problems with the handling
of cash receipts, and it’s comforting to know that, not only that you
b;_-ougl}:t that up, but you're taking care to assure better handling
of cash.

At this point, I'd be glad to yield back my time.

[The prepared statement of Mr. Kucinich follows:]
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Statement of the Honorable Dennis Kucinich
GMIT Subcommittee: Oversight of IRS Management
April 15, 1998

Today is the deadline for taxpayers to file their tax returns. It is
therefore appropriate to reflect on how well our tax collection system is
working, a system that —- perhaps amazingly — relies primarily on voluntary
compliance with tax laws. Voluntary compliance cannot be effective if the
American people lack confidence in the IRS, the agency responsible for
processing federal taxes. Without taxes, our government could not provide
the protection, benefits and services upon which we all rely and that we too
often take for granted. Thus it is imperative to the well-being of this country
that the IRS successfully fulfill its mission to collect the right amount of tax
at the least cost to the taxpayers and to perform this service with the
“highest degree of public confidence in [IRS] integrity, efficiency and
fairness.”

We have a chance today to meet the new IRS Commissioner who is
charged with upholding this public trust. Commissioner Rossotti, I'd like to
thank you for taking time out from what | know must be a busy day for you

to speak to us. We will explore in this hearing some of the most significant
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management challenges facing the IRS in its modernization efforts.

Consider what the IRS does on an annual basis. The agency
processes tax returns from over 200 million taxpayers each year. It reviews
more than 2 billion documents. The IRS collects over $1.5 trillion in
revenue. Fifty two million refunds, totaling over $72 billion, have already
been issued to taxpayers this year.

Recent reports, however, indicate that IRS employees accomplish
many of these tasks with technology that dates back to the 1970's -- if not
earlier. Last year, the IRS submitted a technology modernization blueprint,
which proposes toc manage technology investments, provide a technology
architecture, and analyze the technical requirements of the IRS’ business.
Just recently, the agency set out to engage a prime contractor for the
blueprint. it is clear that the IRS needs to follow through and implement a
technology modernization program as quickly as possible.

At the same time, the agency is pursuing some modern technologicai
initiatives, such as electronic filing. It has already experienced more than a
25% increase in electronically filed returns compared to this time last year.
The IRS webpage, which allows taxpayers to download tax forms and
applications, has had over a 200% increase in the number of computer
“hits” compared with this time last year.

The IRS aiso is trying to improve its approach to customer service.
Compared with this time last year, there was a 38% increase in the number
of taxpayers whose calls got through to the IRS on its toll-free phone line.
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Over 26 million calls were placed to the IRS using this toll-free number
during the 1998 filing season.

Moreover, Commissioner Rossotti proposes an IRS modernization
plan designed along customer lines that appears to make good business
sense and should increase the level and quality of services provided to
each of the IRS’ customers. Borrowing relevant ideas from the private
sector and developing employee incentives that foster customer service are
valuable new initiatives. This kind of innovation is welcome and represents
a creative approach to fashioning a more modern operation.

At this time, we are also ushering in a new era of federal agency
management. Agencies recognize that they must not only provide top-
quality government services, but also achieve them in a cost effective and
efficient manner. Agencies must develop financial management systems
capable of tracking their ongoing financial condition, assessing their
financial vulnerabilities, and determining the most cost effective approach.

Today's hearing will also focus on the IRS financial audit. Although
the year-end financial information provided by IRS is considered reliable,
the GAO identified several significant material weaknesses in IRS financial
systems that need to be corrected. These problems prevent the IRS from
complying with several financial management laws and requirements. The
IRS plans to address its weaknesses, with actions implemented over the
next few years.

Given the importance of financial management requirements, we
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must be vigilant not to let implementation of IRS corrective action plans fail
through the cracks. For example, the GAO highlights distortions inherent in
the IRS’ unpaid assessments. As a result, the IRS is unable to accurately
document its financial condition on an ongoing basis. It will continue to lack
this ability until it can more accurately document and track the collectible
portion of its unpaid assessments (or tax receivables).

We anticipate criticism of the IRS today. | hope that the
Commissioner will consider and respond to any constructive criticism that is
legitimately offered in the spirit of improving the IRS. It is important that
abuses and inappropriate practices by the IRS be identified and remedied
wherever they exist. | think that the Commissioner would agree with me on
this.

Ultimately, however, we must view our criticisms in the context of the
important services that IRS provides. Consider for a moment from the IRS
perspective the 25 million returns filed within just the Jast 3 days. While
most taxpayers have finished their taxes, much work lies ahead for the IRS.
| think we can all appreciate the monumental nature of the IRS' mission and
its significance. So, as we work together constructively to improve both the
financial management and overall management systems at the IRS, let's
not forget that the IRS does a very difficuit job well.
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Mr. HoRN. Yes, we’ll have more time to pursue some of the ques-
tioning. Let me just go into a couple of issues that are going to be
raised after you leave, by various witnesses that represent a part
of, shall we say, the IRS outside community, such as the American
Bar Association Section on Taxation.

One of the things their witness will recommend is that there
should be an Under Secretary of Taxation to whom the Assistant
Secretary for Tax Policy would report and the Commissioner of IRS
would report. Do you have any feelings on that proposal?

Mr. RossoTTI. Well Mr. Chairman, I think I'm having enough
work reorganizing the whole IRS without reorganizing the Treas-
ury Department. I really don’t have any comment on that. I think
that would be a matter for the Secretary and the administration
really to talk about.

Mr. HorN. I have a greatly dubious view abcut it personally. I
think when you have major operational groups within a particular
department, I think the Commissioner should report directly to the
Secretary. That’s such a sensitive area, it seems to me that would
be one route.

Now, the other possibility here is to whom should the general
counsel of IRS report? You, the general counsel of Treasury, or the
Under Secretary of Taxation that the Taxation Section of the
American Bar suggests that be the outcome? How do you feel about
where the general counsel of IRS should report?

Mr. Rossorti. Well, I mean, of course, I've only been here 4
months, and I have to say that is not an area that I've had a lot
of problems with. I mean, it’s been working OK from my point of
view, and I've tried to focus my priorities where the need is the
greatest. I told Stewart Brown after I'd been there a couple
months, the Chief Counsel, I said, “look, your area doesn’t seem
broke, OK, so I'm going to work on some other stuff. Just keep
going.”

I mean so I suppose there are some arguments longer term being
serious about it, but you can argue it either way. But it hasn’t been
one, honestly, that I focused a lot of my attention on because it
seems to be working OK.

Mr. HORN. In terms of the types of work that the general counsel
currently does, do you feel that that counsel should really report
to the Commissioner because they affect policy issues with which
you're concerned?

Mr. RossOTTI. As I said, Mr. Chairman, I’ve said that I don’t see
a need to change it from the way it is now. It seems to be working
OK. If there is a proposal in the legislation to change it, and if they
change it I'm sure that will be fine, too. It just hasn’t been one of
the areas, honestly, to be realized that I've focused a lot of atten-
tion on, thinking through one way or the other, and it does seem
to be working fine. As I said, there are a lot of other areas that
I don’t think are working so well, so I focus my attention on those.
So I'm just being honest. I haven't really given that one a lot of
thought.

Mr. HoRN. I can appreciate that, but when you were a chief exec-
utive officer, I assume the general counsel reported to you.

Mr. RossoTTI. That's right.
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Mr. HorN. I would think that’s the normal way general counsels
report, and I guess I worry about an independent general counsel
that does heaven knows what, when you’re the people—you and the
Secretary—that Congress is holding responsible. And if you don't
have control over your own lawyers, to a sense it just seems a
strange thing. So that’s why I wanted to bring it up.

Now this, as you know, the reform bill, so-called, is over in the
Senate. It hasn’t been acted on yet. The question is should that
bﬁargl be advisory rather than a governing board? Any feelings on
that?

Mr. Rossorti. Well, I think that the way that it has been struc-
tured in the legislation as it passed the Senate Finance Committee
in terms of the powers of the board goes, I think, strike a good bal-
ance. I mean this has been debated a lot and there has been a lot
of good discussion about how this would work in the context of a
government agency like the IRS.

I guess I would say that I would very much support the legisla-
tion. As it is in the Senate right now, I think it strikes a good bal-
ance. It does give quite a few powers to the board, and it, of course,
interacts with the question that you raised earlier about what
should be the case and how it should be organized in the Treasury
Department because if the legislation goes through, you will now
have a new element which will be this board, which will have not
complete powers in the sense of a corporate board, but pretty im-
portant powers. And I'm optimistic that if we can get the right kind
of people appointed to this board, it can provide some fresh per-
spective, private sector perspective, and a longer term perspective
with some continuity than maybe we've had before, which was one
of the things that Senator Kerrey and Congressman Portman tried
to design in their proposal.

So I think it strikes a pretty good balance, and I think that in
that regard, the legislation is very helpful, and I just hope it can
be passed as soon as possible.

Mr. HORN. Another area that we should discuss is when a tax-
payer has a grievance with the IRS as to what routes they should
pursue, should they pursue an administrative law judge route that
may be a group of administrative law judges that are within Treas-
ury, but not within IRS? That is certainly what some agencies do.
Should there be a special appeal process set up? Do you have any
thinking on that at this point?

Mr. RoSSOTTI. Actually, I think that here again this legislation
has some good things. I mean the IRS actually has an appeal proc-
ess that’s quite independent of the other functions and which is one
of the things to which even the strongest critics have given quite
good marks. Now, it hasn’t operated across all the dimension of the
IRS as much as it could, and in the legislative proposal there is—
one of the provisions is to require or to set it up so that this ap-
peals group will have more involvement in certain kinds of collec-
tion cases, which have been some of the more difficult cases that
we’ve had.

Right now, it focuses more on the exam cases, and I think that
seems to be the direction that the Senate favors, and I think that’s
actually a very good direction because we do have this process set
up. It really is quite independent of the enforcement functions, and
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I think most people give it pretty good marks for doing an inde-
pendent job.

So I think we can make use of it effectively in some of the newer
areas that have been identified and that could be a good solution.

Mr. HORN. A proposal has been made that there should be an
independent Inspector General solely within IRS. Right now the In-
spector General of the Department of the Treasury would handle
matters within IRS. Any comment on that?

Mr. RossOTTI. Well, again, this legislation has some big changes
in mind. As it is now, actually there is a rather large inspection
service. It’s over 1,100 people that cover both audit and investiga-
tions. And that is part of the IRS reports although it’s independent
of the other functions. Then on top of that, you have got now the
Treasury Inspector General that has certain authority.

As I understand the current proposal and the Senate bill, it
would take a major part of the inspection service out of the IRS
and create another Inspector General group that would be solely fo-
cused on tax administration in order to give a greater degree of
independence than is perceived to exist today. I've argued that
there are perhaps ways that you could strengthen the independ-
ence of the existing inspection service and convert it in to effect an
Inspector General within the IRS.

I think the Senate has decided that's not quite sufficient for
them, and they want to actually move part of it up to the Treasury.
I think that can work. I think we can live with that. There were
certain requests that I suggested be put into that legislation if they
were going to do it that way, which they tried, the Senate Finance
Committee has tried to accommodate, so I think we’'re moving in
the direction of whether it be done the way it’s done in the Senate
bill or some other way, to having a greater degree of independence
than currently is perceived to exist with the inspection service,
which I think is good. I support that. It is somewhat still open ex-
actly how that’s accomplished.

Mr. HoRrRN. The gentleman from Ohio and you exchanged
thoughts on computer security. How about noncomputer security?
For example, when the cash comes in and various checks—as I un-
derstand the General Accounting Office report—there is no real
lockbozx. It goes through maybe three or four different layers where
checks could be removed, altered in some way.

How much of a problem is that? Also, right now you have no sur-
veillance cameras, I believe, and I wonder if that is because of a

roblem with the Treasury Employees Union and is something that
Eas to be negotiated or how much have you had a chance to look
at just plain old security?

Mr. RossoTTI. I'm going to ask Mr. Musick to answer part of
that, but let me just make one comment just so you're aware of
this. Actually the part of the problem we’re dealing with here is
only the part that deals with the checks that actually come into the
IRS service centers, which is the vast minority of the money that
comes in because most of the money actually comes in electroni-
cally now through our banks through the Federal Deposit System
or through lockboxes which we do outsource.

Most of the checks actually come in through banks indirectly into
the lockbox, which unfortunately actually was the cause of that
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problem that was in the newspapers. So we’re only talking about
the checks which come into the service centers, and there is where
the issue is identified. But I will ask Mr. Musick to answer that
question about the surveillance.

Mr. Musick. Well, on the surveillance issue, again, I would have
to say that the group that Mr. Rossotti referred to, the security
unit, has taken a look at all surveillance, all security issues, not
only computer security, but fiscal security around service centers
and within service centers. They have that broken down in an ef-
fort to try to address all service center issues and all district offices
over the next few years. But, again, that's going to be an extensive
effort, and they’re going to have to take a look at some of the risks
and the funding that we have to try to take care of those issues.

Mr. RossoTTI. I mean the truth is that apparently, as I under-
stand it, up until a couple of years ago, there wasn’t really a de-
fined group that was in charge of specifically looking at these secu-
rity issues, and the initiative was taken about a year ago or when-
ever, approximately a year or 2 years ago, to set up this special se-
curity group with some very, very qualified people and the leader
of this group came from GAO. They're not only looking at computer
security; they’re looking at everything from fences to surveillance
cameras, and a lot has been done especially in the computing cen-
ters. I think the service centers still need more work.

Mr. HorN. I thank the gentleman and now yield 10 minutes to
the gentleman from Ohio, Mr. Kucinich.

Mr. KuciNIcH. Thank you very much, Mr. Chairman. Back to
Chairman Rossotti. Do you plan to modify the technology mod-
ernization blueprint so that it reflects the concepts in your mod-
ernization plan, and if so, will this dramatically affect the imple-
mentation and projected costs of the technology modernization
blueprint?

Mr. RossoTTI. Yes, that’s an excellent question. We tried to look
at that very, very carefully, and I think that the answer is really
this way; that the way the blueprint is set up now I think it is very
appropriate and very much supports the direction that we want to
go organizationally as well. It’s set up in such a way that it only
has detailed specifications for the very beginning, the very first two
pieces of the blueprint, and those are very generic, very general
kinds of communications technology which will support any organi-
zation structure.

As we get downstream, as we get further along into the later re-
leases, as they’re called, there will be changes undoubtedly, but
those are releases that haven’t really been defined in detail. We
have more than enough time to do that, and I will provide Mr.
Kucinich and the committee a chart which shows how all this fits
together; if you would like, that just sort of summarizes on the
page the time line. However, the basic idea is that this year, 1998,
we're really focused heads down on the year 2000 problem to get
most of the renovation done in 1999.

We intend to award the prime contract about the end of this year
toward December 1999 and really—December 1998, and then in
1999, and in the early part of year 2000 we would be working on
primarily these early releases that are very general that are more
or less the foundation for the future work. Then, you know, by the



181

time we get to about 2 years down after the year 2000 has turned,
we will have also, we hope, been well down the road in terms of
our organizational changes, and then we will really begin to work
on some of the more specific business systems.

So I mean part of what this says, of course, is this is a long-term
process. I mean we're talking about years here, and we have to do
it in small pieces in order to control the risk.

Mr. KucINICH. What's your target date for making sure that your
system is in place for the year 2000? I mean you obviously need
lead time to prepare for a tax year. What's the date?

Mr. RossoTT1. The date is to get—the target date is to get done
virtually or nearly all of the replacement or renovation of the com-
puter programs and the related infrastructure such as the commu-
nications network and the tax law changes, which are many this
year, by January 1999 prior to the next tax season, and then, of
course, we have the tax season. That then gives us the remainder
of 1939 to do a very comprehensive test, which is absolutely re-
quired.

I mean you absolutely have to do this comprehensive test be-
cause there are many things changing. That’s the grand strategy
here, and you know we're focusing every day on trying to make
that happen.

Mr. KuciNICH. I know you’ll keep this committee posted because
if it doesn’t happen on time, we would like the privilege of declar-
ing a taxpayer’s holiday.

In your testimony you highlighted the need for restructuring leg-
islation to include the flexibility of hiring a leadership team and a
technical team. Why do you need legislation to do that?

Mr. RossOTTI. Well, of course, we are doing some of that now.
We are in the current legislation. But there are some restrictions
on, for example, the ability to bring in people, and many of the peo-
ple that we may want to bring in, and I'm only talking a restricted
number here. I mean we're not talking about hundreds of people,
but it’s 20 or 30 people. Many are not going to come in necessarily
for a whole career in the government. They may be coming in for
3- or 4-year periods, and right now the provisions are not too—they
don’t make it too easy to do that. Also, frankly, the ability to adjust
some of the pay ceilings is another key item in this bill that would
give a restricted number of people the ability to increase the pay
ceiling. So those are two of the important things.

Also, with respect to the general work force, there are some au-
thorities in there that would allow us to experiment with different
kinds of pay and grading schemes for different kinds of workers,
which would also be helpful.

Mr. KUCINICH. I'm again appreciative of your presence here par-
ticularly given the day today, but also it’s significant that you are
here and it’s important that you're here today because this is a day
when people need to hear from their government and from the IRS
as to issues of accountability, and you've certainly prepared your-
self well for this day. I have a question that gets a little bit away
from the technical issues here and back to issues that relate to the
sensitivity of the IRS to the taxpayers.

Occasionally, in my office, I'll receive calls from people who feel
that theyre being treated harshly. Of course, I imagine it's very
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difficult to ask people to pay bills that might be substantial bills
to IRS, and do it in a way that’s always sensitive. What do you do
as far as training personnel to make sure that in these very dif-
ficult and sensitive moments of encounter with the taxpayers that
they’re treating people with the utmost respect and courtesy?

Mr. RossoTTI. Yes, Mr. Kucinich, I do see that problem and I ab-
solutely agree with that. That is very, very important. I think you
know, as I said, one of the overriding principles that I'm at least
trying to sensitize people to, or get the whole IRS to buy into, is
the idea that we’re there to help people solve problems. Even in the
most difficult situations, we need to try to help people figure out
the best way to cope with the situation they have.

Mr. KUCINICH. Do you have training programs where you go over
these situations?

Mr. RossoTTi. Well, as I was going to say, one of the issues is
that it’s a combination of things. It’s not going to happen overnight.
One of the big points is simply getting across the idea that this is
our goal, OK, that this is one of the things that we need to do in
setting up examples of how it can be done. The problem-solving
days that we did were very good examples.

I mean the employees very much liked that because we did bring
people together, and we said, look, they were called problem-solv-
ing days and we took ownership of those problems. I would say ap-
proximately the numbers were 60 percent of the taxpayers were
able to get the resolution the way they wanted it, and the other 40
percent did not. About 95 percent of the cases were closed in a way
that at least was able to get the taxpayer to recognize, OK, this is
the best we can do and this is the solution people gave us——

Mr. KucinicH. I'd like to interject a different measure here
though, and that is there is an inherently unequal power relation-
ship between the IRS and the ordinary taxpayer; you will admit
that. And given that, that’s implicit in the exchanges that take
place, how do you sensitize the employees about their exchanges
because they're really coming from a position of tremendous power
to reach into someone’s personal finances. What do you do? What
do you tell the IRS employees about how they need to regard that
powerful position they have?

Mr. ROsSsOTTI. Well, again 1 think that this is one of the fun-
damental cultural changes that we need to make, which is to sen-
sitize and to explain to people that the goal is not only to collect
the money and to get the result that the law provides, but to try
to find the best way to help the taxpayer understand that situation
and cope with it. And part of it is simply changing the whole strat-
egy of what we do, but part of it is also training. I didn’t get a
chance to answer your other question. There is a lot more that we
need to do with training. I mean you mentioned that, but I'm sorry
I didn’t respond to it.

