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OVERSIGHT OF FEDERAL FINANCIAL
MANAGEMENT

WEDNESDAY, July 8, 2009

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON GOVERNMENT MANAGEMENT,
ORGANIZATION, AND PROCUREMENT,
COMMITTEE ON OVERSIGHT AND GOVERNMENT REFORM,
Washington, DC.

The subcommittee met, pursuant to notice, at 2 p.m., in room
2247, Rayburn House Office Building, Hon. Diane E. Watson
(chairwoman of the subcommittee) presiding.

Present: Representatives Watson, Cuellar, and Bilbray.

Staff present: Bert Hammond, staff director; Valerie Van Buren,
clerk; Adam Bordes and Deborah Mack, professional staff; Adam
Fromm, minority chief clerk and Member liaison; Christopher
Hixon, minority senior counsel; Jonathan Skladany, minority coun-
sel; and Brien Beattie, minority professional staff member.

Ms. WATSON. The Subcommittee on Government Management,
Organization, and Procurement of the Committee on Oversight and
Government Reform will now come to order. Today’s hearing will
review the outcomes of the Government Accountability Office’s
[GAQO’s], audit of the Federal Government’s consolidated financial
statement for the fiscal year 2008.

I am so sorry to announce that we have a vote on the floor and
our key witness, Mr. Cuellar, is down voting. I am going to recess
for the next 20 minutes. I think we have three votes, so please be
patient. Thank you so much for coming. As soon as we finish, we
shall return. Thank you so much. We appreciate your attendance.

[Recess.]

Ms. WATSON. We want to come out of our recess. Since we are
working against the clock, I am going to go on and make my open-
ing statement while my staff tries to find our first witness. If we
don’t get the first witness, we will go to the second panel.

I thank you for your patience. I want to welcome you to this
afternoon’s hearing on the Federal Government’s consolidated fi-
nancial statements for 2008 and the subcommittee’s review of Fed-
eral agencies’ progress to date in modernizing their management
systems and internal controls. I welcome our distinguished wit-
nesses and look forward to hearing all of your testimonies.

As you know, we had this hearing scheduled for a previous date.
We had to postpone that because of conflicts.

I am pleased to state that some progress has been made since
last year and for the second year running, GAO was able to offer
unqualified opinions on the 2008 Statement of Social Insurance. In
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2008, a total of 21 out of 24 CFO Act agencies received unqualified
opinions for an increase of one additional clean audit opinion over
last year. This is the highest total reported in the last 6 years.
Also, I am happy to share that for the 4th year in a row, all major
Federal agencies satisfied the 45 day financial audit deadline as
mandated by the stringent reporting guidelines established by the
OMB.

Across the Government, the overall number of material weak-
nesses decreased from 39 to 32, or 18 percent, mostly due to a de-
cline in material weaknesses related to deficiencies in agency fi-
nancial systems and security. The outstanding material weak-
nesses are linked to deficiencies in financial management and re-
porting; financial systems and security; property, plant, and equip-
ment; and budgetary recording. Some of the changes needed to im-
prove these areas are related to the financial preparation process;
changes in information technology security; the receipt and the
tracking of property, plant, and equipment; and funds control.

The good news is that for the fifth consecutive year, there has
been an almost 50 percent decrease in material weaknesses since
the year 2001.

However, throughout the Federal Government, agencies continue
to demonstrate deficiencies that prevent the GAO from rendering
an opinion on the U.S. Government’s consolidated financial state-
ment. For the 12th year in a row, GAO was unable to render an
opinion on the Federal Government’s consolidated financial report
statement, mostly due to material weaknesses in financial report-
ing. This is an area where change must occur without delay.

We recognize that the Federal Government has recently under-
taken drastic steps to stabilize the Nation’s financial markets and
the long term effects of these actions in the midst of a recession
are unknown. This is all the more reason why Federal agencies
must be more aggressive in streamlining their management sys-
tems and operations.

Mr. Dodaro, I will be interested in hearing your comments re-
garding the status of Federal agencies’ efforts to put in place effec-
tive management systems and internal controls in this time of lim-
ited resources and how Federal agencies can expedite their efforts
to address weaknesses related to financial reporting, systems man-
agement, and improper payments.

I also look forward to hearing Mr. Gregg’s comments regarding
the impact of the ongoing recession and last year’s action by the
Federal Government to stabilize the markets on our Nation’s future
financial condition.

In addition, we will hear from Ms. Sherry and Mr. Spoehel re-
garding the changes their agencies are making to improve their
protocols related to financial reporting and management systems.

As we review the performance of our Federal agencies today, we
will also hear from Congressman Henry Cuellar about the legisla-
tion he has sponsored—if we can find him—H.R. 2142: The Govern-
ment Efficiency, Effectiveness, and Performance Improvement Act
of 2009. The intent of Mr. Cuellar’s legislation is to buildupon the
Government Performance and Results Act of 1993 by requiring that
every Federal program be assessed at least once every 5 years. The
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legislation also requires the Performance Improvement Council and
agency improvement officers to comply.

Once again, I would like to thank the panelists for joining us
today. We look forward to your testimony.

Ms. WATSON. Members who come in, without objection we will
have them put their statements on the record. I will allow the mi-
nority member, the ranking member, to make an opening state-
ment. We hope that we get other Members, and if so, they can
make a very short statement.

But what I am going to do is call up the second panel. So I am
going to ask the second panel to come up. We will start with Mr.
Dodaro and then he will be followed. You can sit in the order that
you see your name tags.

Now, it is the committee’s policy that witnesses be sworn in. I
would like the members of the panel to now stand. I will admin-
ister the oath. Would you please raise your right hands?

[Witnesses sworn.]

Ms. WATSON. Thank you. Let the record show that the witnesses
have answered in the affirmative. You may now be seated.