In the next season that we’re going through, in the 1999 season,
we’re going to put a special emphasis on training, and there are
really two kinds of training. There’s technical training to explain
what the tax law is, but there is also training on how to deal with
conflict situations where there’s conflict. There are training mod-
ules that are available to deal with these kinds of things. We'’re



183

going to try to do more of that within the IRS to train people, and
I think there is a third one. There are two more.

One is a measurement system. I mean one of the things that’s
been observed is that if employees are measured solely on the basis
of the business results and worse yet, just how much money they
collect, that’s going to drive people in one direction. We really are
changing that very radically. This makes a big difference.

We're going to measure eventually every transaction that we
have with the taxpayer from, the taxpayer’s point of view. In other
words, we're going to do like business, we're going to actually ask
taxpayers, even on audits and collection actions. We're starting to
do this on a test basis now. We're going to ask them to rate us on
how well they have been served by that transaction. We did this
on an experimental basis with these problem-solving days, and
we’re eventually, and I say this is going to take a few years. We're
going to eventually build that into the performance evaluation sys-
tem so that people are evaluated not just on the business results,
but how it appeared to the taxpayer.

Mr. KucinicH. Well, I think people really are concerned, Com-
missioner, about how theyre treated. I mean that’s how so much
of the issue about IRS reform came about because there is a per-
ception out there. Now, it may not be justified in 99 percent of the
cases, but there is a perception out there that people are not al-
ways treated courteously or fairly, and it’s heartening to know that
you're addressing the culture of the IRS in its relationship with the
taxpayer because I think what'’s important for everyone to know is
all of those public servants work for the taxpayers.

I mean, you know, while we want to make sure that we get the
revenue, we need to run the country. Still our government and the
IRS should never be, I think, separated from the responsibilities
and accountability that we would expect of other government offi-
cials in terms of courteousness and even kindness, and that might
be a tough thing to raise when you're trying to collect the debt, but
the fact of the matter is that—and maybe we're asking people to
do more than is humanly possible—but at the IRS, given the power
that the IRS has, I think that it’s appropriate to request that a lit-
tle bit more be done in terms of respecting the inequality of the sit-
uation and of asking for the employees to bend over backward to
be courteous and kind to the public.

Mr. RosSOTTI. I could not agree with you more. That is basically
the whole thrust of what we are trying to do with the IRS.

Mr. KuciNIiCH. Thank you.

Mr. HorN. Do you have any more?

Mr. KUCINICH. I am concluded with Mr. Rossotti. Thank you.

Mr. HORN. Commissioner, just a few final questions here. We
talked earlier about the write-off of money, the deal of collecting,
and so forth. A lot of those, as I mentioned earlier, we know are
bankruptcy cases that go in and out. Many are very legitimate.
Some aren’t. They just go in, they go out, they change the compa-
ny’s name, they duck taxes right and left, they don’t give the em-
ployees their Social Security accounts and all that. Then, they
spend the money themselves.

How many cases like that does the IRS discover and look at?
And, with the taxpayer identification number, can’t we collect down
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the line when they go through all these other bankruptcies which
are just a way of doing business for them?

Mr. RossoTTI. Yes. I honestly don’t know the answer to your
question of how many cases there are that would fit into the cat-
egory of, I guess you would say, willful sort of scheming to avoid
the tax debt. I don’t know. Maybe I might ask one of my colleagues.
Do we have the data on that, John?

Could I ask one of my colleagues to come up?

Mr. HorN. Well, we have to swear him in if he starts talking.
Can he whisper into your ear and you talk? That is not unusual
in government or Congress.

Mr. RossoTTI. I have to be very honest and tell you that I have
an awful lot still to learn about the IRS and all of the different as-
pects of it. But this is John Dalrymple, and he is an expert on
these matters.

Mr. HORN. I will swear you in then.

[Witness sworn.]

Mr. HORN. The gentleman affirmed, the clerk will note, and you
might spell your name for the record.

Mr. DALRYMPLE. My last name is spelled D-A-L-R-Y-M-P-L-E.
The situation——

Mr. HORN. Bring the mic a little closer to you there.

Mr. DALRYMPLE. The situation you described is really one that is
vexing because it does happen. I don’t have numbers with me
today, but there are definitely aspects of business where people
start businesses, bankrupt the business, move on, start another
business, bankrupt the business, and move on again.

We do follow those folks through those schemes. In fact, I think
the description you raise primarily gives us difficulties where it is
a corporation. We do have what is called the trust fund recovery
penalty that we do impose, and that basically relates to the trust
fund moneys that the business would have withheld from those em-
ployees that you mentioned, and those employees do get credit for
the withholding on their tax return when they file.

So the government is out the money. And we do hold them re-
sponsible. We do follow them to whatever new avenue that they
pursue, and we attempt to collect from them at that point in time
based on assets that they may have. We have collection tools avail-
able to us in terms of transferee assessments where we can trans-
fer one type of liability to a new entity, if they took assets from the
old company and tried to put them in a new company. So we do
have tools available to us to do that.

Mr. HORN. Are there any other tools that Congress should pro-
vide to deal with that type of situation?

Mr. DALRYMPLE. I think our tools are adequate. I think what is
vexing about it is in many situations these types of folks live on
the very fringe in the sense that they don’t have much to begin
with and they didn’t have much when the business went out of
business. So their assets are limited in terms of collecting from
them. But in terms of people that do have assets, we have the abil-
ity and the tools to deal with them.

Mr. HOrRN. OK. Commissioner, I think the American public
would like to know, did you complete your tax filing yourself or did
you use your friendly accountant?
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Mr. RossoTTi. Mr. Chairman, I have been working with an ac-
countant for about 20 years, and I continue to work with him.

Mr. HorN. Well, I will confess that since 1970, I have turned it
over to my wife and she works with the friendly accountant. But
I did suggest when I first came to Congress in 1993 that all Mem-
bers of Congress on April 15th, this day, should be assembled on
the floor of the House, no accountants, no tax lawyers, make out
their own forms, and I think we would have tax reform a lot faster
around here if 435 of us did that on the floor of the House. But
I can’t get any takers on that idea, and we will just have to keep
sort of limping along, or as the British say, muddling through.
Since this will be the last question, I would like to know what you
would like to tell the American people?

Mr. RossoTTI. I would like to say that I do believe that with the
help of the Congress and the forbearance of the public for some pe-
riod of time, we really can convert the IRS into an agency that
views its mission as helping people comply with their obligations
and the tax law and not as it is sometimes viewed as an adversary.
I don't believe there is any reason why, except in the rare cases
where people want us to be adversaries, but for the majority of tax-
payers, the vast majority of taxpayers who are willing to comply,
they should be treated like customers, like valued people that we
are helping to figure out how to cope. That even goes for the cases
where there may be some difficulty, not just the routine cases, but
the difficult cases. And I would certainly not claim that we are
there yet, although there has been some progress, even in this fil-
ing season.

So with your help and that of the public, I do believe we can
make that happen. I don’t believe it is impossible.

Mr. HORN. Well, I thank you for coming before us. We will prob-
ably do these every April 15th, so put them on your calendar. We
have great faith in you. I think if anybody can turn that agency
around and get it going in the direction that you want it to go, and
have articulated so well, I think you are the person to do it. You
come with the right background, the right experience. You have
built a major firm, have been a chief executive officer, and can pro-
vide leadership. And that is where I think, despite some very fine
people being commissioners over the years, we simply haven’t had
the executive managerial leadership that an agency of 102,000 em-
ployees really need and deserve. So I thank you very much for com-
ing, and wish you well.

Mr. RossoTTI. Thank you, Mr. Chairman.

Mr. HORN. Mr. Musick, have you got a few minutes where you
could just join us with the General Accounting Office? We will get
into some of the nitty-gritty?

Mr. MusicK. Yes, sir.

Mr. HORN. You are an expert on that. I need your wisdom on this
one.

So panel II, the General Accounting Office, will come forward,
Mr. Musick will stay at the table and we might clarify some ques-
tions. Mr. Dodaro and staff.

Ladies and gentlemen, stand, raise your right hands.

[Witnesses sworn.]
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Mr. HorN. You will note that all four witnesses from the General
Accounting Office did affirm the oath.

It is always good to see our friend, Mr. Dodaro, the Assistant
Comptroller General of the United States on the management
front, and we thank you. You have written us an excellent presen-
tation here, and please proceed.

STATEMENT OF GENE L. DODARO, ASSISTANT COMPTROLLER
GENERAL, U.S. GENERAL ACCOUNTING OFFICE, ACCOM-
PANIED BY LINDA WILLIS, DIRECTOR, TAX POLICY AND AD-
MINISTRATION ISSUES, GENERAL GOVERNMENT DIVISION;
GREGORY D. KUTZ, ASSOCIATE DIRECTOR, GOVERNMENT-
WIDE ACCOUNTING AND FINANCIAL MANAGEMENT, AC-
COUNTING AND INFORMATION MANAGEMENT DIVISION;
AND STEVEN SEBASTIAN, ASSISTANT DIRECTOR, GOVERN-
MENTWIDE ACCOUNTING AND FINANCIAL MANAGEMENT,
ACCOUNTING AND INFORMATION MANAGEMENT DIVISION

Mr. DoparRO. Good morning, Mr. Chairman, Congressman
Kucinich. It is a pleasure to be here today to discuss the results
of our most recent audit of IRS’s custodial financial statements.
These statements are very important because they report the re-
sults of IRS’s responsibilities in implementing tax legislation. For
fiscal year 1997, for example, they included the results of revenue
collection activity of $1.6 trillion of revenue, which is the vast ma-
jority of the revenue collected to run the government, as well as
about $142 billion of refunds.

As has been highlighted this morning, GAO has issued an un-
qualified opinion on IRS’s custodial financial statements for the
first time. This has been a result of years of hard work by IRS and
GAO and the result of sustained incremental improvements over
the years.

I might also add, Mr. Chairman, it points to the value of congres-
sional oversight hearings by this subcommittee over the past few
years to really track the progress that IRS has made in improving
financial management.

Now, all these efforts are producing some positive results. We
have, for example, greater accountability now over taxpayer dollars
that IRS is collecting. Also, the efforts are resulting in IRS having
better information to manage their operations and also for the Con-
gress to measure RS performance and make funding decisions. A
good illustration ot this is illustrated by the chart to my right
which begins to provide better insight into the composition of IRS’s
unpaid assessments that IRS has made. There has been great de-
bate over the past few years about the size of that inventory of un-
paid assessments and what is the real value of the collections that
the government is expected to garner from those assessments.

As this chart shows, there were $214 billion of unpaid assess-
ments for fiscal year 1997. Of that amount, only 13 percent, or
about $28 billion, was estimated to be collectible.

Now, of the remaining amounts, there were write-offs for finan-
cial reporting purposes of basically defunct corporations, which in-
cluded many failed S&Ls and banks. We also have a category of
compliance assessments where IRS has made the assessment but
the taxpayer or the court has not yet agreed that that is the proper
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assessment. There are also about $62 billion of receivables that
have been deemed to be uncollectible; that is, the IRS has had dif-
ficulty either locating the taxpayer, or the taxpayer may be in the
midst of bankruptcy proceedings, so currently that amount is not
collectible.

Now, basically it is important to note, however, that while we are
getting better information as to the year-end status of IRS’s finan-
cial position, that as the Commissioner indicated, the IRS currently
does not have timely, reliable information throughout the year.
This is a fundamental problem that needs to be corrected.

Also, it will only be corrected by modernizing their computer sys-
tems. Unfortunately, this is going to take a number of years, as the
Commissioner pointed out, and is also in the next couple of years
going to have to take a back seat to the year 2000 conversion prob-
lem.

However, there are a few things that IRS can do in the short-
term. No. 1, IRS needs to continue to produce reliable year-end fi-
nancial statements so they can begin to have trend data from year
to year and make comparative judgments as to, for example, the
ilﬁéure and composition of the unpaid assessments inventory at

Additionally, IRS needs to make, as has been noted, some im-
provements in the procedures on which it receives receipts in the
service centers over taxpayer checks and also refunds that are
issued. We are in the process of making recommendations to IRS
in that regard. Also, IRS needs to continue to improve the security
over its computer systems. They have taken some good measures,
progress is being made, but there is quite a bit left to do, and we
have been making recommendations to them in that area as well.
Finally, IRS needs to make sure that its system development ef-
forts begin to provide the type of requirements for its revenue ac-
counting system and its accounts receivables areas that are going
to be able to generate the type of timely information it needs to
provide customer service and to begin collecting taxes that are
owed earlier in the process.

Now, the Commissioner outlined some restructuring proposals
which we think have considerable merit. In fact, they track many
of the suggestions GAO has made over the years to improve IRS
operations. However, in order for that restructuring proposal to
work, these underlying financial management problems really need
to be corrected. Any organizational structure will only be as effec-
tive as the type of timely and reliable information that it is pro-
vided to deal with taxpayers and to implement IRS’s procedures.

We are committed to continuing our work with the IRS to
achieve that goal over the long run.

Mr. Chairman, that concludes my opening remarks. My col-
leagues and I, and I know Mr. Musick, will be happy to answer any
questions you might have.

[The prepared statement of Mr. Dodaro follows:]
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Mr. Chairman and Members of the Subcommittee:

We are pleased to discuss the results of our audit of the Internal Revenue Service's
(IRS") fiscal year 1997 custodial financial statements.' This audit was performed in
accordance with the Chief Financial Officers Act of 1990, as expanded by the
Government Management Reform Act of 1994. The IRS custodial financial statements
report the assets, liabilities and results of activities related to IRS' responsibilities for
implementing federal tax legislation, including collecting federal tax revenues,
refunding overpayments of taxes, and pursuing collections of amounts owed.”

After several years of concerted effort by IRS and GAO, we were, for the first tune
able to conclude that IRS' custodial financial ts were reliable. In i g an
unqualified opinion on the fiscal year 1997 custodial statements within the statutory
deadline of March 1, we reported that the over $1.6 trillion in tax revenue, $142 billion
in tax refunds, and $28 billion in net taxes receivable reported by the IRS were fairly
stated. We commend the significant effort that IRS officials made to achieve this
major accomplishment.

These positive results show that focused attention by the Congress and this
Subcommittee on IRS' financial management, which GAO has identified as a high risk
area for many years, has begun to pay dividends. Such benefits include better
information ilable to IRS t and to the Congress to help make decisions.

Because of the volume and sensitivity of the tax collections and refunds, the adequacy
of IRS' financial systems deserves careful attention. Federal tax revenues dwarf most
other financial activities undertaken by any single entity, public or private, in the
world. The government relies upon IRS to collect the proper amount of tax revenues
at the least cost to the public, serve the public by continually improving the quality of
its products and services, and perform in a manner warranting the highest degree of
public confidence in its integrity. Its revenue collections represent over 90 percent of
the federal govemnment's revenues. Therefore, it is imperative that [RS establish
strong financial management and intemal controls to effectively meet its mission.

l&e 4
S{ngmm;s(GAO/AlMD—QS—W February 26, 1998).

IRS’ fiscal year 1997 administrative financial statements, which were audited by the
inspector General of the Department of the Treasury (Treasury), report on the
financial position and results of operations related to the administration of IRS funded
by appropriations and reimbursements from other agencies, state and local
govemments, and the public.

Page | GAO/T-AIMIYGGD-98-138 IRS Financial Management
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Prior to fiscal year 1997, we were unable to conclude that IRS' custodial financial
statements were fairly stated, mainly because weaknesses in IRS' internal controls and
financial management systems prevented it from producing reliable financial
information.® Therefore, our ability to conclude that the fiscal year 1997 custodial
financial statements were reliable was a mark of progress. However, this could only
be accomplished after extensive use of ad hoc programming by IRS to extract data
from its systems, followed by numerous adjustments totaling tens of billions of dollars
to this data to produce the final financial statements.

During our fiscal year 1997 audit, we found IRS' internal controls remain plagued by
weaknesses that affect its ability to timely report reliable financial information
throughout the year, safeguard assets from loss, and assure full compliance with laws
and regulations. We reported these weaknesses related to IRS's custodial activities as
a material weakness in our report on the fiscal year 1997 consolidated financial
statements of the U.S. government.* These weaknesses fall into the following areas:

- Unpaid assessments. For fiscal year 1997, we were able to report that most of
IRS' unpaid assessments—arnounts IRS had recorded as taxes due to the federal
government but not yet paid—were not receivables and were largely uncollectible.
Of the $214 billion in unpaid tax assessments, only $90 billion represented
receivables of the government under federal accounting standards, and only $28
billion of these were estimated to be collectible. However, this information had
to be developed through extracting data from IRS systems, analyzing this data,
and making substantial adjustments to derive reasonable amounts. This
condition exists because IRS' general ledger cannot identify the portion of unpaid
assessments that represent taxes receivable, and because IRS does not have a
subsidiary ledger to track unpaid assessments. These weaknesses impair IRS'
ability to effectively manage its unpaid assessments.

~  Receipts and Refunds. Vulnerabilities in controls over cash received and refunds
disbursed weaken IRS' ability to assure that all government and taxpayer funds
are properly protected. Cash and checks were not always properly controlled
upon receipt. and flawed procedures allowed improper refunds to be issued. IRS

*For fiscal year 1996, we were able to determine for the first time that total net
revenue collections as reported in IRS' financial statements were reliable. However,
we still could not conclude that IRS correctly classified tax receipts and refunds by
tax type because IRS could not provide sufficient evidence supporting its
classification. We also could not determine the reliability of reported net federal tax
receivables, as in prior years.

+ 1 S

S

. 997
(GAO/T-AIMD-98-128, April 1, 1998).
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must establish stronger controls over these areas to assure government and
taxpayer funds are properly safeguarded.

~  Revenue accounting and reporting. IRS cannot identify the specific amounts of

revenue collected for certain major tax types at time of remittance. Additionally,
IRS certifies amounts to be distributed to trust funds based on amounts assessed
which, for excise taxes, is not in accordance with laws governing their
distribution.

-  Compliance with Federal Financial Management. Improvement Act. IRS' financial
management systems do not comply with the requirements of the Federal
Financial Management Improvement Act of 1996.° Consequently, IRS' financial
management systems cannot routinely produce reliable financial information for
management decisionmaking and accountability.

- Computer Security. Controls over IRS' automated systems exhibit serious
weakresses in areas such as physical security, data communications
management, and contingency planning. As a result, these weaknesses leave the
IRS vulnerable to unauthorized access, enabling sensitive data and programs to
be altered or deleted.

In total, these findings frame the remaining chatlenges that IRS still must meet to
assure that it is able to effectively manage unpaid assessments; assure its financial
systems are able to provide accurate, relevant, and timely management information;
assure that funds are properly safeguarded; and assure its computer systems are
properly designed and protected. IRS is taking steps to address these issues but
additional efforts will be required to fully impl t corrective es.

The following sections outline our findings and related implications from the fiscal
year 1997 audit for each of the five areas: unpaid assessments, safeguarding of assets,
financial accounting and reporting, Federal Financial Management Improvement Act
compliance, and computer systems. We also offer our observations on (1) the
importance of IRS' preparation of its automated systems to be Year 2000 compliant,
and (2) potential implications of the IRS Commissioner's proposal for restructuring the
agency on IRS' financial operations.

*The Federal Financial Management Improvement Act of 1996 mandates (1) certain
financial mar 1t requir for federal agencies, (2) auditors to report
on agency compliance with the financial systems requirements, and (3) agency heads
to correct identified deficiencies within a specified time period.

Page 3 GAO/T-AIMD/GGD-98-138 IRS Financial Management
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UNPAID ASSESSMENTS

Unpaid assessments consist of unpaid taxes that IRS has recorded as due to the
government by taxpayers. Based on federal accounting standards, unpaid assessments
are placed in one of the following three categories:

(1) taxes receivable, which are taxes due from taxpayers for which the IRS can
support the existence of a receivable through taxpayer agreement (such as the
filing of a tax return) or a court ruling favorable to IRS,

(2) compliance assessments, where neither the taxpayer nor the court has affirmed
that the amounts are owed, such as an assessment resulting from an audit of the
taxpayer, and

(3) write-offs, which are any unpaid assessments for which IRS does not expect
further collections due to factors such as the taxpayer’s bankruptcy, insolvency,
or death.

Because only taxes receivable are reportable in the financial statements, it is essential
for IRS to be able to properly identify the portion of unpaid assessments that are
receivables. To adequately pursue collection of these receivables, IRS must be able to
readily identify the individual debtors and to support the amounts owed. We found
that in fact most of IRS' recorded unpaid assessments are not receivables. In addition,
several weaknesses prevent IRS from routinely identifying and tracking its receivables
and from providing documentation supporting the amounts taxpayers purportedly owe.

Moet Unpaid Assessments
Are Not Recejvables and
Are Largely Uncollectible

As reflected in the supplemental information to IRS’ fiscal year 1997 custodial
financial statements, the unpaid assessments balance was about $214 billion at
September 30, 1997. This balance has historically been referred to as IRS’ taxes
receivable or accounts receivable, even though taxes receivable make up only one
component of unpaid assessments.

Page 4 GAO/T-AIMD/GGD-98-138 IRS Financial Management
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Figure 1 depicts the components of the unpaid assessments balance at September 30,
1997.

Figure 1: Components of IRS' $214 Biflion
of Unpaid Assessments (Doliars in

Billions)

Write-offs (§76)

Taxaes Receivable - Collectible
{$28)

Taxes Recsivable - Uncollectible
($62)

Compli ($48)

Of the $214 billion balance of unpaid assessments, $48 billion represent compliance
assessments that have not been agreed to by either the taxpayer or a court. Due to
the lack of agreement, these compliance assessments have significantly less potential
for future collection than those unpaid assessments that are considered federal taxes
receivable. $76 billion represent write-offs, which principally cogsist of payroll and
corporate income taxes owed by bankrupt or defunct businesses, including many
failed financial institutions closed or otherwise resolved by the Federal Deposit
Insurance Corporation (FDIC) and the former Resolution Trust Corporation (RTC).

The remaining $90 billion of unpaid assessments represent federal taxes receivable.
About 70 percent—$62 billion—of this balance is estimated to be uncollectible due
primarily to the taxpayer's economic situation, such as individual taxpayers who are
unemployed or having other financial problems. However, IRS may continue
collection action for 10 years after the assessment or longer under certain conditions.
Thus, these accounts may still ultimately have some collection potential if the
taxpayer's economic condition improves. Only the remaining 30 percent-about $28
billion—of federal taxes receivable is estimated to be collectible. Components of the
collectible balance include installment agreements with estates and individuals, as well
as relatively newer amounts due from individuals and businesses who have a history
of compliance.

Since traditionally the full amount of unpaid its has been eq d with
receivables, it is significant to note that after years of audit scrutiny, IRS has finally

Page 5 GAO/T-AIMD/GGD-98-138 IRS Financial Management
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been able to determine that only $28 billion of its total unpaid assessments of $214
billion-about 13 percent-actually represent collectible taxes receivable. Thus, while
the Congress and IRS may have been making decisions based on a presumed level of
taxes receivable due the federal government, in fact only a small portion of that
balance represented receivables for which collection could reasonably be expected.
While such information is necessary for IRS to prepare reliable financial st its,
on a broader level, good reliable financial data is essential to enable management to
measure and report on IRS' performance and for the Congress to rely upon for making
its budgeting decisions.

In addition, it is also important to note that of the unpaid assessments balance, about
$136 billion (over 60 percent) represents interest and penalties, as depicted in figure 2,
which are largely uncollectible.

Figure 2: Unpaid Taxes and interest and (NN
Penaity Components of $214 Billion in
Unpaid Assessments (Dollars in Billions)

Taxss ($78)

Interest and Penalties ($136)

Interest and penalties are a high percentage of the bal because IRS continues to
accrue them through the 10-year statutory collection date, regardless of whether an
account meets the criteria for financial statement recognition or has any collection
potential. For example, despite no hope of collection, interest and penalties continue
to accrue on write-offs such as FDIC and RTC cases, as well as on assessments made
as a result of an audit of the taxpayer where the taxpayer has not agreed to the
validity of the assessment. In fact, the overall growth in unpaid assessments during
fiscal year 1997 was wholly attributable to the accrual of interest and penalties, rather
than to any significant increase in taxes due the government.

We plan to issue a separate report discussing the composition and collectibility of IRS'
unpaid assessments in more detail.
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General Ledger Cannot Separate

Categories of Unpaid Assessments

While only the taxes receivable portion of unpaid assessments are reportable in the
financial statements, [RS' general ledger system cannot separate the amount of gross
or net taxes receivable from total unpaid assessments. Instead, IRS has to use special
computer programs to extract unpaid assessment data from its master files-the only
detailed record of taxpayer information it maintains—and classify these unpaid
assessments into the three categories (taxes receivable, compliance assessments, and
write-offs). IRS then analyzes those unpaid assessments classified as taxes receivable
to estimate the amount deemed to be collectible (the net taxes receivable).

In our prior financial audits, IRS attempted to use this approach to determine the
taxes receivable balance. However, various problems encountered in extracting the
information as well as errors made in attempting to classify the amounts from the data
extracted precluded us from determining that the amounts reported were reliable. For
fiscal year 1997 we were able to determine that taxes receivable as reported in the
financial statements were reliable, but this was only after significant adjustments
totaling tens of billions of dollars were made. Figure 3 below illustrates the level of
adjustments made to the fiscal year 1997 master file extractions in order to arrive at
reliable, auditable amounts for each category.

Figure 3: Comparison of Unpaid Assessments Before and After Audit Adjustments

$0 $20 340 $80 380 3100 $10 o

O Befors audit adjustments B Atter audit adjustments

Source: IAS masiesfles and IRS liacal year 1997 cusiodial financial statemants

Note: The adjusted balance of taxes receivable presented above represents the gross taxes receivable
{does not include the allowance for doubtful accounts). Additionally, the original unpaid assessment
balance of $236 billion was adjusted to $214 billion, due primarily to duplicate assessments.
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The most significant adjustments related to amounts that were originally reported as
taxes receivable or compliance assessments but which were really write-offs. For
example, 149 of the 626 items we sampled—-about 24 percent-that were initially
identified as taxes receivable in the master files were actually write-offs, and consisted
primarily of corporate income and payroll taxes® owed by corporations that had been
defunct for years. Similarly, 23 percent of the compliance assessments we sampled
were also write-offs. The extensive reliance IRS must place on ad hoc procedures to
identify actual taxes receivable and the significant adjustments necessary to make this
data reliable raise serious questions about the integrity of unaudited IRS information
and the ability of IRS to effectively manage its unpaid assessments.

IRS Lacks a Subsidiary Led
To Track Unpaid Assessments

As we have reported in our previous financial audits, IRS does not have a detailed
listing, or subsidiary ledger, which tracks and accumulates unpaid assessments on an
ongoing basis. Such a subsidiary ledger could have compensated for the general
ledger's inability to separate unpaid assessments. Additionally, the lack of a detailed
subsidiary ledger also impairs IRS’ ability to effectively manage the unpaid
assessments.

For example, IRS' current systems cannot ensure that all parties liable for certain
assessments get credit for payments made on those assessments. Specifically,
payments made on unpaid payroll tax withholdings for a troubled company, which can
be collectible from multiple individuals, are not always credited to each responsible
party to reflect the reduction in their tax liability. In 53 of 83 cases we reviewed
involving multiple individuals and companies, we found that payments were not
accurately recorded to reflect the reduction in the tax liability of each responsible
party. For example, in one case we reviewed, three individuals had multimillion dollar
tax liability balances, as well as liens placed against their property, even though the
tax had been fully paid by the company.

A proper subsidiary ledger for unpaid assessments is necessary to provide
management with complete, up-to-date information about the amounts due from each
taxpayer, so that managers will be in a position to make informed decisions about
collection efforts and collectibility estiraates. This requires a subsidiary ledger which
rnakes readily available to management the amount, nature, and age of all unpaid
assessments outstanding by tax liability and taxpayer, and which can be readily and

*Payroll tax withholdings are comprised of individual income tax withholdings and
employer and employee withholdings for Federal Insurance Contribution Act (FICA),
which include Social Security and Hospital Insurance taxes.
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routinely reconciled to corresponding general ledger balances for financial reporting
pwposes. Such a system should also track and make available key information
necessary to assess collectibility, such as account status, payment and default history,
and installment agreement terms.

We will be issuing a separate report on this issue. In that report, we will be making
recommendations to assist IRS in identifying the key components needed for an
effective subsidiary ledger for unpaid assessments.

Documentation Improvements
Are Still Needed

We also continued to find in our fiscal year 1997 audit that IRS has problems locating
and providing supporting documentation for its unpaid assessments, primarily due to
the age of the items. IRS has acknowledged problems with documentation and is
working to make needed improvements in this area. We will continue to work with
IRS in identifying ways to improve documentation.

YULNERABILITIES EXIST IN CONTROLS
OVER RECEIFTS AND REFUNDS

Our fiscal year 1997 audit identified vulnerabilities in IRS' controls over both its
receipts and refunds processes, which raise concerns over IRS' ability to protect the
government's money. We found that IRS' controls over the receipt of cash and checks
it receives directly from taxpayers are not adequate to assure that these payments will
be properly credited to taxpayer accounts and deposited to the Treasury's general
revenue fund. To ensure appropriate security over payments received at its lock box’
depositories, IRS requires controls such as the use of a surveillance camera to monitor
staff when they open mail containing cash and checks. However, we found that
controls over cash payments received at the four IRS service centers where we tested
such controls were not held to comparable standards. At these locations, IRS allowed
individuals to open mail unobserved, relying on them to accurately report amounts
received, and did not require payments received to be logged or otherwise recorded at
the point of receipt to immediately establish accountability and thereby deter and
detect diversion.

’A lock box is a cash management service provided by banks under contract to IRS.
Using this service, taxpayers mail payments to a post office box or a lock box facility
where the contract banks collect the receipts, deposit them in Treasury's general
revenue fund, and report the receipts to IRS.
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In fact, accountability for cash and checks received at a service center is not
established until the money has passed through several sets of hands, as illustrated in
the Attachment to this statement.

Additionally, during our review we observed at one service center on several
occasions that payments were being received by personnel who should not have been
authorized to accept such payments. As a result of these weaknesses, IRS is
vulnerable to losses of cash and checks received from taxpayers. In fact, between
1995 and 1997, IRS identified 80 instances of actual or alleged employee embezzlement
of receipts totaling about $5.3 million. These actual and alleged embezzlements
underscore the need for effective internal controls over the IRS' service center and
district office receipts processes.

We also found that IRS did not have sufficient preventive controls over refunds to
assure that inappropriate refunds were not disbursed. Such inappropriate payments
have taken the form of refunds improperly issued or issued for incorrect amounts
which IRS did not identify because of flawed IRS procedures, or fraud by IRS
employees. For example, we found nine instances where refunds were paid for
inappropriate amounts. Three of these occurred because IRS did not compare tax
returns to the attached W-2s (Wage and Tax Statement) at the time the returns were
initially processed, and consequently did not detect discrepancies with pertinent
information on the tax returns. As we have reported in prior audits, such
inconsistencies generally go undetected untl such time as IRS completes its document
matching program,® which can take as long as 18 months. In addition, during fiscal
year 1997, IRS identified alleged employee embezzl nt of refunds totaling over
$269,000. IRS is also vulnerable to issuance of duplicate refunds made possible by
gaps in IRS' controls. IRS reported this condition as a material weakness in its fiscal
year 1997 Financial Managers' Financial Integrity Act report.

We will be reporting on these issues in more detail, and our recommendations for
strengthening controls over receipts and refund processes, in a follow-on report on
internal control issues at IRS.

®*This program involves matching tax return information with information provided by
third parties (e.g., 1099, W-2) to identify any differences for further investigation.
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REVENUE ACCOUNTING AND REPORTING

IRS is unable to currenty determine the specific amount of revenue it actually
collected for the Social Security, Hospital Insurance,” Highway, and other relevant
trust funds. As we previously reported,' the primary reason for this weakness is that
the accounting information needed to validate the taxpayer's liability and record the
payment to the proper trust fund is not provided at the time that taxpayers remit
payments. Inforration is provided on the tax return, which can be received as late as
9 months after a payment is submitted. However, the information on the retum only
pertains to the amount of the tax liability, not the distribution of the amounts
previously collected. As a result, IRS cannot currently report actual revenue collected
for Social Security, Hospital Insurance, Highway, and other trust funds nor can it
accurately report revenue collected for individuals. Because of this weakness, IRS had
to report FICA and individual income tax collections in the same line item on its
Statement of Custodial Activity for fiscal year 1997. However, requirements for the
form and content of governmentwide financial statements'' require separate reporting
of Social Security, Hospital Insurance, and individual income taxes collected.
Beginning in fiscal year 1998, federal accounting standards'? will also require this
reporting.

Taxes collected by IRS on behalf of the federal government are deposited in the
general revenue fund of the Treasury, where they are subsequently distributed to the
appropriate trust funds. Amounts representing Social Security and Hospital Insurance
taxes are distributed to their respective trust funds based on information certified by
the Social Security Administration (SSA)."” For excise taxes, IRS certifies the amounts

SThe Hospital Insurance Trust Fund (HI) is one of two trust funds comprising the
accumulated funds of the Medicare program. The other Medicare trust fund is the
Supplemental Medical Insurance Trust Fund (SMI). Of these trust funds, only HI
receives distributions from the Treasury's general revenue fund.

u;],r_eha,m: (GAO/AFMD-94-22 December 21 1993)

""OMB's
Statements of the U.S. Government (September 2, 1997).

"’The Federal Accounting Standards Advisory Board recommends accounting
standards, and OMB, Treasury, and GAO decide whether to adopt the recommended
standards; if they are adopted, the standards are published by OMB and GAO.

“Sacial Security and Hospital Insurance taxes are required to be distributed based on
a certification by the Comumissioner of SSA. This certification is based on wage
information maintained by SSA which may be d by IRS d amounts.
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to be distributed based on taxes assessed, as reflected on the relevant tax forms.
However, by law distributions of excise taxes are to be based on taxes actually
collected.

We also found IRS did not have adequate controls over its process of certifying excise
tax distributions to the appropriate trust funds. The lack of fundamental internal
controls, such as supervisory review, resulted in a number of errors™ that affected the
amounts wltimately distributed to the trust funds. We found inadequacies in the
review of excise tax:

—  returns received, resulting in taxpayer errors on the returns going undetected;

- returns processed, resulting in IRS input errors going undetected; and,

—  certifications prepared, resulting in human error in extracting and analyzing data
from the master file going undetected.

As a result of these weaknesses, trust funds may not have received the proper amount
of excise tax revenue during fiscal year 1997. In fact, these wealknesses were a
contributing factor in the Department of Transportation Inspector General's qualified
opinion on the fiscal year 1997 financial statements of the Highway Trust Fund.

IRS SYSTEMS DO NOT
COMPLY WITH REQUIREMENTS

The Federal Financial Management Improvement Act of 1996 requires audmors
performing financial audits to report whether agencies' financial Y
comply substantially with federal accounting standards, financial systems
requirements, and the government's standard general ledger at the transaction level.
The Act's premise is that agencies that satisfy the Act's systems requirements will be
better positioned to routinely produce complete and reliable fi ial information for
managing operations and ensuring management accountability.

In our fiscal year 1997 audit of IRS, we reported that IRS' systems do not substantially
comply with the requirements of the Act. For example, IRS' general ledger does not
conform to the government standard general ledger at the transaction level.
Additionally, IRS' lack of a subsidiary ledger for unpaid assessments does not comply
with federal financial management systems requirements. In many respects, the status
of IRS' systems mirrors what we found across the federal government. As we outlined
in our report on the fiscal year 1997 ¢ lidated financial ts of the U.S.

However, generally this certification is based on IRS assessed amounts.

“See Agreed-Upon Procedures: Excise Taxes (GAO/AIMD-98-78R, February 26, 1998).
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government, the majority of federal agencies' financial management systems are not
designed to meet current accounting standards and systems requirements and thus
cannot routinely provide reliable information for management decisionmaking and
accountability.

We have previously reported on many of these issues in our IRS financial audits over
the years and made recommendations for corrective action. Although IRS has drafted
a plan of action intended to incrementally improve its financial reporting capabilities,
which is scheduled to be fully implemented during fiscal year 1999, the plan falls short
of fully meeting federal financial management system requirements. [RS also has a
longer range plan to address the financial management system deficiencies noted in
prior audits and in IRS' own self-assessment.”® During future audits, we will monitor
IRS' implementation of these initiatives, and assess their effectiveness in resolving the
issues discussed above.

COMPUTER SYSTEMS ISSUES

IRS places extensive reliance on computer systems to process tax returns, maintain
taxpayer data, calculate interest and penalties, and generate refunds. The huge
volume of transactions it processes and the decentralized structure of the agency-
which includes two computing centers, ten service centers, and numerous district
offices nationwide—make its operations highly computer driven. In addition, the IRS
Commissioner recently testified that electronic filing of returns and taxpayer use of its
electronic payment system has significantly increased and usage is continuing to
grow.” Consequently, it is critical that IRS maintain effective internal controls over
these systems.

3 art But Not Yet Sufficien
(GAO/AIMD/GGD-88-54, February 24, 1998).

on the x Return Filing Season and the dget fo al Yea
1999, Staternent of Charles O. Rossotti, Commissioner, Internal Revenue Service,
before the Committee on Ways and Means, Subcommittee on Oversight, March 31,
1998.
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Controls Over Computer
Security Are Inadequate

We previously reported that IRS had serious weaknesses in the controls used to
safeguard its computer systems, facilities, and taxpayer data."” Our review of these
controls as part of our audit of IRS' fiscal year 1997 custodial financial statements
found that overall controls continued to be ineffective. IRS' controls over automated
systems continued to exhibit significant weaknesses in areas such as physical security
and data communications These weak can allow unauthorized
individuals access to critical hardware and software where they may intentionally or
inadvertently add, alter, or delete sensitive data or programs. We have found that
such weaknesses are widespread throughout the government, as discussed in our
report on the fiscal year 1997 consolidated financial statements of the U.S.
government.

IRS recognized these weaknesses in its fiscal year 1997 Financial Managers' Financial
Integrity Act report and has corrected a significant number of the computer security
weaknesses identified in our previous audits. Additionally, IRS has centralized
responsibility for security and privacy issues and added staff in this area. IRS
informed us it plans to substantially address the remaining weaknesses by June 1999.
However, until corrected fully, IRS’' automated systems remain vulnerable to losses,
delays or interruptions in service, and compromise of the sensitive information
entrusted to IRS by taxpayers. We are continuing to review IRS' efforts in this area,
and plan to issue separate reports, by IRS location, on computer security issues we
identify, along with recommendations for corrective action. We will also follow up on
these issues as part of our fiscal year 1998 financial audit.