Mr. Dodaro is the Acting Comptroller General of the United
States and the head of the Government Accountability Office, the
investigative and auditing agency for the Congress. He has held
such positions as Chief Operating Officer and the head of the
GAOQO’s Accounting and Information Management Division over the
course of his distinguished career with the agency.

I ask that each of the witnesses now give a brief summary of
their testimony. Keep this summary under 5 minutes if you can.
Yourdcomplete written statement will be included in the hearing
record.

Let me go on and introduce Mr. Richard L. Gregg who has served
at the Department of Treasury with distinction for 36 years. Prior
to his retirement, Mr. Gregg was the Commissioner of the Finan-
cial Management Service for 9 years. Before that, he served as the
Commissioner of the Bureau of the Public Debt for 10 years. Mr.
Gregg has also held numerous other management positions at the
Treasury Department during his long career.

So let us start now with Mr. Dodaro. Please proceed.

STATEMENTS OF GENE L. DODARO, ACTING COMPTROLLER
GENERAL OF THE UNITED STATES; AND RICHARD L. GREGG,
ACTING FISCAL ASSISTANT SECRETARY, U.S. DEPARTMENT
OF THE TREASURY

STATEMENT OF GENE L. DODARO

Mr. DobpARO. Good afternoon, Madam Chairwoman. I appreciate
the opportunity to be with you today to discuss GAO’s audit of the
consolidated financial statements for the Federal Government for
fiscal year 2008.

As you pointed out in your opening statement, this year for 2008
like prior years, we were unable to give an opinion on the overall
consolidated financial statements on accrual basis largely due to a
wide range of serious deficiencies. But two that I would single out,
one would be serious and longstanding problems at the Department
of Defense, and two is the inability to reconcile transactions that
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take place among Federal Government agencies. Those have been
problems from the very beginning and remain problems today, al-
though progress is being made.

As you noted in your opening statement, 21 departments and
agencies were able to get clean opinions this past year. That is
clearly notable progress and we are pleased to see that. That com-
pares to only 6 of the 24 agencies when the CFO Act implementa-
tion requirements were made Government-wide back in 1996. So
that is clear progress.

The issues that remain, however, are significant. The three that
do not have clean audit opinions are three of the largest Federal
departments: DOD, the Department of Homeland Security, and
NASA. So those agencies need to continue to work on their prob-
lems and make progress like the rest of the Federal agencies across
the Government.

Now as you mentioned, last year since we prepared our audit on
Treasury’s financial statements, there have been significant efforts
made through the Economic Stabilization Act to create the Trou-
bled Asset Relief Program and also the American Recovery and Re-
investment Act. Both of those programs authorize huge sums of
money, in one case $700 billion and in the case $787 billion. They
bring new financial management challenges to the Federal depart-
ments and agencies, so those issues will have to be worked on this
year.

But they also bring new requirements to Treasury to finance the
Government’s operations. If I could direct your attention to the
charts, I would like to show the impact that it is having on the
Federal Government’s financial position. We are going to use the
first one, please.

The first one shows debt held by the public and how that has
changed, Madam Chairwoman. The debt held by the public in fiscal
year 2001 was $3.3 trillion or about 33 percent of the gross domes-
tic product. By fiscal year 2008, that had jumped to $5.8 trillion
and almost 41 percent of the gross domestic product. That is before
some of these huge new initiatives had been approved. Next year’s
projection is that the debt held by the public will go to $8.5 trillion
or almost 60 percent of the gross domestic product. Also, the cur-
rent debt ceiling for the Federal Government is $12.1 trillion. That
is likely going to have to be raised again this year to accommodate
financing these operations.

The next chart shows what the future could look like. The blue
line projection is the CBO’s baseline extended which shows that we
are headed to historical high levels. The largest debt that we have
ever had as a percent of gross domestic product occurred during
World War II. At that point it was 109 percent of the gross domes-
tic product. Our projections show that it could reach that level
again as early as around 2020, between 2020 and 2025, unless
some action is taken.

The last chart I will show gives you some idea of the magnitude
of the gap that is occurring. Basically, the Federal Government is
on an unsustainable long term fiscal path. This shows right now
in 2008 the revenue that is expected to be collected, represented by
the line, is not enough to fund the entire Federal Government’s ac-
tivities and so we borrow the rest of the money. That borrowing is
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going to go up in 2019 and by 2020, unless some action is taken,
we would only have enough money to pay interest on the national
debt. That is the blue bar at the bottom. The green bar is Social
Security payments to individuals. The red bar is Medicare and
Medicaid. We wouldn’t even have enough money to pay that. And
the orange is all the rest of the Federal Government, including the
Department of Defense. So this is a very serious issue.

Clearly, our Government had to move to deal with stabilizing the
banking system. Clearly, the Government had to move to deal with
the economic downturn, which is very serious. But that same level
of intensity needs to be focused on a long term plan to bring the
Federal Government’s financial situation on a more sustainable
long term path.

That concludes my opening statements, Madam Chairwoman. I
would be happy to answer questions at the appropriate time.

[The prepared statement of Mr. Dodaro follows:]
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plans to take actions to address our
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FISCAL YEAR 2008 U.S. GOVERNMENT
FINANCIAL STATEMENTS

Federal Government Faces New and Continuing
Financial Management and Fiscal Challenges

What GAO Found

For the second consecutive year, GAO rendered an unqualified opinion on the
Statement of Social Insurance; however, three major impediments continued
to prevent GAO from rendering an opinion on the federal government's
accrual basis consolidated financial statements: (1) serious financial
management problems at the Department of Defense, (2) the federal
government's inability to adequately account for and reconcile
intragovernmental activity and balances between federal agencies, and (3) the
federal government's ineffective process for preparing the consolidated
financial statements. In addition, as of September 30, 2008, the federal
government did not maintain effective internal controls over financial
reporting and compliance with significant laws and regulations due to
numerous material weaknesses. Moreover, financial management system
problems continue to hinder federal agency accountability.