Success of IRS' Year 2000
Efforts Is Critical

It is critical that IRS successfully address its Year 2000 computing problem. The Year
2000 problem is rooted in the way dates are recorded and calculated in many
computer systems. For the past several decades, systems have typically used two
digits to represent the year in order to conserve on electronic data storage and reduce
operating costs. With this two-digit format, however, the year 2000 is indistinguishable
from the year 1900. As a result, systems hardware and software (system and
application) that are date dependent may generate incorrect results, or fail to work at
all, when processing years after 1999. We have reported this issue as a

I h
Smgm:ma (GAO/AIMD%IG December24 1997). and ms.smma.&mmu._’l‘.ax
)a eaknesses (GAO/AIMD-

9749 Apnl 8, 1997).
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governmentwide high risk area,' and the President has designated it as a priority
management objective. In addition, we discussed this as a serious governmentwide
issue in both our report on the fiscal year 1997 consolidated financial statements of
the U.S. government and in a recent hearing before this subcommittee.”®

IRS has one of the largest conversion efforts in the civilian sector underway. IRS' goal
is to complete all renovation efforts scheduled for completion by January 1999 in
order to allow a full year of operational testing. However, with less than 21 months
remaining, the task of completing renovation and testing on time is formidable. If IRS
is unable to make its mission-critical sy Year 2000 compliant, IRS could be
rendered unable to properly process tax returns, issue refunds, correctly calculate
interest and penalties, effectively collect taxes, or prepare accurate financial
statements and other financial reports. We are working with the Congress and the
executive branch to strengthen our nation's Year 2000 efforts, including those of key
sectors of our nation's economy as well as the associated efforts of key federal
agencies. We specifically plan to review the effectiveness of IRS' Year 2000 program
in conjunction with our fiscal year 1998 financial audit.

COMMENTS ON IRS RESTRUCTURING

Over the past decade, IRS has proposed and initiated many efforts aimed at
reengineering its business processes and modernizing its computer systems. Some of
these efforts have resulted in improvements in the way IRS conducts its business and
deals with taxpayers. Nonetheless, it is widely recognized that much more needs to
be done.

Commissioner Rossotti recently announced his plans for modemizing the IRS. The
overriding concept of the plan is to change the IRS from an internally-focused
organization to one that emphasizes assistance to taxpayers in complying with the tax
laws and ensures the fair treatment of taxpayers. While IRS has announced many
plans for restructuring and modernization over the past decade, Mr. Rossotti’s plan
appears to go far beyond past proposals by, among other things, changing IRS'
organizational structure to reflect a new focus. The Commissioner has categorized his
proposed changes into several key areas, among them (1) an organizational structure

“High Risk Series: Information Management and Technology (GAO/HR-97-9, February
1997).
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built around taxpayer needs, (2) balanced performance measures, and (3) new
technology.

Organizational § Buil
Around Taxpayer Needs

IRS currently has three separate kinds of organizations, spread over 43 organizational
units, that use several separate computer systems to support their activities. Under
the Commissioner's proposed changes, IRS would be reorganized into four units, each
serving a different group of taxpayers: (1) wage eamners, (2) sole proprietors and
other small businesses, (3) large corporations, and (4) tax-exempt entities. Under the
proposal, each group of taxpayers would be the complete responsibility of a business
center, from the processing of returns to collecting delinquent taxes. The
Commissioner's proposal is based on the belief that different groups of taxpayers need
very different types of assistance and programs to be compliant and that tax
administration needs to recognize this to meet those needs.

While the implementing details of his proposal are not yet in place and, consequently,
we have not evaluated the proposal in detail, this would appear to make sound
business sense. If implemented, an organizational focus on taxpayers could bring
together different functions such as customer service and collections to target those
taxpayers that are noncompliant and better ensure that IRS is treating compliant
taxpayers fairly.

Balapced Measures of Performance

The Commissioner's plan emphasizes the importance of having measures of
organizational performance that balance customer satisfaction, business results,
employee satisfaction, and productivity. The intent is to provide incentives for
service-oriented, as opposed to inappropriate, behavior toward taxpayers, which is in
line with the plan's overriding concept. As IRS refines its performance measures,
getting stakeholder involvement is important. Stakeholders, including the Congress,
the executive branch, and other interested parties, could help IRS as it devises
performance measures. Conceived in this way, the measures would enhance IRS’
ability to make informed decisions about how to allocate its resources between the
competing demands of taxpayer assistance and enforcement.

New Technology
The Commissioner's plan notes that a key factor limiting [RS' ability to modemize its
business practices is the extent of deficiencies that exist in IRS' computer systems,

which significantly impact the ability of these systems to support IRS' mission and
goals. The plan points out, however, that the new business practices and
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organizational structure provide a basis for completing and implementing the modem
systems outlined in IRS' recently issued technology modernization blueprint.

As we have reported many times, existing IRS systems do not provide ready access to
needed information and, consequently, do not adequately support modern work
processes. Modernized systems would significantly assist IRS in carrying out its
mission. However, it is important to note that the systems architecture and
sequencing plan outlined in the modernization blueprint issued by IRS in May 1997
was premised on the agency's concept of business operations and related business
requirements that existed at that time. To the extent that the Commissioner's
organizational restructuring alters these business operations and functions, the
architecture and sequencing plan may need to be modified.

Moreover, as we reported in February 1998,™ the modemization blueprint's business
requirements, systems architecture, and sequencing plan have yet to be validated using
defined, implemented systems life cycle processes. Such validation is essential to
ensure that IRS' modernization plans are complete and correct. In light of the
Commissioner's planned restructuring of the agency, the need for such validation of
the blueprint is even more acute. Therefore, we reiterate our recommendation that
IRS validate the business requirements, architecture, and sequencing plan using the
completed and implemented systems life cycle processes.

Longstanding Financigl Management
lagnes Must Still Be Addressed

The Commissioner has brought in the consulting firm of Booz, Allen, & Hamilton to
validate the concept of his proposed restructuring plan in terms of risk, cost and
impact on customers, both external and internal. However, it is important to note that
a key to the IRS' ability to effectively carry out its mission is sound financial
management. This requires strong fi i and internal controls
to ensure that information used in decisionmaking is rmmnely available and is reliable.
This holds true under IRS' existing structure as well as the focus and structure of the
organization as envisioned in the Commissioner's plan. Consequently, for the
Commissioner's restructuring plan to be successful, it is critical that the longstanding
internal control and systems weaknesses we have identified in our audits, as well as
the new issues identified during our fiscal year 1997 audit, be fully addressed and
corrected. It is only through such actions that IRS will be able to routinely and timely
produce reliable information necessary to fulfill its mission. This will prove to be a
significant challenge for IRS, as many of these issues are complex and do not lend
themselves to short-term solutions.

rin Ficic
cnmnmmmsﬁnm (GAO/AIMD/GGDM Febmmy 24 1998)
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Our hope is that the business goals of the new IRS Commissioner coupled with
continued Congressional oversight will change the agency culture to recognize the
critical importance of resolving IRS' financial management issues. Commissioner
Rossotti recently testified that IRS has a new focus and fundamental commitment to
customer service, and his proposed plan to restructure the IRS emphasizes this new
focus and coramitment. However, IRS cannot achieve excellence in customer service
without lasting improvements in its financial management. We look forward to
continuing to work with the IRS on long-term solutions to these problems.

Mr. Chairman, this concludes my prepared statement. [ would be pleased to answer
any questions.

(919212)
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ATTACHMENT ATTACHMENT
Inltial Handling of Service Center Mall
Retums with cash
of checks
Unit Function Status of intemat Controls
* No log 1o track individuat J
wdmrh.n’:nuil Mail Room -Nognoirwduancd:::m
« No surveiliance device
B » No log to track individual receipts
m:r:ﬁh Unht « No dual controls over opening of mail
* No surveitiance device
= No count of receipts received and
exiracied
Ji envors are - No log to track individual receipts
‘M' P Unit « No count of receipts processed
corrections * No survellance device
mﬂ'm Remittance » Specific control number assigned to
receipls Processing Units individual receipts
frio system "o » Checks encoded and endorsed
« Inventory sheet created for al receipts
processed through system
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Mr. HORN. Well, let me ask Mr. Musick. Having heard, and read
I am sure, the GAO analysis here, do you have anything you would
like to contribute to the record to broaden our understanding of
this? And, we appreciate very much your coming back for this.

Mr. Musick. Thank you. Not really. I think what I would say to
you is that I agree with what GAO has to say. The difficulty that
the IRS has had in the past, and I have tried to encourage the
auditors and the folks in the IRS, is that we had to take a two-
pronged approach to this. We had to figure out a way that we could
extract data so it could be audited and the numbers could be reli-
able. I think we are at that point now. The difficulty is that the
Commissioner has recognized, and Mr. Dodaro and others have rec-
ognized, that we are talking about modernizing a tax system to do
things that it was never designed to do, and if we can’t get the
numbers reliable, then there is no need to continue to do an audit
until this modernization is done, because there is just no way we
could figure out how to do that.

So I think it is important to understand that we are at the first
step here, and we need to get the numbers correct and say that the
numbers are reliable, but I agree with everything that has been
said by Mr. Dodaro. The systems need to be modernized; they need
to capture detailed transaction data; there needs to be an audit
}_rlail when that data comes into the system and back to the master
ile.

Mr. HORN. You heard the exchange Mr. Kucinich had on com-
puter security and I had one on non-computer security. Do you
have any words of wisdom based on other governmental experi-
ences as to how these two problems can be solved?

Mr. DobaRO. The problems that IRS experienced, as I was here
a couple of weeks ago talking about governmentwide computer se-
curity issues, are very similar at other agencies, both in physical
security as well as in the computer security area. We have made
literally hundreds of recommendations to IRS, and they are about
halfway through implementing many of our recommendations.
They are beginning to get a handle on the physical security as well.

A big problem that has been highlighted in the computer security
that the financial audits have spotlighted has been the issue of
browsing taxpayer files. That issue of unauthorized access by cur-
rent IRS employees has been a particular problem area that they
need to get control over, and we will also be doing some penetra-
tion testing of IRS’s vulnerability to intrusion by outside computer
hackers, as Congressman Kucinich mentioned. But they have a
good road map. We certainly have provided them with a number
of recommendations, and they do finally have an organizational
structure focused on security, which has been one of our big rec-
ommendations that has been outstanding for a number of years.
They have filled that hole and now they are filling in all the detail.
But it is going to take a considerable amount of work. Also, it is
very important to address the computer security area in the mod-
ernization blueprint, they have a well-defined security architecture.
That is one of the things they haven’t outlined yet, but I know the
Commissioner is committed to do that.

Mr. HorN. Now, all of the rest of you from GAO listened to the
exchange between the Commissioner, the former Chief Financial
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Officer. Ms. Willis, do you have any thoughts, given your area of
jurisdiction, which is Director of Tax Policy and Administration
Issues in the General Government Division?

Ms. WiLLIS. Mr. Chairman, what I would emphasize is a point
that Mr. Dodaro made, and that is successful restructuring of IRS
on a programmatic level, as well as the ability of GAO, the Con-
gress, and the American public to do oversight and to understand
IRS programs is dependent on IRS fixing its financial systems. We
need to have good quality, timely data to be able to understand
why problems are occurring and how to fix those problems. Fre-
quently within IRS the problem cannot be fixed where it occurs,
but it has to be fixed much, much farther upstream in the process.
Right now we frequently don’t have the data that would allow us
to decompose a problem and resolve it and prevent it from happen-
ing systemically. So until these systems are fixed, we are going to
be handicapped.

Mr. HoRrN. Mr. Kutz, you are Associate Director for Government-
wide Accounting and Financial Management in the Accounting and
Information Management Division of the General Accounting Of-
fice. Would you respond to what you have heard the Commissioner
say, the Chief Financial Officer say?

Mr. Kutz. Mr. Chairman, I would like to make a couple of obser-
vations on the unpaid assessment chart that Mr. Dodaro spoke
about. We talked to Mr. Musick about this several times, the com-
position of the pieces of the pie that you see up there.

One important observation I would make overall is that the IRS
does not choose the customers essentially that are included in the
inventory of unpaid assessments. By definition the folks in there
are bad credit for the most part. We looked at a sample of 730 dif-
ferent items, and Mr. Sebastian and I looked at every one of those
together between us, and we found some very interesting insights
that help explain why the IRS is only able to collect 13 cents on
the dollar. We can get into some of that in detail if you would like.

Mr. HoOgN. I would like it, because I will tell you, as the average
taxpayer, including this average taxpayer, takes a look—as I did
several years ago, that I mentioned earlier—at where over $100 bil-
lion had been written-off essentially since 1990, and where there
was another pot where they said oh, we can collect the other about
$64 billion, and I think your chart well shows that it is a little bit
of dreaming to think that you will get that much money out of this.
You might want to explain that in some detail so we all understand
it.

Mr. Kutz. All right, let me go through a couple of the different
pieces of pie. I have some details with me to walk you through
that. First of all, with regard to the amounts considered collectible,
the $28 billion, I will give you some of the details of what we saw
in our sample of 730. We saw 80 cases in there of the 192 that had
some collectibility that were installment agreements. These install-
ment agreements were primarily with individuals, businesses, and
there were also some estates.

Of these 80 items, 16 were estate cases that were generally 100
percent collectible; 61 of the cases were individuals that had en-
tered into installment agreements with the IRS, and the other 3
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represented corporations. We saw some or all of these cases as
being collectible.

We saw 36 cases in our sample where the taxpayer had, subse-
quent to our sample pull, actually paid in full or in part the taxes
that were owed. Of course, we considered those cases to be collect-
ible, since the money was in the door.

We saw 17 cases where the taxpayer had a history of allowing
the IRS to do a refund offset, where in the current year the tax-
payers had a refund due and the IRS offset that refund against the
past taxes due. So we projected refund offsets forward for the cases
and found some collectibility there.

The final area where we saw some significant collectibility was
for taxpayers that had a recent history of compliance. Established
corporations were 10 of them were very large established corpora-
tions, and other individuals that were having a history of compli-
ance. So that was what I saw in, and Mr. Sebastian and I saw, in
that sliver with the $28 billion.

Let me give you a couple of details in the other piece, the
uncollectible tax receivable. This is quite interesting. There were
267 taxes receivable items we found that had no collectibility. Of
these 267, we saw 75 that were considered hardship cases by the
IRS, where the IRS had deemed that the taxpayer had insufficient
fevenue or assets to pay the taxes and thus was not pursuing col-
ection.

We saw 41 instances of the trust fund recovery penalties—which
has been mentioned several times today—where individual officers
had been assessed the amounts that the corporations owed, and
that we considered in our sample to be uncoilectible. We did not
see evidence of money coming in the door for those. We saw 21 in-
dividuals that were in bankruptcy, and we saw 15 sample items
where the assessments resulted from illegal acts. These were high
dollar cases and the individuals were often in prison. Some of these
illegal acts, which are taxable and involve multiple penalties, in-
cluded drug trafficking, embezzlement, prostitution, international
arms dealers, real estate fraud and other tax fraud. So, again, this
is something that is a little bit different than your normal private
sector accounts receivable.

We also found 10 sample items where the IRS could not locate
the taxpayer. These details give you a flavor of the different compo-
nents of the $62 billion and the $28 billion that made up the taxes
receivable.

Mr. HorN. Thank you. I now yield 10 minutes to the gentleman
from Ohio, Mr. Kucinich.

Mr. KuciNicH. Thank you very much, Mr. Chairman. I would
like to continue with Mr. Kutz's observations here, and get into a
more detailed discussion of the testimony where you talk about
components of IRS’s $214 billion of unpaid assessments in the pie
chart represented here.

Let’s go around this pie chart again.

Mr. Kutz. OK.

Mr. KUCINICH. First of all, $76 billion in write-offs.

Mr. Kutz. Yes.

Mr. KuciNicH. In plain language, what does it mean when you
write off a debt?
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Mr. Kurz. In the private sector it means you write it off the
books. In this case, the IRS is required to keep writeoffs on the
books for 10 or more years by statute. So IRS is keeping writeoffs
on the books. Write-offs is basically something that is uncollectible,
but because of the requirement to keep it on the books, it is still
there.

As Gene mentioned, there are FDIC and RTC cases in writeoffs
that have absolutely no hope of collection. For the most part, 148
or so of the sample items we saw were corporations that had been
defunct, most of them had been defunct since the late 1980’s.

Mr. KucINICH. For example, if a corporation becomes defunct, do
you track if the incorporators go back into business and start a new
company? Do you ever pursue those individuals for the back taxes,
or if they go in as incorporated, is it simply uncollectible and you
don’t go after the individuals?

Mr. KuTz. Are you talking about the trust fund recovery pen-
alties you talked about earlier with the IRS folks?

Mr. KUcCINICH. Right.

Mr. KuTz. We did see a number of instances where individuals
who owned these corporations had multiple corporations that had
defaulted on their payroll taxes. We saw one case where there were
eight different modules that were outstanding from three different
corporations for one individual. We saw a number of other cases
where an individual business owner had several payroll taxes that
were outstanding for different corporations.

So as the IRS had said earlier, they kind of move around and
start up businesses and then they don’t pay their taxes. So there
are multiple offenders.

Mr. KuciNICH. For some people it is a way of doing business.

Mr. Kutz. It appears so, yes.

Mr. KucinicH. How widespread is it? Can you put numbers on
it in terms of the number of cases?

Mr. SEBASTIAN. There were 83 cases involving trust fund recov-
ery penalties, in 17 of these cases which we saw officers in essence
withholding the payroll taxes multiple times, talking 17 of 83 cases
that we reviewed.

Mr. KUCINICH. What happens when payroll taxes aren’t paid?
What typically happens in those cases? Who is liable?

Mr. KuTz. The corporation, of course, is liable, but the IRS is also
able to assess officers for the unpaid amounts withheld from indi-
viduals for Social Security, hospital insurance and individual
withholdings. So there are multiple assessments that are outstand-
ing with the business and the officers of the corporation. That is
one of the things. The initial pie that we had was $236 billion. The
reason that the pie is $214 billion is that there were duplicate as-
sessments in the IRS system that we wrote off as part of our audit.
That related primarily to the trust fund recovery penalties. So the
IRS can really only collect the money once, but it was on the books
in some instances 4 or 5 times.

Mr. DODARO. The other important note here is a lot of what is
in that pie chart are interest and penalties that keep accruing on
old debt. Some of the debt, and the write-offs, for example, goes
back to the late 1980’s, 1990 timeframe. Indeed of the total of the
$214 billion assessments, about $136 billion of that are interest
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and penalties, and not the original debt or the taxes that are as-
sessed. So the growth in this unpaid assessments category is large-
ly driven by the interest and penalties.

Mr. KUCINICH. So in putting a dollar amount, that figure of $76
billion in write-offs would be corrected to about $30 billion then, is
that correct?

Mr. DODARO. If you eliminated the interest and penalties.

Mr. Kutz. That is a fair assessment.

Mr. KucINICH. It is still a significant amount of money. To go
back into it, who makes the decision as to whether a debt is writ-
ten off or not?

Mr. DobaARro. Basically, in this case, the absolute term of a write-
off, in the sense that it is not pursued any more is governed by the
legal statute of 10 years. Once that 10-year period has elapsed, IRS
decides what to do at that point, at that point. What we are doing,
working with IRS to prepare the financial statements and then to
do the audit, is to provide a financial accounting of exactly what
the nature of this inventory is, and what can be realistically ex-
pected to be received. So the terminologies we are using here are
imbedded in the new accounting standards that have been put in
place to make sure that the decisionmakers and the Congress and
IRS have accurate information.

There has been a litany of assumptions made in the past years
that the large part of this inventory would be actually collectible,
and there have been pursuits to try to do that. The big point I
would emphasize, which is very similar to what the Commissioner
emphasized here, is that there has to be earlier identification and
collection. A lot of these cases in here are several years old, where
people can’t be located, where there has been failures of the cor-
poration, and basically IRS’s ability to collect that old debt dimin-
ishes as time elapses. IRS needs better information so it can age
these and then attack the ones that are most recent.

Mr. KUCINICH. There is a point at which you pursue legal action
to collect, right? You go to court, you file liens?

Mr. Kutz. Correct. Most of these corporations that are in the $76
billion have been through bankruptcy court and now they are de-
funct. There is nothing left to get. These amounts are completely
uncollectible.

Mr. KuciNIicH. Fine. But, you know, you have explained that.
The question I have though is that if you filed some legal process,
the names of the corporations become public record, correct?