The federal government still has a long way to go, but over the years, progress
has been made in improving federal financial management. For example,
audit results for many federal agencies have improved; federal financial
system requirements have been developed; and accounting and reporting
standards have continued to evolve to provide greater transparency and
accountability over the federal government's operations, financial condition,
and fiscal outlook. In addition, the federal government issued a summary
financial report which is intended to make the information in the Financial
Report of the U.S. Government more understandable and accessible to a
broader audience.

The federal government’s response {o the financial markets crisis and
economic downturn has created new federal accountability, financial
reporting, and debt chall Such chalk ‘will require
utmost attention to ensure (1) that sufficient internal controls and
transparency are established and maintained for all market stabilization and
economic recovery initiatives; (2) that all related financial transactions are
reported on time, accurately, and completely; and (3) these initiatives are
effectively and efficiently financed. Moreover, while policymakers are
currently understandably focused on efforts directed toward market
stabilization and economic growth, once stability in financial markets and the
economic downturn are addressed, attention will have to be turned with the
same level of intensity to the serious longer-term challenges of addressing the
federal government’s large and growing structural deficits and debt.

Finally, the federal government should consider the need for further revisions
to the current federal financial reporting model to recognize its unique needs.
A broad reconsideration of issues, such as the kind of information that may be
relevant and useful for a sovereign nation, could lead to reporting
enhancements that might help provide the Congress and the President with
more useful financial information to deliberate and monitor strategies to
address the nation's long-term fiscal challenges,

United States A ifity Office




Madam Chairwoman, Ranking Member Bilbray and Other Members of the
Subcommittee:

1 appreciate the opportunity to be here today to discuss our report on the
U.S. government’s consolidated financial statements for fiscal years 2008
and 2007. The need for continued progress in improving federal financial
management and accountability to the American people is more critical
now than ever given the unprecedented actions that the federal
government has taken and continues to take to address the economic
downturn and restore stability to financial markets. I would like to
commend you for continuing the annual tradition of oversight hearings on
this important subject. The involvement of your subcommittee is critical to
ultimately assuring such progress.

Importantly, the ultimate effect of recent unprecedented actions on the
federal government’s financial condition are not yet fully known and will
not be fully reftected in the U.S. government’s consolidated financial
statements and The Budget of the United States Government until fiscal
year 2009 and beyond. However, the breadth and magnitude of such
actions will likely have a significant effect. Under the American Recovery
and Reinvestment Act of 2009, hundreds of billions of dollars are slated
for, among other things, new or additional spending for investments in
infrastructure and science, education and training, health programs,
investments in energy infrastructure and programs, assistance to
unemployed workers, health insurance assistance, health information
technology, and state fiscal relief. In addition, under the Housing and
Economic Recovery Act of 2008 and the Emergency Economic
Stabilization Act of 2008, additional hundreds of billions of dollars of
federal funding will include capital and loans to support and sustain key
financial institutions and other businesses, loans to assist certain
borrowers in trouble on their mortgages, and insurance for certain
securitized loans. The federal government’s response to the current
economic downturn and financial crisis has created additional
accountability, financial reporting, and debt management challenges.

While there are new and many existing challenges to federal
accountability and reporting, we also cite in our reports improvements
made over the past decade. With this backdrop, our testimony today

"Pub. L. No. 111-5 (Feb. 17, 200).
“Pub, L, No. 110-289 (July 30, 2008) and Pub. L. No. 110-343 (Oct. 3, 2008), respectively.
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discusses (1) the major issues relating to the consolidated financial
statements for fiscal years 2008 and 2007, including the significant
remaining impediments to an opinion on the consolidated financial
statements; (2) financial management systems problems that continue to
hinder federal agency accountability; (3) new federal accountability,
financial reporting, and debt management challenges created by the
federal government's fiscal response to the financial crisis and economic
downturn; (4) challenges posed by the federal government’s current long-
term fiscal outlook; and (5) the need for an improved federal financial
reporting model.

Both the consolidated financial statements and our related audit report are
included in the fiscal year 2008 Financial Report of the United States
Government (Financial Report)” Our audit report would not be possible
without the commitment and professionalism of Inspectors General
throughout the federal government who are responsible for annuaily
auditing the financial statements of individual federal agencies. The
Financial Report was issued by the Department of the Treasury
(Treasury) on December 15, 2008.* At that time, Treasury and the Office of
Management and Budget (OMB) in coordination with GAQ also issued, for
the second year, a sumrmary financial report, entitled The Federal
Government’s Financial Health: A Citizen’s Guide to the 2008 Financial
Report of the United States Government. This guide, which is included in
the printed Financial Report, as well as printed separately, is intended to
make the information in the Financial Report more understandable and
more accessible to a broader audience. Both of these reports are available
through GAO's Internet site, at :
http://www.gao.gov/financial/fy2008financialreport.html and Treasury’s
Internet site, at http://www.fms.treas.gov/{fr/index.html.

*Our andit work on the U.S. government’s consolidated ial st was €<
in accordance with U.S. generally accepted government auditing standards.

*Also, see GAO, Understanding the Primary Components of the Annual Financial Report
of the United States Government, GAO-05-958SP (Washington, D.C.: September 2005),
which was prepared to heip those who seek to obtain a better understanding of the
Firancial Report.