Mr. KuTz. I can’t answer that question.

Mr. KucCINICH. Does it?

I;Ir. Dobaro. I would have to check. Do we have attorneys with
us?

Mr. KuciNicH. I think it comes to this, if there are corporations
who are avoiding paying millions of dollars in taxes, and they avoid
all of the processes that you use to try to collect, is there any way
that these corporations can be made known publicly, that the prin-
cipals can be made known? So we can see if they are trying to do
business with the government again? If we are setting them up in
business or anything like that? Is there any way to know? You
don’t know?
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Mr. Musick. I don’t know if I can answer that question, but let
me just clarify something, because I am not too sure that this is
a collection issue. What they have defined here is

Mr. KuCINicH. Excuse me, I understand. Let’s say that I under-
stand it is not a collection issue, but it is an issue of accountability
for the people, even though you can’t collect the debts. I under-
stand that. You have well established there are debts you cannot
collect. What I am asking is coming from a different direction.

Who are these people who beat the taxpayers out of billions of
dollars? Or millions in some cases, and can we find out? Is there
a list of corporations available? Can we find out? We can stop these
people from doing it all over again and stiffing the taxpayers and
maybe getting government contracts and becoming a wealthy per-
son at the expense of the taxpayers on the one hand with govern-
ment resources, and on the other hand not paying their taxes? How
do we stop this?

Ms. WiLLIS. Congressman, under section 6103 of the Internal
Revenue Code, that information cannot be released. It is protected
as taxpayer data and the fact that someone, a taxpayer, be that a
corporation or an individual, owes the government tax dollars is
protected information.

Now, if it goes into a bankruptcy court where there is a public
record, where this is an outstanding liability, you have more infor-
mation available. But right now as the statute is written that infor-
mation is protected.

Mr. KUCINICH. I am all for privacy. I think privacy is a fun-
damental American right. But we are talking here about 10 years
past collection, uncollectible debts. Do you keep a list of people who
have gone into bankruptcy where the name becomes public?

Ms. WiLL1S. No. I am saying the Internal Revenue Code wouid
have to be changed to allow this information to be made public.

Mr. KUCINICH. Mr. Chairman, you know, it may be that since we
have identified an area of vulnerability here, and we have identi-
fied that there is a scam, one of many scams that goes on as a way
of trying to avoid paying taxes, then this might be a relevant area
to look at the code, to find out if after a certain period of time peo-
ple haven’t paid, it is uncollectible, if that information then be-
comes public.

I mean, if people don’t pay their real estate taxes back in coun-
ties across the country, their name can be printed by the county
auditor in the newspaper for a couple hundred bucks. And yet
someone can claim a sacrosanct privacy if 10 years later they stiff
the government for millions? I don’t think so. If it is that way, I
think this might be an opportunity for us to look at the code and
to change it. We need to know who these people are, so they aren’t
doing it to us again.

Mr. HORN. I completely agree with the gentleman. In the Debt
Collection Act, which we authored and became law 2 years ago, we
had to leave out the IRS because it is under the jurisdiction of the
Committee on Ways and Means.

Now, doing that—and that is where the privacy thing came
from—I am sure was in good faith. But the fact is, if you got them
under the Debt Collection Act, every time they applied for a gov-
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ernment benefit, that would now be caught and they wouldn’t get
that government benefit if they owed the government money.

That is what started us in this debt collection effort. When we
saw what IRS had written-off under the previous administration of
IRS, and I am talking pre-Commissioner Rossotti, I thought it was
a national scandal. But apparently some committees here don't,
and we are just going to have to urge them again.

Some of that got back to the pilot program in IRS on debt collec-
tion, and I wonder if you could tell us what you know about that.
The last 1 knew, Mr. Kolbe’s subcommittee on appropriations, that
has jurisdiction over their funding, mandated on behalf of myself
and Ms. Johnson of Connecticut, who heads the Oversight Commit-
tee on Ways and Means, that there would be a pilot project. As I
remember, one bundle of the pilot project which I thought was an
absolute phony by IRS was 5-year-old debt. You have got to start
in the first 30 days, as I have been saying, 30, 50, 60, whatever,
and followup, and not let it age, as the point was made, so that
they think it is a grant. It is unbelievable. They just think, oh,
well, nobody cares, why should I pay it?

Well, it means you better get a decent collection effort. And it
means IRS has its role to do it in 30 days, I would say, maybe 60
at the most, and then turn it over to private collectors. I listened
to a lot of nonsense from the previous administration of the IRS
that that would affect a privacy law.

I said look, as I said earlier today, just give them the address
and what they owe the taxpayers of the United States.

Mr. DODARO. There were a lot of problems with that pilot, Mr.
Chairman. I am going to ask Ms. Willis to explain that. She has
been doing in-depth analysis of the pilot since its inception.

Ms. WILLIS. Mr. Chairman, basically the Congress appropriated
money for three pilots at IRS, only one of which was ever started.
And as we got into that pilot, we recommended, with the agree-
ment of the IRS Commissioner, that that pilot be stopped because
it was running into a variety of problems from a systems perspec-
tive, a legal perspective, and an operational perspective. We have
since gone in and looked at the pilot, briefed you and Chairma:a
Kolbe and Chairman Johnson on that pilot, which was very lim-
ited. One of the restrictions placed around the pilot was that they
could only pilot the collection of debt by private parties that IRS
otherwise would not be working with. So these tended to be older
accounts. They also tended to be smaller accounts.

Since that time, we have been charged with working with IRS to
redesign a pilot, and basically, based on our look at IRS systems
and working with the new Commissioner, we have come to the con-
clusion that until some of the basic problems with IRS’s processes
are fixed, it is going to be very difficult to design a pilot that will
tell us anything about the use of private debt collectors that we can
take forward in terms of putting firm programs into place.

Let me point out one of the issues that is very, very critical, and
it gets back to the timeliness problem. Right now a big part of the
problem with the debt is not how long it has been delinquent, but
how long it took IRS to actually assess the additional tax after the
tax return was filed. So that by the time the taxpayer is aware
they owe additional tax, a substantial period of time has passed,
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sometimes 2 to 3 years, and at that point there is interest, there
are penalties, and there is a great deal more money owed than
there would have been had it been assessed earlier in the process.

Shortening that assessment timeframe is critical to resolving the
collection problems that the private debt collectors faced in this
pilot. There has to be recent tax year debt that has gone out for
collection soon after being declared delinquent as well. There are
ways to shorten all of those processes, but they are going to require
major reengineering efforts.

Mr. HORN. Did the GAO review Commissioner Rossotti’s plan for
restructuring IRS?

Mr. DopArRO. We have taken a look at it. At this point, as you
know, it is a high level concept statement, and we are, like a lot
of other people, awaiting additional details. We will take a closer
look at it as the specifications become more available. But as a gen-
eral proposition, as I mentioned, it has a lot of merit in terms of
realigning by different types of the taxpayer.

Mr. HorN. I do, too. I wanted to pick up on Ms. Willis’ point.
Was GAO satisfied, in the assessment of certain taxpayer’s filings,
that the debt collection apparatus is apparently hinging on the
time it takes to record that assessment? And if they procrastinate,
I am not saying anybody is doing anything evil, I am just saying
their system may not be geared now to record the assessment
quickly. It seems to me, in the Commissioner’s restructuring, that
is a very basic point for him to deal with.

Is that correct, Ms. Willis?

Ms. WILLIS. That is correct. And it is also a point that he recog-
nizes and a point that is critical around the structuring of the sys-
tem to address groups of taxpayers. Part of the reason that that
issue has not been addressed to date is the functional nature of
IRS’s organization. The people in collections have never had any
accountability or responsibility for the assessment process and vice
versa. The fact that it took this long to assess was not in any way
reflected in the returns processing or the exam functions perform-
ance measures. It became a problem for collections.

So if we have a structure that is built around different categories
of taxpayers, properly implemented, what it should allow us to do
is go in and look at where the problems are occurring—and it does
vary by type of taxpayer—and design strategies for intervention to
prevent problems as well as to get the taxes assessed more quickly,
design the specific systems to do that, and to resolve the problems
that end up right now sitting in collections.

Mr. DobDARO. The other aspect of that, Mr. Chairman, is the mod-
ernization blueprint that the Commissioner mentioned. That is in
its high level descriptions, but as it moves on you need to define
the business requirements and have those validated so they will
support the new restructuring proposal. It is really paramount that
it gets done properly. We have made recommendations, which the
Commissioner has agreed to implement, to do that as the specifics
of the restructuring proposals unfold.

Mr. HORN. Mr. Musick, is there anything you can enlighten us
with about the collection pilots that occurred? 1 believe you were
Chief Financial Officer then.
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Mr. Musick. Yes, but that really comes under Mr. Dalrymple’s
area, who left. It was under the collection function. Really, my
dealing with collection data is to get into what the data is when
we pulled it out for the financial audit. I think what GAO has iden-
tified here and is just a simple change in wording to the words “un-
paid assessments.” We used to call that accounts receivable dollar
inventory, and everybody focused on the words “accounts receiv-
able.” It really isn’t accounts receivable as we would think of it.

(The information referred to follows:]
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The Internal Revenue Service (IRS), as a pilot agency under the CFOs Act of 1990, has prepared
financial statements and subjected them to audit since 1991. Initially, the IRS received
disclaimers of opinion on its financial statements from the General Accounting Office because
its records were not suitable for audit. The IRS undertook substantial efforts to improve the
quality of its records and was recently rewarded through the receipt of an unqualified opinion
from the GAO on its 1997 financial statements. This is a substantial achievement. The revenue
of the Federal Government has now been audited and this is a giant step toward the
Administration’s goal of obtaining an unqualified opinion on the consolidated financial
statements.

However, the GAO found that IRS accounting systems are not sufficient for a timely accounting
of amounts due to the government. Nevertheless, actions taken by the IRS to improve receivable
records in response to the audit of prior year financial statements are credited with an increase in
collections of delinquent taxes. While the uitimate solution to the receivable issue rests in
systems modernization, a long-term initiative, the IRS has stated its commitment to remedial
efforts to address the issue to the extent practicable. Given the IRS’s accomplishment for 1997,
its commitment to resolving this matter is not in question.
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Mr. HOrN. I wanted to thank you for coming back and sharing
some of those insights with us. The staff on both the Democratic
and the Republican side will have a few questions to submit to this
panel. If you would, you are still under oath, give us as succinct
an answer as you can. We would like to put them in the record at
this point without objection.

I am particularly pleased that both GAO and IRS were able to
connect this year, and they got a favorable opinion, and that is im-
portant. In 1993, when a lot of us on this committee looked at this
situation, we said there are two agencies for sure we knew in 1998
that wouldn’t make it. One was the Department of Defense and the
other was IRS. Well, you surprised us. IRS made it, and I am sure
that is thanks to you and a lot of people, Art Gross, the Chief Infor-
mation Officer, and others over there. The Department of Defense,
we will be dealing with tomorrow morning.

So, in other words, DOD has had 2 years to try and match the
$25 billion up with acquisition and inventory. We will have that
session tomorrow. I don’t know if GAO is coming. I think you are.

Mr. DoODARO. I will be here tomorrow, Mr. Chairman.

Mr. HorN. You are always looking for $25 billion, wherever you
can find it. So are we. But, if you have no other comments you
want to make on Mr. Rossotti’s statement, as far as I am con-
cerned, we can move to the next panel. We again thank you all for
coming and we appreciate the excellent advice you have given us.

[NOTE.—The GAO report entitled, “Financial Audit—Examina-
tion of IRS’ Fiscal Year 1997 Custodial Financial Statements,” may
be found in subcommittee files.]

Mr. HORN. We now have panel III, Mr. Stefan Tucker, the chair-
man-elect, Section on Taxation, American Bar Association, and we
have Mr. Michael Mares, the chair of the Tax Executive Commit-
tee, American Institute of Certified Public Accountants, and we
have Mr. Thomas H. Stanton, chair, Standing Panel on Executive
Organization and Management, National Academy of Public Ad-
ministration, and Mr. Stanton will be accompanied by Mr. Herbert
N. Jasper, member, Standing Panel on Executive Organization and
Management, National Academy of Public Administration.

Gentleman, you know the routine.

[Witnesses sworn.]

Mr. HoRN. The clerk will note that all four witnesses have af-
firmed. We will just go down the line in the order they are on the
agenda. Mr. Stefan Tucker, chairman-elect, Section on Taxation,
American Bar Association is first.
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STATEMENTS OF STEFAN TUCKER, CHAIRMAN-ELECT, SEC-
TION ON TAXATION, AMERICAN BAR ASSOCIATION; MI-
CHAEL E. MARES, CHAIR, TAX EXECUTIVE COMMITTEE,
AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNT-
ANTS; AND THOMAS H. STANTON, CHAIR, STANDING PANEL
ON EXECUTIVE ORGANIZATION AND MANAGEMENT, NA-
TIONAL. ACADEMY OF PUBLIC ADMINISTRATION, ACCOM-
PANIED BY HERBERT N. JASPER, MEMBER, STANDING
PANEL ON EXECUTIVE ORGANIZATION AND MANAGEMENT,
NATIONAL ACADEMY OF PUBLIC ADMINISTRATION

Mr. TUCKER. Thank you, Mr. Chairman. I am presenting my tes-
timony today on behalf of the ABA Section on Taxation, which is
the national representative of the legal profession with regard to
our tax system. We appreciate the opportunity to appear before
your subcommittee today to discuss various proposals to restruc-
ture and reform the IRS.

Perhaps no committee is as attuned to the need for reform of the
IRS than this committee, and we concur with your views as to the
possibility of success under Commissioner Rossotti. We have a
great deal of confidence that with his background and his ability,
both to focus on the organization and the systems, and quite frank-
ly, to think outside the envelope, that he will be successful.

We think he needs a lot of help from Congress in terms of doing
this, and we are pleased that your committee is focusing on this.

We have been privileged on a number of occasions to work with
the Commission on Restructuring the Internal Revenue Service,
the members and staffs of the tax writing committees, and the rep-
resentatives of both the Service and the Treasury as they devel-
oped first the Commission’s report and then the House and Senate
bills. We believe that a lot of thought has gone into this process
and we think a number of the conclusions of the committee are
quite important.

The first thing we would like to focus on is governance and over-
sight. We recognize that both the House and the Senate bills would
create an IRS oversight board to handle the oversight of the Inter-
nal Revenue Service’s administration, management, conduct, direc-
tion, and supervision of the execution and application of the tax
laws, and we were pleased to hear Commissioner Rossotti say that
he in turn is pleased with the Senate version of that bill.

We are pleased that the Senate version includes a sunset provi-
sion. That was something we recommended in the Senate Finance
Committee hearings. We are pleased that the Finance Committee
has focused on that sunset provision. Qur concern still remains the
fact that a board that has management functions rather than over-
sight functions could itself be an impediment rather than an aid to
better management. We think that there is a necessity for a board.
We think that a board ought to be a board of oversight with its
sunset provision in place and it ought not to be an impediment to
the proper functioning of the Internal Revenue Service.

We recognize in many respects that what is there is broken has
to be repaired and in many respects not merely repaired, because
that implies simply replacing a few shingles in the roof. We think
maybe you have to replace the whole roof in some aspects. We
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think this board of oversight can help do that, and be in many re-
spects a reporting board to the Congress.

We think that if the board were responsible for issuing annual
reports or even semiannual reports, which probably would be bet-
ter, that those independent reports from an independent board
would be very, very useful to the Congress in its oversight, and this
subcommittee should be very concerned about oversight and re-
form, because this subcommittee is a part of that particular com-
mittee of the House.

We think that the board can accomplish this. Quite frankly, we
believe the board ought to be comprised only of independent sector
members. We recognize that the Senate Finance Committee has fo-
cused on adding both a union representative and the Secretary of
the Treasury. We think the board ought to be an independent
board, and that is in our written testimony.

We think you are going to have very high caliber members on the
board. This is going to be something that people will look at as
both a burden and as an opportunity to help the American system,
and we think you will be able to attract those people.

In turn, even though the Senate Finance Committee would give
only limited authority to the board under section 6103, which is a
privacy provision, we think that is probably not beneficial. If this
truly is a private board, the ability to micromanage and to interfere
and to be an impediment is something we ought not to be having.

We noted that you read our written testimony in advance, and
we appreciate it. We noted you had a question as to the need for
an Under Secretary of the Treasury. I would like everybody to
think outside the envelope and not inside the envelope. The Treas-
ury Department clearly has had oversight of the Internal Revenue
Service historically. Historically, it hasn’t worked. Historically, the
Secretary of the Treasury has many, many more burdens and
many, many more responsibilities.

In an international economy, fiscal responsibility, both inter-
nationally and domestically, you need somebody at the Treasury
who has direct oversight on behalf of the Treasury for the Internal
Revenue Service. In the absence of a designated Under Secretary
of the Treasury, at best that would be sporadic. At worst that will
be nonexistent. No matter how often we think of it, we think re-
form and oversight at the Treasury level is required here, even
with the independent board, even with the many committees of
Congress who have their oversight of the Internal Revenue Service.
You need a person who has that responsibility and we strongly be-
lieve that that is a necessary responsibility.

We applaud the Commissioner’s views on personnel. We strongly
believe the Internal Revenue Service needs flexibility to hire the
best and the brightest, and we would encourage that we think out-
side of that envelope as well. Civil service has its place, but it does
have its own constraints.

We would come back to tax simplification. One of the problems
that the Internal Revenue Service has is responding to the many,
many acts of Congress in terms of changing the Internal Revenue
Code. During the 1980’s, there was at least one act every year.
During the 1990’s, we have had major overhauls. The more com-
plexity Congress piles on the Internal Revenue Service, the harder
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it is for their personnel to deal with the Internal Revenue laws and
the regulations. It is very hard for us, and we are tax professionals
on the AICPA level and the ABA Section on Taxation level, to deal
with all of this, both the guidance and absence of guidance.

We would urge you to focus on the need for simplification, real
simplification and what Congress in turn does to the IRS, which is
a whipping boy for the American public. Thank you. I see my time
is up.

[The prepared statement of Mr. Tucker follows:]
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Mr. Chairman and Members of the Subcommittee:

My name is Stefan F. Tucker. I appear before you today in my capacity as Chair-Elect of the American
Bar Association Section of Taxation. This testimony is presented on behalf of the Section of Taxation,
which is the national representative of the legal professions with regard to the tax systemn. This testimony
has not been approved by the House of Delegates or the Board of Governors of the American Bar
Association and, accordingly, should not be construed as representing the position of the Association.

The Section appreciates the opportunity to appear before the Subcommittee today to discuss various
proposals to restructure and reform the Internal Revenue Service. Our testimony focuses principaily on
issues of governance of the Internal Revenue Service (hereafter, "Service” or "[RS"), tax simplification,
Congressional oversight of the Service, IRS budgets, and certain other proposals.

We were privileged to consult on a number of occasions with the Commission on Restructuring the Internal
Revenue Service, members and staffs of the tax-writing Committees, and representatives of the IRS and
Treasury as they developed, first, the Commission's Report and then the House and Senate Bills.

We believe the Commission Report identified crucial issues regarding the management of the Service and
attempted to deal constructively with those issues. While the Section does not agree with all of the
solutions proposed by the Commission or the House Ways and Means and Senate Finance Committees, we
believe the thoughtful way in which the issues have been presented will certainly aid in the design of a
workable solution. We also have been impressed with the attention to IRS management issues given by
Secretary Rubin and others within the Treasury Department, and we anticipate that their efforts likewise
will be productive. Furthermore, of course, we hope that the testimony which we present today contributes
to the goal of a better tax system for our country.