Page 2 GAO-09-805T
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Summary

Certain material weaknesses® in financial reporting and other limitations
on the scope of our work resulted in conditions that for the 12th
consecutive year prevented us from providing the Congress and the
American people an opinion on the federal government’s financial
statements other than the 2008 and 2007 Statements of Social Insurance,’
However, since the enactment of key financial management reforms in the
1990s, the federal government has made significant progress in improving
financial management activities and practices. As shown in appendix I, 21
of 24 Chief Financial Officers (CFO) Act agencies were able to attain
unqualified audit opinions on their fiscal year 2008 financial statements.”
In contrast, only 6 CFO Act agencies received unqualified audit opinions
for fiscal year 1996. In addition, federal financial systems requirements
have been developed. Also, accounting and financial reporting standards
have continued to evolve to provide greater transparency and
accountability over the federal government’s operations, financial
condition, and fiscal outlook. Further, fiscal year 2008 marked the third
year in which the Statement of Social Insurance has been provided as a
basic financial statement.® The Statement of Social Insurance displays the
present value® of projected revenues and expenditures for scheduled

°A material weak is a signi defici o1 ination of significant deficiencies
that results in more than a remote likelihood that a material misstatement of the financial
statements will not be prevented or detected. A significant deficiency is a control
deficiency, or combination of control deficiencies, that adversely affects the entity’s ability
to initiate, authorize, record, process, or report financial data reliably in accordance with
generally accepted accounting principles such that there is more than a remote likelihood
that a misstatement of the entity's financial statements that is more than inconsequential
will not be prevented or detected. A conirol deficiency exists when the design or operation
of a control does not allow management or employees, in the normal course of performing
their assigned functions, to prevent or detect misstatements on a timely basis.

“The consolidated i other than the Statement of Social Insurance are
referred to as the accrual basis consolidated financial Most es reported
in these financial statements are recorded on a modified cash basis.

‘The 21 agencies include the Department of State. As of the date of our audit report, the
auditors had disclaimed an opinion on the Department of State's fiscal year 2008 financial
statements; however, because the department subsequently provided the auditors with
sufficient evidential material to support the amounts reported on its financial statements,
the auditors issued a second report, replacing the first, with an unqualified opinion of the
Department of State's fiscal year 2008 financial statements.

*We disclaimed an opinion on the fiscal year 2006 consolidated financial statements,
including the Statement of Social Insurance. Social insurance programs inctuded in the
Statement of Social Insurance are Social Security, Medicare, Railroad Retirement, and
Black Lung.

*Present value is the discounted value of a payment or stream of payments to be received
or paid in the future, taking into consideration a specific interest or discount rate.

Page 3 GAO-08-805T
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benefits of certain benefit programs that are referred to as social
insurance (e.g., Social Security, Medicare). Importantly, we were able to
render unqualified opinions on the 2008 and 2007 Statements of Social
Insurance.

The federal government, however, still has a long way to go to address
several principal challenges to fully achieving an exemplary level of
federal financial management.” For exaraple, three major impediments
continue to prevent GAQ from rendering an opinion on the federal
government’s accrual basis consolidated financial statements: (1) serious
financial management problems at the Departraent of Defense (DOD), (2)
the federal government's inability to adequately account for and reconcile
intragovernmental activity and balances between federal agencies, and (3)
the federal government’s ineffective process for preparing the
consolidated financial statements. Further, in our opinion, the federal
government did not maintain effective internal controls over financial
reporting (including safeguarding assets) and compliance with significant
laws and regulations as of September 30, 2008, due to numerous material
weaknesses. Moreover, financial management system problems continue
to hinder federal agency accountability.

The problems and challenges identified by our audit need to be viewed in
conjunction with new challenges that have emerged from more recent
developments, Of particular importance is the fact that as of June 26, 2009,
federal debt held by the public as reported by Treasury was over $1 trillion
greater than what it had reported as of the end of fiscal year 2008. The
increase in federal debt held by the public, which resulted largely from the
federal government's fiscal response to the crisis in our financial markets
and the economic downturn, create new federal accountability, financial
reporting, and debt management challenges. While we acknowledge that
the new President, the new Congress, and the American people have been
understandably focused on addressing current problems with financial
markets and responding to the economic downturn, and the increased
borrowing such efforts entail, the nation’s long-term fiscal challenge must
be addressed. As we reported in our March 2009 fiscal outlook update,”
our projections continue to show escalating and persistent debt that

YGAQ, Critical A itity and Fiscal St ip Chail Facing Our Nation,
GAQ-07-542T (Washington, D.C.: Mar. 1, 2007).

NGAO, The Nation's Long-Term Fiscal Outlook: March 2009 Update, GAO-09-405SP
{Washington, D.C.: March 2009).

Page 4 GAO-09-805T
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illustrates the long-term fiscal path is unsustainable. We believe that the
nation will need to apply the same level of intensity to this long-term fiscal
challenge as is being directed to addressing the economic downturn and
the current problems with financial markets.

Given the federal government's current financial condition and the
nation’s longer-term fiscal challenges, the need for the Congress and
federal policymakers and management to have reliable, useful, and timely
financial and performance information is greater than ever. Sound
decisions on the current results and future direction of vital federal
government programs and policies are more difficult without such
information. Information included in the Financial Report, such as the
Statement of Social Insurance along with long-term fiscal simulations and
fiscal sustainability reporting, can help increase understanding of the
federal government's long-term fiscal outlook.

Highlights of Major
Issues Related to the
U.S. Government’s
Consolidated
Financial Statements
for Fiscal Years 2008
and 2007

As has been the case for the previous 11 fiscal years, the federal
government did not maintain adequate systeras or have sufficient, reliable
evidence to support certain material information reported in the U.S.
government’s accrual basis consolidated financial statements. The
underlying material weaknesses in internal control, as summarized on the
following page, which generally have existed for years,” contributed to our
disclaimer of opinion on the U.S. government’s accrual basis consolidated
financial statements for the fiscal years ended 2008 and 2007.

“we previously reported that certain material weaknesses prevented us from expressing an
opinion on the consolidated financial statements of the U.S. government for fiscal years
1997 through 2006 and on the accrual basis consolidated financial statements of the U.S.
government for fiscal year 2007.

A more detailed description of the material weaknesses that contributed to our disclaimer
of opinion, including the primary effects of these material weaknesses on the aceruat basis
consolidated fi 1 st: and on the of federal government
operations, can be found on pages 178 through 184 of the Financial Report.

Page § GAO-09-805T
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In summary, the material weaknesses that contributed to our disclaimer of opinion on
the accrual basis consolidated financial statements were the federal government's
inability to:

« satisfactorily determine that property, plant, and equipment and inventories and
refated property, primarily held by the DOD, were properly reported in the accrual
basis consolidated financial statements;

reasonably estimate or adequately support amounts reported for certain liabilities,
such as environmental and disposal liabilities, or determine whether commitments
and contingencies were complete and properly reported;

support significant portions of the total net cost of operations, most notably related
to DOD, and adequately reconcile disbursement activity at certain agencies;
adequately account for and reconcile intragovernmental aclivity and balances
between federal agencies;

ensure that the federal government’s accrual basis consolidated financial
statements were (1) consistent with the underlying audited agency financial
statements, (2) properly balanced, and {3} in conformity with generally accepted
accounting principles (GAAP); and

identify and either resolve or explain material differences that exist between certain
components of the budget deficit reported in Treasury’s records, which are used to
prepare the Reconciliation of Net Operating Cost and Unified Budget Deficit and
Statement of Changes in Cash Batance from Unified Budget and Cther Activities,
and related amounts reported in federal agencies’ financial statements and
underlving financial information and records.

.

Due to the material weaknesses and the additional limitations on the
scope of our work, as discussed in our audit report, there may also be
additional issues that could affect the accrual basis consolidated financial
statements that have not been identified.

In addition to the material weaknesses that contributed to our disclaimer
of opinion, which are discussed above, we found three other material
weaknesses in internal control as of September 30, 2008.” These other
material weaknesses were the federal government’s inability to:

« determine the full exient to which improper payraents occur and
reasonably assure that appropriate actions are taken to cost-effectively
reduce improper payrents,

« identify and resolve information security control weaknesses and
manage information security risks on an ongoing basis, and

» effectively manage its tax collection activities.

A more detailed di ion of these including the primary effects of the
material weaknesses on the accrual basis consolidated financial statements and on the
management of federal government operations, can be found on pages 185 through 187 of
the Financial Report.
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Further, our audit report discusses certain significant deficiencies in
internal control at the governmentwide level.” These significant
deficiencies involve the following areas:

+ implementing effective credit reform estimation and related financial
reporting processes for loans receivable and loan guarantee liabilities
at certain federal credit agencies, and

« preparing the Statement of Social Insurance for certain programs.

Individual federal agency financial statement audit reports identify
additional control deficiencies, which were reported by agency auditors as
either material weaknesses or significant deficiencies at the individual
agency level. We do not consider these additional control deficiencies to
represent material weaknesses or significant deficiencies at the
governmeniwide level. Also, due to the issues noted throughout our audit
report, additional material weaknesses and significant deficiencies may
exist that were not identified and reported.

Addressing Major
Impediments to an Opinion
on the Accrual Basis
Consolidated Financial
Statements

Financial Management at DOD

Three major impediments to our ability to render an opinion on the U.S,
government's accrual basis consolidated financial statements continued to
be: (1) serious financial management problems at DOD, (2) the federal
government's inability to adequately account for and reconcile
intragovernmental activity and balances between federal agencies, and
(3) the federal government's ineffective process for preparing the
consolidated financial statements. Extensive efforts by DOD officials and
cooperative efforts between agency chief financial officers, Treasury
officials, and OMB officials will be needed to resolve these serious
obstacles to achieving an opinion on the U.S. government's accrual basis
consolidated financial statements.

Essential to further improving financial management governmentwide and
ultimately to achieving an opinion on the U.S. government’s consolidated
financial statements is the resolution of serious weaknesses in DOD's
business operations. Reported weaknesses in DOD's business operations,
including financial management, adversely affect the reliability of financial
data, and the economy, efficiency, and effectiveness of its operations, and
prevent DOD from producing auditable financial statements,

¥See page 188 of the Financial Report for more details on these significant deficiencies.
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DOD continues to dominate GAO's list of high-risk programs designated as
vulnerable to waste, fraud, abuse, and mismanagement, bearing
responsibility, in whole or in part, for 15 of 30 high-risk areas.” Eight of
these areas are specific to DOD and include DOD’s overall approach to
business transformation, as well as business systems modernization and
financial management.

The National Defense Authorization Act (NDAA) for Fiscal Year 2008,"
codified Chief Management Officer (CMO) responsibilities at a high level
in the department—assigning them to the Deputy Secretary of Defense—
and establishing a full-time Deputy CMO (DCMO) and designating CMO
responsibilities within the military services. While both of these positions
are now in place at DOD, the CMO is not a separate, full-time position, and
the DCMO, although full-time, does not have decision-making authority.

Importantly, DOD has taken steps toward developing and implementing a
framework for addressing the department’s long-standing financial
management weaknesses with the goals of enabling the department to (a)
provide timely, reliable, and accurate financial management information to
decisionmakers; (b) sustain improvements; and (c) achieve financial
statement auditability. Specifically, this framework, which is discussed in
both the department’s Enterprise Transition Plan (ETP)" and the Financial
Improvement and Audit Readiness (FIAR) Plan,” includes the
department's Standard Financial Information Structare (SFIS) and
Business Enterprise Information System (BEIS). DOD intends this
framework to define and put into practice a standard DOD-wide financial
management data structure as well as enterprise-level capabilities to
facilitate reporting and coraparison of financial data across the
department. DOD’s most recent FIAR plan update indicates that it has

®GAOQ, High-Risk Series: An Update, GAO-09-271 (Washington, D.C.: January 2009).
"Pub. L. No. 110-181, Div. A, title IX § 904 (Jan. 28, 2008).