As a preliminary matter, the Section of Taxation wishes to emphasize and forcefully endorse the
conclusions reached by the Commission on the relationship between the complexity of the tax law and the
difficulty of tax administration. As we will discuss in greater detail, there is little question that many of the
perceived failures of the Service are closely linked to the complexities in the Internal Revenue Code that
have occurred on a geometric basis over the past seventeen years. Unless there are meaningful legislative
and administrative efforts to simplify the tax law, any changes in IRS governance that may result from the
Committee's efforts will lose their effectiveness.

L GOVERNANCE AND OVERSIGHT
1. Governance

The House and Senate Bills would create an IRS Oversight Board (the "Board) within the Treasury
Department. The Board would be charged with oversight of IRS "administration, management, conduct,
direction, and supervision of the execution and application of* the tax laws. Specifically, the Board would
have the authority to: (i) review and approve IRS strategic plans; (ii) review operational functions of the
IRS; (iii) provide for review of the Commissioner's selection, evaluation and compensation of senior
managers; and (iv) review and approve the Commissioner's plans for major reorganizations.

a. Board of Oversight

The Tax Section is concerned with the proposal in both Bills to vest in the Board direct approval authority
over certain functions of the IRS. We believe that the President has, and should continue to exercise, the
ultimate authority over the IRS. Management of the agency charged with collection of virtually ali of the
revenues of the Federal Government is, fundamentally, an Executive Branch function. We believe that this
is consistent with both the Constitutional notion of separation of powers and the management notion of
accountability.
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Moreover, we believe it is impossible, as well as unwise, to split the fiscal management of the Service from
other issues involving tax administration, enforcement and policy. These functions should be retained by
the only branch of government capable of carrying out both simultaneousty -- the Executive Branch -- and
should continue to be lodged in the Treasury Department, the Cabinet department charged with
administering the Government's fiscal affairs.

We are concemned that a Board with substantive authority over IRS operations could be an impediment,
rather than an aid, to better management. Much of the criticism directed at the Service in recent months, at
its core, has been about lack of control and accountability. The Service is a huge organization which, like
most bureaucracies, tends to function with or without top-down leadership. Any restructuring proposal
should seek, as its principal goal, further to enable those in charge to control the agency.

An independent board of oversight with management authority actually may hinder, rather than enhance,
management accountability. Instead of a single head, operating within the Treasury chain of command,
there would be separate power centers, each competing for its share of authority and each with different
reporting relations. We see a Board with management authority as both a potential distraction to the
Comrmissioner and, even worse, a rival. As a separate power center, the Board offers a potential for
intrigue on the part of those seeking to undermine or circumvent the Commissioner. While this result is by
no means a certainty, creating even the potential for such confusion is problematic. The Tax Section
believes this development would run counter to the d goal of enhancing management of the
Service.

o5

The Section therefore urges that day-to-day management functions remain within the Treasury Department.
Consequently, we do not support the proposal to shift approval of certain management decisions to the
Board. By retaining all such authority within the Executive Branch, clear management accountability will
be maintained.

Having said this, we believe the creation of a Board without management authority could serve a useful
purpose. Consistent with our view that private sector expertise should be made available to the Service's
senior management and that such individuals should be involved in the oversight process, we recommend
that Congress create an IRS Board of Review, made up exclusively of private sector members. No
government officials would serve on the Board, either directly or ex officio. We suggest that the size of the
Board be kept relatively small; five or six members would seem optimal. Their appointment,
compensation, etc. would be as proposed by the House.

The role of the Board would be specified by Congress in implementing legislation and would be somewhat
similar to the role recommended by the Commission. For example, the Board would be expected to review
and provide input to the Service's proposed budget, short-term and long-range strategic and operational
plans, and major proposed management initiatives. In addition, the Commissioner would be expected to
consult with the Board regarding the appointment, evaluation, and compensation of the Commissioner's
senior management team. The Board also would be expected to recommend to the President qualified
candidates for the positions of Commissioner and Chief Counsel.

A Board constituted in this way would have the duty to make periodic (probably semi-annual) independent
reports concerning its assigned tasks directly to the President and the Congress. Such reports would be
expected to deal in a candid and uncensored fashion with the successes and problems of the Service, as
well as any management initiatives which Congress must approve. Members of the Board would be
available to consult directly with, and testify before, the Congress on the successes and problems of the
IRS. Rather than the Board being involved in direct management of the Service, we conceive of the
Board's role as an extension of Congressional oversight. It would serve as the eyes and ears of Congress
with respect to the Service. The Board would be directly invoived in reviewing the major management
decisions affecting the Service without disrupting the normal Executive Branch authority.

Some might argue that a Board constituted in this manner would lack any authority. We clearly disagree.
The strength of the Board's authority would have would come not from direct management responsibility,
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but from its reporting responsibility to Congress. The Board would have a direct link to the Congress that
could not be circumvented by IRS or Treasury management personnel. As a result, such management
personnel would, in all likelihood, seek to work with and accommodate the Board.

Importantly, the Board would contribute the relevant expertise of private sector professionals as a
consultative resource for the IRS and the Treasury on major management matters. This role should be
specified in implementing legislation. A properly recruited Board could make considerable resources
available to the IRS and could compl the skills of the Commissioner by making
available expertise in areas with which the Commissioner may be less familiar.

We are convinced that a Board of Review, operating as we propose, would attract very high caliber
members from the private sector. We are confident that these individuals would add substantial value to
the analysis and review of management issues, and Congress would view the Board's role as an adjunct to
its oversight responsibility. Because of the important impact such Board will perforce have on improved
management and oversight of the Service, we think there will be no shortage of top quality private sector
individuals willing to serve.

b. Congress should establish the position of Undersecretary of Taxation

We concur in the assessment that Treasury oversight of the Service has been "limited and uncoordinated”.
We are concemed, however, that neither the House nor the Senate Bills would improve that Treasury
oversight function. Therefore, we propose that this problem be addressed directly by creating within the
Treasury Department a new Undersecretary of Taxation. The Undersecretary would be charged
specifically with that responsibility, together with the task of coordinating the entire tax system, both tax
administration and tax policy. The scope and importance of this new position dictate that it should be filled
only with an individual having significant experience with the tax system.

The Undersecretary would report directly to the Secretary. In addition, the Undersecretary would be
required to assure Treasury's participation with the Commissioner and other IRS management in the
development of long-range planning for the Service. The Commissioner and the Assistant Secretary of the
Treasury for Tax Policy would report directly to the Undersecretary. The Chief Counsel of the Internal
Revenue Service, who currently reports directly to the Treasury Department General Counsel and has
dotted-line reporting responsibility to the Commissioner, also would have dotted-line reporting
responsibility to the Undersecretary, as would the Assistant Secretary for Management and others as
deemed appropriate.

We believe that creation of such a position addresses more directly than does an outside Board the
concerns expressed by the Commission concerning Treasury accountability. Such a position provides a
person at the highest levels of Treasury whose sole responsibility it would be to manage and coordinate the
tax functions of the Administration. This is, in fact, what has been lacking in past Administrations, a point

phasized by the Cc ission. The Undersecretary would serve as the point of intersection between tax
administration and tax policy, with the clear mandate to coordinate these functions. In turn, the
Undersecretary would report directly to the Secretary, the individual charged by the President with overall
responsibility for the Treasury's tax function.

The Undersecretary would be required to make periodic reports to the Secretary, who in turn would be
required to report regularly to the Congress. The Undersecretary and the Commissioner would be required
to attend meetings of the Board at such times as the members of the Board determine, and would be
responsible for reporting to and advising the Board about impending management proposals. The
Undersecretary also would be available to the relevant Congressional comumittees to report and consult on
matters relating to the Service.

The statutorily mandated job description of the new Undersecretary that we have in mind differs from
those of prior Treasury undersecretaries. For example, early in President Reagan's administration, an
Undersecretary for Ecc ic Policy had supervisory authority over the Assistant Secretary for Economic
Policy and the Assistant Secretary for Tax Policy. We do not envision, and would not support, the
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proposed position as involving economic policy. Rather, the tasks assigned to the new Undersecretary
should be limited strictly to those relating to the management of the Service and those relating to tax
policy.

Creation of the position of Undersecretary of Taxation would assure clear, continuing and coordinated
accountability within the Treasury Department that, to date, has been absent. This would avoid not only
the prospect of management by committee, but also assure the greater coordination of fiscal management
of the Service, tax administration and tax policy that we believe is essential. Together with a Board of
Review reporting directly to Cong the Und retary will provide a clear focus of responsibility,
authority and accountability.

2. Personnel Policies

The Tax Section strongly endorses the dations of the C: ission and the proposals in the
House and Senate Bills that give the Commissioner more flexibility with respect to IRS personnel.
Historically, Civil Service rules have tied the Commissioner's hands, making it extremely difficult, if not
impossible, for the Commissioner to hire the best people from the private sector and pay them at
appropriate levels. We believe strongly that it is not in the best interests of the tax system for such
inflexibility to continue. As an agency atac ds, it is imperative, for the benefit of both the Service
and the Congress, that the Commissioner be able to bring into government the best and the brightest. That
cannot and will not happen unless flexibility in hiring is increased and unless the Commissioner is given
the ability to pay such individuals at levels that will attract them away from high paying private sector jobs.

3. Independent Inspector General

The Tax Section also supports the creation of an independent Inspector G | within the Service. At
present, the Treasury Inspector General serves as the Inspector General for the Service as well. This
relationship suffers in many ways from the same problems as that of the Service to the Treasury generally.
The Treasury Inspector General is responsible for an entire Cabinet department, which make it
exceptionally difficult for that person to devote as much attention as necessary to the Service. This would
be rectified by the creation of an Inspector General position at the Service.

In addition, we believe that an independent L G | at the IRS would go far to address public

pcrcepuons about an agency out of control. While we do not share the view of some that the IRS is a
"rogue” agency, recent revelations make it clear that abuses are not random or isolated, and should be dealt

with dingly. An independent Inspector General would go far to addressing those percepti
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The Section is concerned about the proposal in the Senate Bill to eliminate the IRS Office of Chief
Inspector and transfer such functions to the Treasury Inspector General's office. Our experience with the
Treasury Department and IRS lead us to conclude that such a shift may actually result in less, rather than
more, attention being paid to problems in the IRS. Removal of the Inspector General position from the
agency does not, in and of itself, ensure greater success. Indeed, to move the function outside of the
agency may rcsult in a diversion of s to other inspection functions. In addition, the fact the

is removed from the agency may tly limit the Inspector’s ability to know the
culture and weed out problems. To this end, we cite the successful tenurc of Frederic Hitt, Inspector
General of the CIA, as evidence that an independent Inspector General within an agency is a workable
model.

4. Congressional Oversight

We endorse the Commission's proposal to establish a Congressional entity to di IRS ight. A
joint panel, comprised of members from the various Committees of jurisdiction, would provide a focal

point for examining the full scope of IRS management and budget issues. In addition, it would coordinate
the sharing of information on IRS operations among the Committees of jurisdiction. Finally, a joint entity
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could play a constructive role as a forum for enhanced communication among the varieus Committees of
jurisdiction and between the Congress, the IRS and Treasury.

II. TAX SIMPLIFICATION

The Commission focused on tax simplification as a major step in improving the administration of the tax
law. We strongly agree, and emphatically endorse its conclusions on the relationship between the
complexity of the tax law and its administration. Unless there are meaningful legislative and
administrative efforts to simplify the tax law, any changes in IRS governance are doesned to lose their
effectiveness.

More specifically, tax law complexity and frequent changes in the Code mean more tax forms and
instructions, more computer programming, more regulations and rulings, more training of IRS personnel,
more taxpayers requiring assistance, and more disputes with taxpayers. They also mean greater
compliance burdens for taxpayers and an increased likelihood of taxpayer filing errors. Increased taxpayer
errors, in turn, require the tax administrator to deal with correcting those errors.

Mereover, many of the amendments to the Code enacted in ard since 1986 have particularly complicated
tax administration and compliance. A significant ratienale for this continuing complexity has been stated
to be revenue considerations. This need for revenue has resuited in the enactment of provisions that scale
back the availability of tax berefits for taxpayers with incomes above certain levels. At the same time,
revenue available for tax cuts has been limited, thus comstraining the enactment of tax benefits with general
applicability. Consequently, the tax benefits enacted have been carefully targeted to minimize the revenue
impact. While the targeting of tax benefits may, in many cases, assist in carrying out laudable goals, the
result is significantly increased complexity. The Taxpayer Relief Act of 1997 is repiete with examples.

The Tax Section has long been a  supporter of simplification. However, because change--even
simplification--can be complicating, we d that proposais which purport to result in simplification
only be adopted if they represent sxgmﬁcam simptification, after they have received careful consideration,

and then only if the changes are expected to remain in place for the long term.

The House Bill, based on the Commission's dati posed that a Tax Complexity Analysis be
required as a formal part of the legislative process. The Secnon endorses the Commission's objective of
providing relevant information with respect to the complexity of tax legislative proposals to those
responsible for their enactment. Indeed, we suggested a similar process in our testimony before the

Commission.

We are concemed, however, that the provision included in the House Bill would have little effect on the
legislative process. The House Bill requires that such an analysis be provided as part of a Comumittee's
report on 2 bill, after the Committee markup has already occurred. Thus, as presently envisioned, the Tax
Complexity Analysis would aot be available at the very time when it would be most useful: the markup.

We believe that a Tax Coemplexity Analysis wili have a meaningful cffect on reducing complexity. In
order for this to occur, however, the Analysis must be available before members of tax-writing Committees
consider proposals, rather than afterward. - Therefore, we strongly encourage this Comsnittee to require a
Tax Complexity Analysis before a Committee markup in erder that it be available to members.

HL IRS BUDGETS
A great many of the 21,000 members of the Section of Taxation typically work with the tax law as their
full-time profession, most of them representing taxpayers. Accordingly, we have a particularly large stake
in the proper functiening of the Service, as well as experience that bears or many (but not afl) of the
pending budget issues. In the area of technology, for example, we. g the imp te the Service
of having a far better overall informatien system, the necessity of the Century Date Change, and the

- necessity of providiag Service personnel with better.equipment; nevertheless, we do net have the expertise
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10 suggest how these things should actually be done. Similarly, we cannot evaluate the dollar estimates in
the budget or the specific effects of particular expenditures on compliance with the law.

QOur experience and concerns for the tax system are relevant on other points. In particular, we are
concerned by the unprecedented intensity of the hostility that has been directed at the Service by some
members of the public and Congress. To the extent that extended scrutiny of the Service leads to
constructive changes in its operations, then the scrutiny has been justified and can be seen as appropriate.
If what develops, however, is a permanent war between the taxpayers and/or Congress, on the one hand,
and the Service, on the other hand, everyone—including Congress and the taxpayers—will lose. In a
country as large and complex as ours, no tax system can expected to operate successfully without some
kind of govermnment organization to collect taxes. If, however, the tax collection organization and its
employees are constantly attacked and nidiculed, the tax system will lose the confidence of the American
people, and it will be ever more difficult to attract and retain qualified employees.

For these reasons, we have supported the appointment of a Commissioner who could restore the confidence
of both Congress and the public in the Service. It is critically imaportant that the Commissioner be
supported through the budget in the great effort he must make to improve the Service and its public
respect. Accordingly, without meaning to pass on specific technical issues, we hope and urge that the
budget finally adopted by Congress will give the Commissioner’s program a real opportunity to succeed
and restore the Service to an appropriate level of performance and respect.

Another very important issue exists that we would like to emphasize, because it has not received much
public attention. It has been well demonstrated that there are taxpayers who have sincerely attempted to
comply with the law, but have nonctheless been improperly treated. This problem must be promptly
addressed. We are confident that it could also be demonstrated, however, that there are other taxpayers
who have evidenced little or no intention of coruplying with the law. We cannot ourselves compute, and
perhaps no one can compute, the full amount of tax due under current law that is neither reported nor
collected. Clearly, however, billions of dollars of taxes do have to be collected very year from honest
taxpayers because of amounts that were due from, but not paid by, less than honest taxpayers.

Public reluctance to accept higher tax rates has increased pressure on the Service to collect more revenues
through more intense compliance. In view of the stress of tax compliance, we recommend against further
reducing the already low percentage of returns that are actually audited by IRS p 1. We, therefore,
oppose directing fewer resources to the imes unp functions of audmng tax returns and of
collecting taxes that have already been determined to to be due. The statement from the Budget in Brief--
"With the shift to improving Customer Service, the impact of the workforce will be significant”--should not
reflect any diminished commitment to collecting the taxes due under laws already passed by Congress. In
our view, it would be totally inappropriate for the Service to become less effective in collecting taxes justly
due. We would not want 2 tax system in which compliant taxpayer attitude, if it should occur, might take
years 10 reverse.

Finally, the whole premise for enforcing the tax laws by auditing only a small number of returns depends
upon effective selection of the returns chosen for audit. For 2 number of years that selection was based on
having a certain number of returns audited in depth, as opposed to auditing only a few items. However,
because the Congress has denied the Service the funds to carry out these so-called TCMP audits, the data
bank on which the Service bases these critical decisions is becoming increasingly obsolete. It may be that
the prior intensive audit program imposed an unacceptable level of burden on the taxpayers affected, but
the program generated information essential to the operation of a serious compliance effort. Consideration
should be given to autborizing a compromise form of audit that would impose less burden, but still given
the Service the information needed.

v, IRS REORGANIZATION

We believe that Commissioner Rossotti's plans to integrate the functions of the IRS hold considerable
potential for improving the operations of the Service, from the viewpoint of taxpayers, Congress and the
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personnel of the IRS itself. The current breakdown of the Service along supposedly functional lines makes
it more difficult for taxpayers to resolve issues with the IRS because it requires them to work with multiple
functions in order to resolve a single issue. We believe that it has likewise impeded operations for IRS
personnel, b it compartr lizes tasks and leaves the IRS personnel without a complete picture of
the tax system or the taxpayers with whom they are dealing, necessarily making such personnel, and
therefore the IRS, less effective.

While, as noted, we believe that Commissioner Rossotti's reorganization plans hold considerable potential,
codifying such plans at this time would be a mistake. Times change, and so do the best practices of any
customer-driven organization. If the reorganization is codified, the IRS may be unable to change and
implement the practices which are the best at the time without Congressional action. We think this would
be a serious mistake. While codifying changes may seem like a good idea to those concerned that too often
the Service does not follow its own manual, it is very important to resist the impulse to micromanage the
IRS.

V. CONCLUSION

Mr. Chairman, thank you for the opportunity to appear before the Committee today. I will be
pleased to respond to any questions.
The Chief Counsel would report to the Undersecretary on matters involving tax and compliance policy and
legal interpretation of the tax laws. The Chief Counsel would continue to report to the General Counsel on
litlnspector Generalation and personnel matters.

By this proposal, we do not advocate that the position of Assistant Secretary for Tax Policy be diminished
in any way. The new Undersecretary position would, instead, focus on IRS management and coordination
between that management function and tax policy.
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Mr. HorN. I think we will get to a lot of points up in the ques-
tion series. I want Mr. Mares to get a chance here.

Mr. Mares is the chair, Tax Executive Committee of the Amer-
ican Institute of Certified Public Accountants. Welcome.

Mr. Margs. Thank you, Mr. Chairman, members of the commit-
tee. Thank you for inviting the American Institute of Certified Pub-
lic Accountants to testify before you today. My comments will be
limited to recommendations to improve the overall management of
the IRS to serve taxpayers better. Of course, on request, we will
be happy to provide you with a copy of our prior written testimony
and/or comments that deal with other related issues.

For your information, attached as appendix A is a list of prior
testimony and the most pertinent written comments. Because of
the time constraints, I will merely summarize our key rec-
ommendations.

In our opinion, the most significant management problems con-
fronting the IRS are the need for management continuity and ac-
cess to varied expertise, a change in the overall internal culture of
the IRS, a customer service approach to operations, updating the
agency’s technology, and stability and continuity in taxation.