®The ETP is intended to describe how DOD will transition from its current or “as is”
operational environment to its intended or “to be” operational capabilities. The Business
Transformation Agency is the DOD agency responsible for DOD's business transformation
and the development and implementation of the ETP.

¥DOD's FIAR Plan, initially issued in December 2005 and updated twice annually, is
intended to provide DOD components with a framework for resolving problems affecting
the accuracy, reliability, and timeliness of financial information and obtaining clean
financial statement audit opinions.
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implemented SFIS in legacy accounting systems for several components,
including the Air Force and Marine Corps.

We recently analyzed DOD’s FIAR Plan, and found the plan does not yet
provide the department or its components with clear, consistent, and
specific guidance for implementing, measuring, and sustaining corrective
actions, and for reporting incremental progress. Our report made several
recommendations designed to increase the FIAR Plan’s effectiveness as a
strategic and management tool for guiding, monitoring, and reporting on
financial management improvement efforts and increasing the likelihood
of meeting the department’s goal of financial statement auditability.” DOD
management concurred with our recommendations and has begun
initiatives to address our concems.

‘While further improvement is needed, DOD's recent FIAR plans indicate
many continuing efforts to achieve financial statement auditability, as well
as new initiatives, including the following:

« Focusing on improvements in end-to-end business processes, or
segments,” that underlie the amnounts reported on the financial
statements.

s Updating auditability assertion criteria to require that only personnel
with sufficient objectivity assess the readiness of a segment for audit.

» Ensuring sustainability of corrective actions and auditability by fully
implementing the requirements of OMB Circular No. A-123, Appendix
A, which requires an annual assessment and statement of assurance
regarding the continued effectiveness of internal control over financial
reporting.

» Forming working groups to address issues in areas such as real
property cost management and iraputed cost, and Fund Balance with
Treasury.

« Implementing the Defense Agencies Initiative, with the goal of
achieving an auditable standardized system for smaller other defense
organizations.

I M . Achieving Fi

“GAO, Fi i Fi ial Auditabitity in the
Department of Defense, GAO-09-373 (Washington, D.C.: May 6, 2009).

“IDOD defines a segment as a component of an entity’s business and financial environment.
A segment can include (1) complete or partial business processes; (2) financial systems,
business systems, or both; or (3) commands or installations. According to DOD, the
environment’s cornplexity, materiality, and timing of corrective actions are all factors that
are taken into consideration when defining 2 segment.
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Intragovernmental Activity and
Balances

A recent notable success for the department was the U.S. Army Corps of
Engineers (USACE), Civil Works' ability to achieve an unqualified audit
opinion for fiscal year 2008. This accomplishment was the result of a
sustained commitment on the part of management to improve USACE's
business systems, processes, and controls. In contrast to this success,
however, other DOD components’ recent assertions of audit readiness
have failed to withstand auditor scrutiny.

We are encouraged by DOD’s efforts and will continue to monitor DOD’s
efforts to transform its business operations and address its financial
management challenges. In the near future, we plan to review DOD's:

» process and controls over budgetary execution and accounting;

+ component enterprise resource planning efforts for adherence to
budget and schedule and the identification of common issues among
these efforts that have impeded successful implementation;

» integration of strategic plans within the department that are intended
to address, monitor, and report progress and status of financial
management weaknesses;

+ component design and implementation of financial improvement
plans; and

« component corrective plans and actions designed to bring financial
reporting segments to audit readiness.

Federal agencies are unable to adequately account for and reconcile
intragovernmental activity and balances. OMB and Treasury require the
CFOs of 35 executive departments and agencies to reconcile, on a
quarterly basis, selected intragovernmental activity and balances with
their trading partners. In addition, these agencies are required to report to
Treasury, the agency’s inspector general, and GAO on the extent and
results of intragovernmental activity and balances reconciliation efforts as
of the end of the fiscal year. GAO has identified and reported on numerous
intragovernmental activities and balances issues and has made several
recommendations to Treasury and OMB to address those issues. Treasury
and OMB have generally taken or plan to take actions to address these
recornmendations.

A substantial number of the agencies did not adequately perform the
required reconciliations for fiscal years 2008 and 2007. For these fiscal
years, based on trading partner information provided to Treasury through
agencies’ closing packages, Treasury produced a “Material Difference
Report” for each agency showing amounts for certain intragovernmental
activity and balances that significantly differed from those of its
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corresponding trading partners as of the end of the fiscal year. Based on
our analysis of the “Material Difference Reports” for fiscal year 2008, we
noted that a significant number of CFOs were unable to adequately explain
the differences with their trading partners or did not provide adequate
documentation to support responses on the CFO Representations. For
both fiscal years 2008 and 2007, amounts reported by federal agency
trading partners for certain intragovernmental accounts were not in
agreement by significant amounts. In addition, there are hundreds of
billions of dollars of unreconciled differences between the General Fund
and federal agencies related to appropriation and other intragovernmental
transactions. The ability to reconcile such transactions is hampered
because only some of the General Fund is reported in the Department of
the Treasury's financial statements. As a result of the above, the federal
government’s ability to determine the impact of these differences on the
amounts reported in the accrual basis consolidated financial statements is

significantly impaired.

In 2006, OMB issued Memorandum No. M-07-03, Business Rules for
Intragovernmental Transactions {(Nov. 13, 2006), and Treasury issued the
Treasury Financial Manual Bulletin No. 2007-03, Intragovernmental
Business Rules (Nov. 15, 2006). This guidance added criteria for resolving
intragovernmental disputes and major differences between trading
partners for certain intragovernmental transactions and called for the
establishment of an Intragovernmental Dispute Resolution Committee.
OMB is currently working with the Chief Financial Officers Council to
create the Intragovernmental Dispute Resolution Committee.” OMB is also
using a “Watch List” that lists federal agencies with large
intragovernmental imbalances. The Watch List was developed to facilitate
reductions in some of the largest intragovernmental imbalances, bring
federal agency reporting into alignment with the Intragovernmental
Business Rules, bring the appropriate representatives together from the
respective agencies, and document the issues and resolutions.

Treasury is also taking steps to help resolve material differences in
intragovernmental activity and balances. For example, Treasury is
requiring federal agencies to provide documentation on how and when the
agencies are resolving certain of their unresolved material differences.

“The U.8. Chief Financial Officers Council is an organization of the CFOs and Deputy
CFOs of the largest federal agencies and senior officials of OMB and Treasury who work
collaboratively to improve financial management in the U.S. government.
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Preparing the Consolidated
Financial Statements

Resolving the intragovernmental transactions problem remains a difficuit
challenge and will require a strong commitment by federal agency
leadership to fully implement the required business rules and continued
strong leadership by OMB and Treasury.

While further progress was demonstrated in fiscal year 2008, the federal
government continued to have inadequate systems, controls, and
procedures o ensure that the consolidated financial statements are
consistent with the underlying audited agency financial statements,
properly balanced, and in conformity with U.S. GAAP.” Treasury’s process
for compiling the consolidated financial statements demonstrated that
amounts in the Statement of Social Insurance were consistent with the
underlying federal agencies’ audited financial statements and that the
Balance Sheet and the Statement of Net Cost were also consistent with
federal agencies’ financial statements prior to eliminating
intragovernmental activity and balances. However, Treasury’s process did
not ensure that the information in the remaining three principal financial
statements was fully consistent with the underlying information in federal
agencies’ audited financial statements and other financial data. During
fiscal year 2008, Treasury, in coordination with OMB, continued
implementing corrective action plans and made progress in addressing
certain internal control deficiencies we have previously reported regarding
the process for preparing the consolidated financial statements. Resolving
some of these internal control deficiencies will be a difficult challenge and
will require a strong commitment from Treasury and OMB as they
continue to implement their corrective action plans.

Federal Agencies’
Financial
Management Systems

Under the Federal Financial Management Improvement Act of 1996
(FFMIA), as a part of the CFO Act agencies' financial statement audits,
auditors are required to report whether agencies’ financial management
systems comply substantially with (1) federal financial management
systems requirements, (2) applicable federal accounting standards, and (8)

“Most of the issues regarding the preparation of the consolidated financial statements that
we identified in fiscal year 2008 existed in fiscal year 2007, and many have existed for a
number of years. In April 2008, we reported the issues we identified to Treasury and OMB
and provided new reconuniendations for corrective action and discussed the status of
certain previously issued rec dations in GAO, Fi ial Audit: Material
Weaknesses in Internal Control Continue to Impact Preparation of the Consolidated
Financial Statements of the U.S. Government, GAO-09-387 (Washington, D.C.: Apr. 21,
2009). Treasury and OMB have generally taken or plan to take actions to address the
recommendations we have made in this area,
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the U.S. Government Standard General Ledger (SGL) at the transaction
level* These factors, if implemented successfully, help provide a solid
foundation for improving accountability over federal government
operations and routinely producing sound cost and operating performance
information. Over a decade has passed since FFMIA was enacted and the
majority of agencies still do not have reliable, useful, and timely financial
information with which to make informed decisions and ensure
accountability on an ongoing basis. In fiscal year 2008, auditors reported
14 out of 24 CFO Act agencies’ financial management systems were not in
substantial compliance with one or more of the three FFMIA requirements
and the lack of compliance with federal financial management systems
reguirements was the most frequently cited deficiency of the three FFMIA
requirements.

In addition, on January 9, 2009, OMB issued a revised Circular No. A-127,
Financial Management Systems, which redefines federal financial
management systems requirements. We are concerned that the revised
circular substantially reduces the scope and rigor of compliance testing
for agency financial management systems, omits compliance with the SGL
from the compliance indicators, and eliminates existing federal financial
management systems requirements for the financial portion of mixed
systems. Without independent auditor assessments of the financial portion
of mixed systems’ capabilities and corpliance with these requirements,
the Congress and agency management cannot be assured that data in these
systems and not included in agency financial statements are reliable,
resulting in increased risk of making operating, budget, and policy
decisions based on faulty data reported in the financial portion of mixed
systems—such as benefit payment, logistics, and acquisition systems—
which are the source of data for the core financial system. Because of the
immportance of such data to routinely providing reliable, useful, and timely
financial information for managing day-to-day operations, we believe it is
important to retain financial management systems requirements for the
financial portion of mixed systems and require auditors to assess
compliance inst such requir ts. Further, the revised circular raised
additional concerns because it does not definitively establish

HFFMIA defines fi ial as the fi ial and the financial
portions of mixed systems necessary to support financial management, including
automated and manual processes, procedures, controls, data, hardware, software, and
support personnel dedicated to the operation and maintenance of system functions. The
term mixed system means an information system that supports both financial and
nonfinancial functions of the federal government or components thereof.
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responsibilities for the agency, service provider, and auditor for assessing
compliance with FFMIA when utilizing a shared service provider under
OMB’s financial management line of business (Jine of business) initiative,

To reduce the cost and improve the outcome of federal financial
management systems implementations, OMB continues to move forward
on the line of business initiative, by leveraging common standards and
shared solutions. OMB anticipates that the line of business initiative will
help achieve the goals of improving the cost, quality, and performance of
financial management operations. As we reported in May 2009,% although
OMB has made progress in implementing the line of business initiative, the
initiative focuses mainly on core financial systems and extensive work
rernains before the goals of the initiative are achieved.” For example, as
we previously recommended in 2006, OMB has yet to finalize a financial
management system concept of operations, which provides the foundation
to guide line of business-related activities.” In addition, development of a
migration timeline reflecting agencies’ commitment for migrating to
shared service providers has not yet been completed. Consistent and
effective implementation of FFMIA will be needed to improve the
capability of agencies’ financial management systems to produce reliable,
useful, and timely information for management to efficiently and
effectively manage the day-to-day operations of the federal government
and ultimately provide accountability to taxpayers and the Congress—a
key goat of the CFO Act and FFMIA.