Just as there is a need for stability and continuity in the overall
governance of the IRS, we believe there is also a need for stability
and continuity in its executive leadership. Accordingly, we rec-
ommend that some positions now reserved for career civil service
employees be open to professional appointees, who would be chosen
based on their professional competence and experience. These ap-
pointees could provide the IRS with a fresh perspective and under-
standing of taxpayer and practitioner concerns. They would also
help reduce distrust and facilitate a better working relationship
with the public and with tax practitioners.

There are two specific positions that we believe would best be
filled by individuals with professional experience outside the IRS.
Those are the taxpayer advocate and the director of practice.

The IRS has been a closed organization for many years, with
many of its employees having little or no professional experience
outside of the Service. This can lead to misunderstandings, sus-
picion and a “them against us” attitude toward taxpayers.

Because of factors such as inadequate training, uncompetitive
salaries and IRS bashing, many well-qualified people do not con-
sider IRS employment or, if hired, leave the Service. As hearings
last fall and recent internal IRS audits have disclosed, many of
those who do work for the Service have been given mixed messages
regarding the professional standards that apply to their jobs. As a
result, there is a need to revitalize and reform the IRS at all levels.

The IRS culture should foster and promote a highly competent
professional approach to tax administration with a primary goal of
providing superior customer service. How do you achieve this?
First, implement and maintain high educational standards that
must be satisfied both to be hired and to be retained. Then, provide
coordinated superior training programs. Emphasize professionalism
by codifying and enforcing professional standards and by devising
performance measures to reward those who further the mission of
the IRS. And, finally, pay competitive salaries.
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Over the past year, there has been much demand for the IRS to
provide better service to taxpayers. In response, several initiatives,
such as the problem solving days the Commissioner mentioned and
increased phone service, have been instituted. The Commissioner is
also developing a proposal that would reorganize the IRS along
customer lines to enable it to provide better service, more specifi-
cally designed for those particular customers or taxpayers.

We support these proposals and offer our ongoing assistance for
these as well as other customer service initiatives. But beyond
these customer service initiatives, however, we also believe there is
a need for the enactment of additional taxpayer rights provisions.
I would refer you to our written testimony at the January 29, 1998
Senate Finance Committee hearing for a discussion of the meas-
ures we believe should still be enacted.

Converting the IRS into a customer-driven organization will re-
quire not only strong leadership and a change in the internal cul-
ture of the Service, but also improved technology. We strongly urge
you and other Members of Congress to provide the IRS with the
support necessary not only to modernize their technology, but to
help keep it current in future years.

As my colleague, Mr. Tucker, pointed out, the IRS can be restruc-
tured over and over again, but the basic frustration that taxpayers
and tax practitioners experience with the IRS will remain until the
issue of the complexity of the tax law has been adequately ad-
dressed. It is obvious to those of us here today that tax law com-
plexity originates not from the Service, but from Congress. That
point, however, is lost over and over again on the average Amer-
ican.

Regardless, though, of who created this complexity, the fact re-
mains that the tax law is entirely too complex. Congress, Treasury,
the Internal Revenue Service, tax practitioner groups, and the
American public should all assume responsibility for simplifying
and stabilizing the Internal Revenue Code. We urge Congress to
apply a complexity analysis prior to passing any legislation affect-
ing our tax laws.

I have undertaken the liberty of attaching the AICPA tax com-
plexity index as a sample of available analysis that could be under-
taken. We also urge the IRS to provide Treasury and Congress
with information regarding the administrative and taxpayer bur-
dens that result from tax proposals as they are discussed, not
merely once a year as part of the taxpayer advocates’ annual report
to Congress.

As some of these actions have been undertaken, I would submit
to you that the members of the AICPA, the bar, and the enrolled
agents, including myself, would have had a much easier time this
year explaining some of the capital gains provisions to clients.

I also think the millions of notices that will probably be sent out
to taxpayers who incorrectly filed their return by not realizing
there were new laws and what those new laws required could have
been avoided.

I will be happy to answer any questions you have regarding
these matters. Thank you for your attention.

[The prepared statement of Mr. Mares follows:]
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INTRODUCTION

Mr. Chairman and members of the Committee: Thank you for inviting the American Institute of
Certified Public Accountants("AICPA")to testify before you today. [ am Michael Mares, Chair of
the AICPA Tax Division. The AICPA is the national, professional organization of more than
331,000 certified public accountants. The Institute’s members advise clients on Federal, state, and
international tax matters and prepare income and other tax returns for millions of Americans. They
provide services to individuals, not-for-profit organizations, small and medium-size businesses, as
well as America’s largest businesses. It is from this base of experience that the AICPA offers its
comments.

Over the past year, the AICPA has actively participated in much of the discussion regarding
improving the operations of the IRS. We testified at numerous hearings, attended various meetings,
and provided written and oral comments and suggestions to the National Commission on
Restructuring the Internal Revenue Service, the House Ways and Means Committee and its
Oversight Subcommittee, and the Senate Finance Committee.

Our comments today will be limited to recommendationsto improve the overall management of the
IRS to better serve taxpayers. On request, we will be happy to provide you with a copy of our prior
written testimony and/or written comments that deal with other issues. For your information,
attached as Appendix A is list describing that prior testimony and the most pertinent written
comments.

MAJOR PROBLEMS AND RECOMMENDED SOLUTIONS

In our opinion, the most significant management problems confronting the IRS are the need for: (1)
continuity and access to varied expertise in the management of the IRS; (2) a change in the overall
internal culture of the IRS; (3) a customer service approach to operations; (4) updating the agency’s
technology; and (5) stability and simplification of the tax law.

Continui ] 4 Varied Expertise for IRS M

Independent Oversight Board

The IRS is a large, complex organization; the structure and governance processes which have served
it well in the past will not do so in the future. The AICPA believes a fundamental change in the
governance of the IRS is needed to provide the IRS with consistent direction and to enable the IRS
to benefit from private sector experience and expertise. Thus, we support the proposals to create an
independent Internal Revenue Service Oversight Board ("Board"). We take exception, however,
with some of the criteria for selection of members, as discussed later.

Need for Changing the Way the IRS is Governed. There is public consensus, agreement within

Congress and the Administration, among tax professionals and, importantly, within IRS

1
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management, that the agency requires revitalization and renewal. The expertise needed to govern
the IRS can no longer be easily categorized into the two broad components, tax policy and tax
administration. Instead, IRS Commissioners now wrestie with massive information systems
projects, the need to dramatically improve financial management, re-engineering IRS work processes
and providing dramatically improved customer service. At the same time, the traditional
expectations of increasing voluntary compliance, handling non-compliance and collecting tax
revenues must still be met. Thus, the need for additional and different perspectives on managing
these broad challenges is very clear. This is not an indictment of the present structure. It is,
however, a recognitionthat the unprecedentedchallenges facing the IRS require a differentapproach
and new mix of governance skills and abilities.

Board’s Powers and Responsibilities, The Oversight Board's Powers and Responsibilities should
have powers and responsibilities similar to those of a corporate board of directors; it should not be
merely another advisory group. The Board should provide direction, oversight, and support for the
IRS management and make policy decisions regarding IRS operations. Tax policy decisions should
remain the responsibility of Treasury.

The IRS Oversight Board’s responsibilities should include providing input on long range strategic
planning, approving the IRS strategic plan, monitoring organizational performance, and evaluating
compensation for the Commissioner and the top-level IRS managers. Similar to a corporate board
of directors, the Oversight Board's activities should remain at the programmatic management level
and address systemic problems, but not, for example, specific instances of employee misconduct,
although the Board should be advised of generic employee misconduct problems in order to evaluate
the systemic response and devise corrections.

Further, since the Oversight Board should focus on the overall governance of the IRS and not deal
with day-to-day activities, it should not be involved in specific law enforcementcases. In its policy-
making and oversight roles, however, the Board should have authority over policies regarding how
the IRS carries out its law enforcement responsibilities.

Appointment Based on Expertise, The current House and Senate Finance Committee proposals
specify that the private sector members of the Board are to be selected on the basis of their
professional experience and expertise so that collectively, the members can contribute to the Board
expertise in managementof large service organizations, customer service, federal tax laws (including
tax administration and compliance), information technology, organization development, and the
needs and concerns of taxpayers. The AICPA strongly supports the concept of stated areas of
required expertise for the current Board, especially the need for individuals with practical experience
and expertise in tax compliance and the needs and concems of taxpayers. The AICPA also strongly
believes that all Board positions, other than positions reserved for the Commissioner and for the
Secretary or Deputy Secretary of the Treasury, should be filled based solely on the qualifications of
the individuals and the needed expertise of the Board. The AICPA, therefore, believes no position
on the Board should be reserved for representatives of special interest groups such as the IRS
employees union.



- ice. While concerns have been
expressed t.hat sepamung the IRS ﬁ'om Tleasury will undermme tax policy effectiveness, we believe
it will actually have the opposite effect. Independence will provide the IRS with the ability to
provide needed input into the impact of tax policy and legislative proposals on compliance. We
understand that this input will be limited to taxpayer burdens and administrativecomplexity inherent
in such changes. This is important information, however, which should be, but currently is not
always, made available to Congress or the public. The current relationship between the IRS and
Treasury does not give the IRS an independent voice on such issues.

For example, IRS tax administrators were extremely concerned about the difficulty and complexity
involved in administering the earned income tax credit when the concept was first introduced. Those
concerns were not expressed to Congress because the IRS was limited in its ability to discuss the
impact of tax policy on administration, except with Treasury’s guidance. It was several years before
Congress and Treasury took notice of IRS's concerns. Creating more independence for the IRS
would allow the IRS to more clearly articulate its views when such debate is underway, thus
reducing the practical problems in implementing specific provisions.

Increased Continuity of Oversight as well as Accountability, Under the current House and Senate
Finance Committee proposals, the Board members (other than the initial Board members) would

serve five-year staggered terms. This structure would provide much-needed stability in the overall
governance of the IRS and contrasts markedly with the very limited governance continuity under the
current system. Further, since Board members would be appointed by the President, confirmed by
the Senate and could be removed at will by the President, there would be controls in place to ensure
integrity and accountability.

Avoidance of Conflict of Interest. Much has been written and said about the potential for conflicts
of interest if there is a primarily private sector Board for the IRS. If the Board is to focus on the
overall govemnance of the IRS, not to deal with day-to-day decisions or specific law enforcement
matters in the IRS, conflicts should not arise. It is our understanding the Board members will be
subject to conflict of interest rules in the Unired Srates Code. It thus appears that there are adequate
statutory safeguards. If not, we believe that additional safeguards could be drafted to prevent
conflict of interest problems.

It also should be noted that the conflict of interest discussions seem to be concerned with potential
members of the Board who would serve as executives of business enterprises at the same time they
serve on the Board. Even if it were determined that potential conflict of interest problems could not
be adequately addressed with respect to such individuals, we believe there is a large pool of highly
qualified individuals who could serve on the Board, for example, retired business executives, retired
professionals, or educators, all of whom could meet the criteria for serving on the Board, without
raising the specter of a potential conflict.

No Sunsetting of the Board, The Oversight Board should not be subject to a sunset. The Board
would be established to provide the IRS with much-needed stability through consistent direction and

3
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to enable it to benefit from private sector experience and expertise. These are ongoing, systemic
needs of the IRS. The Board should remain in place to meet those needs, not subject to termination
because the perceived problems that caused the Board's creation are resolved.

The professional men and
women who manage and work for the Intemal Revenue Service have been the subject of
unprecedented criticism over the past three years. Some of the criticism is valid, but much is not.
Obviously, there have been operational problems such as the documented difficulties with the Tax
Systern Modernization program and the taxpayer abuse cases disclosed in hearings last fall. While
problems such as these need to be addressed, the AICPA believes it is time to focus on the future
direction of the IRS as well. The proposed Board would serve as the catalyst to do so.

Commissiener

Need for Stability and Conptinuity. Just as there is a need for stability and continuity in the overall
governance of the IRS, there is a need for stability and continuity in its senior management. The
current system, with no fixed term of office for the Commissioner and the possible appointment of
a new Commissioner with each new Administration, does not provide the stability required for such
a vitally important leadership position. The AICPA, therefore, supports the House and Senate
Finance Committee proposals for a fixed five-year term for the Commissioner.

Powers and Responsibilities, The Commissionerand the senior management of the IRS should have
powers and responsibilitiessimilar to the president and senior management of a corporation, They
should have responsibility for directing the day-to-day activities of the IRS in a manner consistent
with the management policies established by the Oversight Board and be answerable to the Board
for those activities.

Executive Leadership

: 2 tives. The IRS has been a very
closed orgamzauon, wnth its executlve leadersh.lp consnstmg almost exchusively of IRS career
employees. People with varied backgrounds and expertise need to be added to that leadership to
provide the IRS with different insights and to help generate inrovative approaches to the many
challenges confronting the IRS. Also, steps need to be taken, such as providing flexibility in
compensation, te encourage qualified IRS carcer executives to remain with the IRS so that their
knowledge and expertise is not lost.

Professional Appointees. To facilitate broad approaches and thinking on issues, AICPA
recommends that some positions now reserved for career civil service employees be epen for
“professional appointees.” These professional appointees should be selected based en their
professional and managerial competence rather than pelitical affiliation and should be appeinted by
the Commissioner with the approval of the Board.
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Emphasis should be placed on using professional appointees in positions managing program
execution rather than solely in policy-making positions. To prevent such appointees from dealing
directly with specific taxpayer cases, no such appointments outside the National Office should be
for positions below the Regional Commissioner level.

Taxpayer Advocate’s Office

. The Taxpayer Advocate’s Office is in the unique position
of being inside the IRS, yet having the specific charge of representing the interests of American
taxpayers, scrutinizing the Service’s activities, and serving as the advocate of taxpayers in
recommending changes that will improve the IRS’s service and responsivenessto taxpayers. Given
that role, the Taxpayer Advocate must zealously represent taxpayers, not serve as a spokesperson
or apologist for the IRS.

Need for Independence. For the Taxpayer Advocate’s Office to fulfill its responsibilities, it must
have the trust of taxpayers. We recognize that, from a realistic point of view, it is probably necessary
to have the Taxpayer Advocate's Office be part of the IRS, so that the employees of the Advocate's
Office can have access to taxpayer information. The fact that the Office is organizationally a part
of the Internal Revenue Service, however, may taint its objectivity in the minds of taxpayers. Itis,
therefore, crucial that the Taxpayer Advocate’s Office be structured and operated in such a manner
as to maximize the independence of its advocacy. For example, the Taxpayer Advocate should be
appointed by and report directly to the independent Oversight Board instead of to the Commissioner.

While we recognize the many contributions already made by the Advocate's Office, based on the
Taxpayer Advocate's annual reports to Congress in 1997 and 1998, it appears the Taxpayer
Advocate's view of issues is too heavily weighted from the IRS' perspective rather than that of the
taxpayers. The weighted IRS perspective, unfortunately, sends the message to the taxpaying public
that the Advocate may not be independent. This image must be changed.

Director of Practice

Currently, the Director of Practice is appointed by the Secretary of the Treasury. The Director of
Practice acts upon applications for enrollment to practice before the IRS, institutes and provides for
the conduct of disciplinary proceedings relating to attorneys, certified public accountants, enrolled
agents, enrolled actuaries and appraisers, makes inquiries with respect to matters under the office’s
jurisdiction, and performs such other duties as are necessary or appropriate to carry out the functions
of the office as described above or as prescribed by the Secretary of the Treasury.

Qualifications for Selection. We recommend that the Secretary of the Treasury be required to obtain
input regarding the selection of the Director of Practice from the Board and that a candidate for the
position should have either substantial experience as a tax practitioner representing taxpayers before
the IRS or substantial experience within the IRS working with tax practitioners. The primary source
of candidates should be from outside the IRS.
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ilities. We also recommend that the Director of Practice's responsibilities
be expanded to include monitoring the leading causes of disciplinary action against tax practitioners
and developing recommendationsfor reducing the occurrence of such causes, developing criteria for
the process and types of cases where referral of tax practitioners is appropriate, and maintaining
close relationships with tax administrationand professional organizations. The Director of Practice
should also work closely with the IRS chief compliance office in establishing standards for ethical
behavior on the part of IRS employees.

Accounting and Financial Records Advisory Group

The IRS board of directors should establish an advisory group of CPAs/CFOs (in effect, an audit
committee) from the private sector. The group should act as an advisor to the IRS on the financial
statement and accounting issues raised by the GAQ in its financial statement audits, as well as serve
as a resource to the GAO on the issues and corrective actions involved in the annual financial
statement preparation and audit processes.

Change in IRS Culture
Recruitment and Retention of the Best for the IRS

Employment at the IRS has always been viewed as a professional career. In the past, the [RS
successfully recruited entry level personnel who not only grew with the organization, but who today
are leaders in the tax field both inside and outside the IRS. Ensuring the continuity of this
succession of leaders will require improvements in recruitment, training, and compensation, as well
as clarification of career paths for IRS employees. The IRS's strategic plan needs to focus on
accomplishing these objectives.

Competitive Salaries. In many geographic locations, IRS salary levels are woefully uncompetitive.
The IRS must be capable of paying competitive salaries in order to recruit and retain qualified

employees. Ifthis raisesissues of equity among governmental agencies, we would note that no other
agency so touches the lives of the U.S. public, and no other agency is charged with raising over $1.5
trillion a year.

Superior Training, Superior training has been one of the attractions of a career with the IRS.
Obviously, better trained IRS employees work more efficiently and taxpayers have a better
experience dealing with properly trained IRS employees. Conversely, for taxpayers and tax
professionals, dealing with ill-informed auditors often results in wasted time resolving needless
issues and promotes negative attitudes toward the IRS.

High Educational Standards. High educational standards must be set for IRS employees. These
standards should require both a quality accounting education as a prerequisite to hiring and
dismissal of agents who cannot pass training.



236

Increase in the Number of CPAs in the IRS, To increase the depth of knowledge and practical
experience of IRS employees, it is recommended that the practice of hiring CPAs in the Office of
IRS Chief Counsel be reinstated and that continuous and active recruiting of CPAs in the
Examination Branch be undertaken. Further, in connection with continuing education for IRS
employees, ron-CPA employees shauld be encouraged to become CPAs.

Professionalism and Image

The "Forward” to the IRS Rules of Conduct notes that public confidence in the Service "can be
instiled and maintained only if every contact with the public reflects high ethical standards and [the]
commitment to perform [the] work conscientiously, courtecusly, and effectively.” The
professionalismthat is present in the executive ranks of the IRS must be passed down to employees
at all levels.

Codification of Professional Standards. The IRS should codify and enforce its professional
standards. . Due to the interdisciplinary nature of tax standards, the IRS and professional tax
organizations should form a working group to collegially develop such standards of professionalism.

Job Performance Measurements. In testimony before the National Commission on Restructuring
the Internal Revenue Service and in a July 7, 1997 letter to the IRS, the AICPA objected to the
measurement standards applied to job performance of IRS employees and encouraged measurement
based on professionalism. Better performance measures must be devised to reward performance that
furthers the mission of the IRS rather than encourage overly aggressive and unjustified proposed
adjustments and collection actions. We are pleased with the actions taken thus far in this area and
hope the process of improving the measurement system is continued.

Public Relations Campaign. As a means of increasing employee morale as well as aiding
compliance and reducing negative ratings, the IRS should communicate to the public that it works
in the public interest carrying out the mandates of Congress.

Customer Service Imitiatives

Over the past year, much has been written and said abeut the need for the IRS to previde better
customer service to taxpayers and several initiatives, such as problem solving days and increased
phone service, have been instituted. The Commissioner has developed a proposal that would
reorganize the IRS along customer lines to enable it to provide service more specifically designed
for the particular customer/taxpayer. ‘In addition, the Customer Service Task Force, as part of the
National Performance Review, recently issued a report that lists numerous customer service
initiatives. We are heartened by such proposals.

We have indicated to the Comumnissioner that our initial reaction to the concept of reorganizing the
IRS into business units focused on taxpayers with similar characteristicsis extremely favorable. The
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concept should provide the Service with the ability to focus on the specific needs of each business
group, assist with taxpayer compliance, and tailor enforcement procedures to the specific issues of
each group. The overriding principle of the concept that we endorse is that of focusing the Intemal
Revenue Service’s efforts outside of the organization, to taxpayer and practitioner needs, rather than
toward the internal operation. We believe that the concept, if developed as described to date, will
improve the ability of taxpayers to comply with the country’s complicated tax laws, and better
enable the Service to direct its limited resources toward enforcement of those laws.

We also noted to the Commissioner that transitioning the Internal Revenue Service from its current
organizational structure, culture and functions to that envisioned by his proposal will be
extraordinarily challenging and offered our assistance. Likewise, we offer our assistance in helping
with other customer service initiatives.

Taxpayer Rights Proposals

Beyond these customer service initiatives, there also is a need for the enactment of additional
taxpayer rights provisions. A detailed discussion of those provisions is set forth in our written
testimony for the January 29, 1998 Senate Finance Committee hearing; we will be happy to provide
you with a copy of that testimony on request.

Undating IRS Technology

To convert the IRS into a customer service-driven organization will require not only strong
leadership and a change in the IRS internal culture, but also improved technology. We urge you and
other members of Congress to provide the IRS with the support necessary to bring the technology
of the IRS up-to-date and to keep it current in the future.

The IRS can be restructured over and over again but the basic frustration taxpayers experience with
the IRS will remain until the issue of the complexity of the tax law has been addressed. It is obvious
to those of us here today that tax law complexity originates not from the IRS, but from Congress,
through the complex tax laws it enacts and the constant changes it makes to those laws. That may
not be so obvious to the average citizen, however.

Regardless of who has created the complexity, the fact remains that the tax law is entirely too
complex and, as evidenced by the capital gains provisions in the Taxpayer Relief Act of 1997,
continues to become more so. Congress, Treasury, the IRS, and tax practitioner groups all should
assume responsibility for doing whatever we can to bring simplificationand stability to the tax law.
The IRS should be particularly interested in pursuing simplificationand stability in the tax laws and
take an active role.

We urge Congress to apply a complexity analysis prior to passing any legislation affecting the tax
laws. We also urge the IRS to provide Treasury and Congress with information regarding the

8
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administrative and taxpayer burdens that would result under legislative proposals that would
affect the tax laws; this information should be provided throughout the year as the proposals are
being discussed, not merely once a year as part of the Taxpayer Advocate’s annual report to
Congress.

We refer you to our written testimony for the November 8, 1996 hearing of the National
Commission on Restructuring the Internal Revenue Service for a more detailed discussion of the
tax law complexity issue and the AICPA Tax Complexity Index.

CLOSING COMMENTS
The AICPA appreciates the opportunity to offer comments at today’s hearing and is willing to

provide your committee with additional assistance and comments as requested. Thank you for
your attention.
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APPENDIX A

Prior AICPA Testimony and Written Comments
Regarding IRS Restructuring and Reform Issues

Testimony on tax law complexity, with proposals for introducing simpification considerations
into the legislative process (11-8-96 hearing of the National Commission on Restructuring the
IRS).

Testimony presenting taxpayer rights proposals (2-26-97 hearing of the National Commission
on Restructuring the IRS).

Testimony on IRS budget and the impact of inadequate funding (3-18-97 hearing of the House
Ways and Means Subcommittee on Oversight).

Testimony on overall recommendations to improve the IRS (4-17-97 hearing of the National
Commission on Restructuring the IRS).

Testimony on goverance and oversight of the IRS (9-17-97 hearing of the House Ways and
Means Committee).

Testimony commenting on the taxpayer rights provisions in H.R. 2292, the Internal Revenue
Service Restructuring and Reform Bill, and proposing additional taxpayer rights provisions (9-
26-97 hearing of the House Ways and Means Subcommittee on Oversight).

Testimony commenting on some of the most significant provisions and topics in H.R. 2676, the
Internal Revenue Service Restructuring and Reform Bill, as passed by the House, and HR.
2292, its predecessor (1-29-98 hearing of the Senate Finance Committee).

Letter, dated 3-6-98, to Commissioner Rossotti, commenting on his proposed new concept of
operations for the IRS.

Letter, dated 3-17-98, to staff of the Senate Finance Committee, regarding penalty and interest
reform.

. Letter, dated 3-20-98, to Senators Roth and Moynihan regarding interest netting proposals.

. Letter, dated 3-25-98, to Senator Roth regarding various IRS restructuring issues.
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Final -- February 28, 1997

AICPA TAX COMPLEXITY INDEX

The attached AJCPA Tax Complexity Index was first developed in 1992 by the AICPA Tax
Simplification Committee, revised by the Tax Policy and SimplificationCommittee, and approved
by the Tax Executive Committee in 1997. The Index is a tool for measuring complexity factors
as detailed in the AICPA Blueprint for Tax Simplification issued in 1992. The purpose of the Index
is to assess the relative complexity (or simplification) of proposed tax law changes. The Index is
used by AICPA committees when developing legislative proposals and comments. The AICPA
also encourages Congressional tax writing staffs to use the same or a similar index when
considering and drafting proposed legislation.

The Index consists of two parts. The first section includes 15 relatively objective, multiple choice
questions. The scores for the first 15 questions should be totaled and the resulting numerator
divided by a denominator of 15 to arrive at an average score for the provision being considered.
If a question is not applicable to the provision being considered, it should be eliminated from the
scoring and the denominator should be reduced by one for eachquestion eliminated. The resulting
“gverall complexity index score™ may be interpreted as follows:

-1.5 or below substantial simplification is achieved

-8to-1.4 moderate simplification is achieved

-.1to-7 minor simplification is achieved

0 no increase in complexity, no contribution to simplification
+.1t0 +.7 minor increase in complexity

+.8t0 +1.4 moderate increase in complexity

+1.5 or above substantial increase in complexity

If a particular legislative proposal scores in the positive range, it does not mean that it should
always be discarded as too complex. The evaluator should then consider the second section which
includes six subjective questions that address issues that must be examined in conjunction with the
overall complexity index score.

Questions in the /ndex are designed to assess many of the complexity factors discussed in detail
in the Blueprint. The problem of an overly complex tax system has arisen in part because of the
dominance of other legislative goals, such as revenue enhancement, rate reduction, and economic
and social policy. Even working within the constraints imposed by the need to balance the variows
objectives of the tax system, it is possible to achieve a simpler tax system. Because complexity
is a multidimensional concept, no single index can measure complexity in an absolute sense. For
example, the relative importance or weight of a particular complexity factor depends in part on
the type of taxpayer or transaction involved. Users of the Index are therefore cautioned to
consider the context of a particular provision when answering the questions. The resulting score
should then be viewed as a measure of comfort or discomfort with a proposed tax law change.

(M:\share\tax\fer tps\revised.ci2)
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AICPA TAX COMPLEXITY INDEX

‘What is the nature of the proposed provision?
a.
b.

Entirely new provision introduced.

Prior provision modified, replaced or reinstated with one or more

changes to this provision in recent years.

Prior provision modified, replaced or reinstated with no other

changes to this provision in recent years.

Existing provision repealed or expired and not replaced.

Provision that requires particularly complex legislative or regulatory
Iculations is r led or replaced

i 4

When will this change be fully effective? (Eliminate this question if not applicable.)
a.

o a0 T

Retroactively or at mid-year with some taxpayers having to file
amended returns.

Gradually, with changes being phased-in over two or more years.
Fully effective at end of current year.

Not until next year.

Not until some specific date more than one year in the future.

Will prior rules continue to apply to assets acquired or transactions
entered into prior to this change? If yes, for how long?
a.
b.
c.

Yes, for five or more years.
Yes, for less than five years.
No

Will tax forms (and instructions) need to be designed or revised as a

result of this change?

a. A new form will be needed.

b. Major additions needed to existing form.

c. Minor additions needed to existing form.

d. No form changes needed.

e. An existing form can be slightly shortened.

f. An existing form can be substantially shortened.
g. An existing form can be eliminated.

Does effective date give sufficient time to implement changes on forms,
instructions, and taxpayer information materials? (Elimi this ion if not
a.

ono o

1

No, and tax forms and instructions applying prior rules may have
already been finalized.

Yes, but a major reallocation of resources will be needed.

Yes, but some further work may be needed in future periods.
Yes, because only minimal or no changes needed.

Only future forms will change.

L

+3

+2

+1
-1
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AICPA TAX COMPLEXITY INDEX

Are changes clear and unambiguous or will further clarification be needed? (Annual CPI adjustments
should not be considered.)

a. Major clarification needed and/or regulations have been mandated by legislation.
b. Moderate clarification is needed.
c. Minor clarification is needed.
d. No clarification anticipated.
e. Minor ambiguity in prior law clarified.
f. Moderate ambiguities in prior law clarified.
g Major ambiguities in prior law clarified.
Will clarification be available prior to applicable filing season? (Eliminate this question if not applicable.)
. No
b. Temporary guidance, such as committee reports, provide some
clarification, but further work will be needed.
c. Yes, but some further guidance may be needed in future periods.
d. Yes, but major reallocation of resources will be needed.
e. Yes, because sufficient time exists to draft guidance.
f. Provision is self-expl Yy and no guid needed.

Does this change include specialized terminology requiring definition(s)? (Annual CPI adjustments
should not be considered.)

a. Yes, and the definitions are either not included in the legislation or
they differ significantly from similar terms defined elsewhere in tax siatutes
and regulations.

b. Yes, and this legislation clearly defines new terms not previously

defined by tax statute and regulations.

c. Yes, and the definitions are found elsewhere in tax statute and regulations.
d. No specialized terminology is included in this ch
e. Yes, and this provision serves to simplify the definition of such
termi 'pyllsﬂi' here in the code.
f. A previous conflict in terminology is climinated by this chang

Are the concepts and definitions used in this provision consistent with
those found elsewhere in the law (i.e., was there horizontal drafting)?

a. No, and redrafting of other code sections will be needed to
provide consistency.

b. No, but there is adequate justification for allowing inconsistent
rules or definitions.

c. No, but differences are minor and maybe easily remedied.

d. Yes

e. Some previous inconsistencies are now eliminated.

f. Many inconsistencies are eliminated.

g The need for certain definitions is eliminated.

How will this change affect recordkeeping requir 2

a. Substantial records, not normally kept in ordinary course of business,
investment, or personal affairs, will now be required.

b. Data in records normally kept for other purposes will have to be

substantially reorganized for tax purposes.

c. Minor recordkeeping requirements are added.

d. There are no changes in recordkeeping requi

e Minor recordkeeping requir liminated or reduced

f. Moderate recordkeeping req liminated or reduced.
g Substantial dkeeping requi liminated or reduced

+3
+2
+1

2

+3

+2
+1

-2

+3

+2
+1

-1
-2
-3
+3

+2

-3
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AICPA TAX COMPLEXITY INDEX

11. How will this change affect the number and type of calculations that must be
made on and off the tax form?

e e o

Many and complex calculations added.
Many simple calculations added.

Some simple calculations added.

No calculations added.

Some simple calculations eliminated.
Many simple calculations eliminated.
Many complex calculations eliminated.

12, Will 1axpayers need to make calculations just to determine whether
this provision applies to them?

[ L

€.

Yes, substantial calculations needed to determine applicability.

Yes, some calculations needed to determine applicability.

Yes, minor calculations needed to determine applicability.

A safe harbor or threshold amount eliminated calculation to determine
applicability.

No calculations needed to determine applicability.

13. Does this change require taxpayers to make redundant calculations involving
essentially the same data? Also, to what extent do tax calculations vary from
standard recordkeeping practices or other industry standards?

a.

@ e Ao

Multiple, redundant calculations involving essentially the same data are required
for tax purposes, and these calculations vary sub ially from those done for
other purposes.

Only one set of tax calculations needed, but they vary substantially from those
done for other purposes.

There are minor differences between tax and required accounting calculations.
No redundant calculations required.

Minor redundant calculations eliminated.

Moderate redundant calculations eliminated.

No substantially parallel tax calculations or other accounting calculations

are required.

14. Are the calculations, definitions, and recordkeeping requirements understandable
for the target population?

@moepnos

No, compliance burdens will be excessive.
Moderate difficulty will be encountered.
Minor difficulty will be encountered.

No problems anticipated.

Minor difficulty has been eliminated.
Moderate difficulty has been eliminated.
Major difficulty has been eliminated.

+3
+2
+1

-1

-3

+3

+1

+3

+2

-1

2

-3
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AICPA TAX COMPLEXITY INDEX

Is the level of 1ax law complexity appropriate for the comiplexity of the targeted

rARSactions?

a. Ne, compliance burdens will be jve. +3
b. Tax law complexity moderately excessive. +2
c. Tax law complexity slightly excessive. +1
d. Complexity of provision clearly justified by nature of targeted transactions. 0

In addition to the abeve questions which can be posed in a relatively objectiv manner, the foowing subjective questions
need 1o be evaluated in determining a provisions overall complexity:

20.

21.

Besides complete repeal, can the objective of this change be achieved in a simpler manner?
Do the benefits of this change outweigh the costs of compliasce and administration?

Does the simplification achieved lead to substantial unfairness?

Has this change been given adequate hearing and debate?

Is the propesed statute clearly written and logical?

Are a significant Bumber of taxpayers now required to make (or relieved of making) difficult calculations or to
meet involved filing requirements?
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AICPA TAX COMPLEXITY INDEX

Subject:
Code Section:
Source/Ref
Nature of Recommendation:
Administrative __________ Legislative
Policy ____ Technical

Details of Complexity Index Rating/Score for Each Question:

Q__ Q6 ___ Qu
QQ__ Q __ Q12
Qa_ Qs Q13
4 Q®_____ Q4
[~ S Quo___ Q15

Total for Question 1 - 15

+ 15 Divide by 15 (Reduce this number by one for each question eliminated -- See questions 2, 5, and
1)

Overall Complexity Index Score

Answers to subjective questions:

Q1e.
Ql7.
Qi18.
Q19.
Q20.
Q.
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Mr. HORN. Well, we thank you. I know you have to grab a plane,
and I don’t want to rush you, but some of the testimony will come
out in the questions and answers, if you can stay with us a little
bit. I thought your appendix A was immensely helpful in terms of
what you have done as professionals with various congressional
committees, so we appreciate that.

We now move to the National Academy of Public Administration
and Mr. Thomas H. Stanton is chair of the Standing Panel on Ex-
ecutive Organization and Management of the National Academy of
Public Administration; and he is accompanied by an old friend of
mine named Herbert Jasper, who has been a witness many times
before this subcommittee who is also a member of the Standing
Panel on Executive Organization. Now that group, I will say to
anyone who cares, that they probably have several thousand years
of high executive experience in that group. Some of them have been
at it for 50 years apiece, and that ups the number to easily a thou-
sand. But it is a very wise group of people, even if I maybe dis-
agree with a recommendation here and there. So, Mr. Stanton, we
are glad to have you with us.

Mr. STANTON. Thank you very much, Mr. Chairman. We are ab-
solutely delighted at your constant probing of government manage-
ment issues in one area after another, and the IRS, of course, is
one of the most important.

In our testimony on IRS, we would like to make four major
points. First, we support recommendations of the National Com-
mission and the provisions of H.R. 2676, the IRS Restructuring
Act, to strengthen congressional oversight and dedicate greater
congressional attention to management issues. The National Com-
mission focused on increasing the involvement of the congressional
tax committees, but H.R. 2676 wisely includes the Government Re-
form and Oversight Committee in the oversight process, and we
hope, by extension, this subcommittee. Greater involvement of your
subcommittee in oversight can help to promote accountability of the
IRS and to assist its managers in addressing some of the problems
of an ingrown organizational culture.

This subcommittee also could assist IRS in applying the Govern-
ment Performance and Results Act to assure that the agency pur-
sues performance goals that strike an appropriate balance between
the need to collect revenues efficiently and the need to treat tax-
payers responsibly, fairly, and with respect. And indeed, some of
the problems pointed out on the Senate side can be seen as deriv-
ing from an imbalance and congressional emphasis on tax collection
to the detriment of those other values.

Second point. The oversight board that H.R. 2676 proposes for
the IRS could gravely damage the accountability of the IRS and the
quality of that agency as an institution. These problems can be
overcome if the Congress were to turn the oversight board into an
advisory board. H.R. 2676 gives the oversight board authority to
approve strategic plans, reorganization plans and budgets of the
IRS. The bill thus allows private parties to determine the deploy-
ment of the Nation’s tax collection apparatus and invites self-serv-
ing actions by the private board members or invites the perception
of such actions that could well lead to increased tax evasion. By
giving the oversight board authority on these important IRS deci-
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sions, H.R. 2676 will make it difficult for Congress to hold anyone
accountable for IRS performance. The Commissioner, individual
board members, and the Secretary of the Treasury all will be able
to point to others who hold partial responsibility for any actions
that engender criticism.

We urge the Congress, as it did in legislation to create an inde-
pendent Social Security Administration, instead to create an advi-
sory board and retain a single Commissioner as head of the agency
who can be held fully accountable to the Congress on behalf of the
American taxpayer, as happened this morning. A strong advisory
board can help to infuse the IRS with fresh points of view on behalf
of the private individuals and companies who must pay taxes and
deal with the agency.

Our third point is that management improvements must enhance
rather than detract from the professionalism of the IRS. We sup-
port the ideas of a fixed term and a performance contract for the
Commissioner. H.R. 2676 also makes welcome additions to the
flexibility of IRS personnel rules and provides that they should be
exercised consistent with merit systems principles. We do urge that
the Congress strengthen provisions to assure that merit principles
are applied to the hiring of all IRS employees below the level of
Commissioner. Otherwise, over time, if not immediately, the agen-
cy is likely to be offered a remarkable array of politically well-con-
nected, but marginally qualified people for positions that were in-
tended to be filled by experts.

Our fourth point is reorganizing a large and essential agency,
such as the IRS, is a process that is fraught with pitfalls. The Con-
gress should refrain from specifying any details of internal organi-
zation in legislation. Commissioner Rossotti has proposed a far-
reaching reorganization for IRS. We urge that these profound
changes proceed cautiously and with sensitivity for the need to con-
tinue vital IRS functions throughout the time when reorganization
is occurring. As with government efforts to absorb new technologies
on a large scale, the lessons of past Federal reorganizations send
a signal of caution. In particular, we believe it would be unwise for
the Congress to prescribe any details of a proposed reorganization.
Pilot testing of new ideas may reveal that alternative approaches
are needed to prevent unintended management consequences. The
language of the bill, as it is evolving in the Senate, is likely to be
far too rigid to permit the kind of experimentation and adaptation
that is needed for a large-scale reorganization to succeed.

Mr. Chairman, we would like to close by pointing out, and here
we are echoing Representative Kucinich, that for all of the short-
comings that the Congress has identified, the IRS continues to do
a remarkable job. Each year, as the Congressman pointed out, the
agency processes over 200 million returns, collects over $1%2 tril-
lion of revenues, and provides information 'and tax advice 100 mil-
lion times. This committee needs to scrutinize the provisions of
H.R. 2676, especially with respect to IRS organization and govern-
ance, to assure that new legislation does not endanger that track
record. We urge that any IRS restructuring legislation include pro-
vision for prompt evaluation of the impact of particular features of
the new law upon the ability of this country to continue to collect
the revenues that we need. A 5-year sunset provision, especially on
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any changes to IRS governance structure, will provide the Congress

and this subcommittee in particular with an opportunity to refine

its approach to these important matters in light of experience.
Thank you very much. We would be pleased to answer questions.
[The prepared stateme