“GAO, Fi il M S : OMB's Fi ial M t Line of B
Initiative Continues, but Future Success Remains Uncertain, GAD-09-328 (Washington,
D.C.: May 7, 20089).

”‘Accor(ﬁng to OMB, the goals of the line of business initiative are to (1) provide timely and
accurate data for decision making, (2) facilitate stronger internal controls that ensure
integrity in accounting and other stewardship activities; (3) reduce costs by providing a
competitive alternative for agencies to acquire, develop, implement, and operate financial
management systems through shared service solutions; (4) standardize systems, business
processes, and data elements; and (5) provide for seamless data exchange between and

among federal ies by a common I and structure for financial
information and system interfaces,
mGAO, Fi ial ¥ S Additi L Efforts Needed to Address Key

Causes of Modernization Failures, GAO-06-184 (Washington, D.C.: Mar. 15, 2006).
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Federal Actions
Create New
Challenges

The Emergency Economic Stabilization Act of 2009 (EESA), which
authorized the Troubled Asset Relief Program (TARP); the Housing and
Economic Recovery Act of 2008 (HERA); and the American Recovery and
Reinvestment Act of 2009 (Recovery Act), enabled the federal government
to take certain unprecedented actions involving hundreds of billions of
dollars to stabilize the financial markets and promote economic recovery.
The nature and magnitude of these actions have created new challenges
for federal accountability, financial reporting, and debt management. Such
challenges will require utmost attention to ensure (1) that sufficient
internal controls and transparency are established and maintained for all
stabilization and recovery initiatives; (2) that all related financial
transactions are reported on time, accurately, and completely; and

(3) these initiatives are effectively and efficiently financed.

28

Federal Accountability and
Financial Reporting
Challenges

According to data provided by Treasury, as of June 26, 2009, the federal
government had disbursed about $339 billion of the approximate $700
billion limit on TARP funds for a number of initiatives, which included
among other things, preferred stock purchases of certain financial
institutions, loans to automotive companies, and funding to certain
financial institutions to facilitate home loan modifications.” Under HERA,
the federal government placed the Federal National Mortgage Association
(Fannie Mae) and the Federal Home Loan Mortgage Corporation (Freddie
Mac) into conservatorship. As of July 2, 2009, the Federal Housing Finance
Agency had reported that the federat government had provided about $85
billion of capital to the entities through the first quarter of calendar year
2009 under senior preferred stock purchase agreements.” In addition,

#0ther legislation to address the financial markets crisis or the economic downturn
include the Helping Families Save Their Homes Act of 2009, Pub. L. No. 111-22 (May 20,
2009), and the Economic Stimulus Act of 2008, Pub. L. No. 110-185 (Feb. 13, 2008).

®According to data provided by Treasury, as of June 26, 2009, numerous financial
institutions participating in the TARP Capital Purchase Program (CPP) had repurchased
their preferred stock from Treasury for a totat of about $70 biltion. CPP preferred stock

D by fi fal instituti are deposited into the General Fund of the U.S.
Treasury that is used to repay the debt that was issued to fund Treasury's original
purchases. The proceeds received from the repurchases reduce the outstanding balance
under the almost $700 billion TARP limit. Treasury then may issue new debt to purchase
new financial instruments if it so chooses,

Y The $85 billion excludes $1 billion in liquidation preference on the senior preferred stock
position obtained by Treasury from each entity upon initiation of the Senior Preferred
Stock Purchase Agreement. The initial $1 billion is not a draw on the Treasury's
commitment under the agreement.
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according to Treasury, the federal government held about $146 billion of
the entities’ mortgage-backed securities as of May 31, 2009.%

Regarding TARP, we have reported on actions needed and the status of
efforts to address transparency and accountability issues, and have made
related recommendations to help ensure these issues are adequately
addressed. In our most recent report on TARP, we acknowledged
Treasury’s efforts to continue to improve the integrity, accountability, and
transparency of TARP transactions; however, we concluded that some
areas require ongoing attention.” Among the challenges is the need to
properly measure and report each related purchase and loan transaction.
The challenges of estimating and managing costs and measuring and
reporting asset and liability values under TARP and other recent initiatives
are likely to be even greater than those associated with more traditional
federal lending activities given the fact that little, if any, historical
information is available for certain transactions from which to base
expected future cash flows. While contractual provisions may set forth
required payments for certain transactions such as preferred stock
purchases and debt obligations, for a substantial number of federal
transactions under TARP and HERA there is a significant amount of
uncertainty regarding the extent to which actual repayments to the federal
government will be made. There is simply little or no history for certain of -
these large and unprecedented transactions. Moreover, the instability and
dramatic changes in financial markets, such as occurred within the last
year, make it very difficult to estimate the values of these assets and
liabilities with any level of certainty. Therefore, it is critically important for
adequate internal controls to be in place to help ensure that the cost of all
TARP and other loans and loan guarantees are properly measured and
reported and losses to the federal government minimized.

Regarding Recovery Act programs, major accountability and reporting
challenges stem from the fact that nearly half of the approximate $580
billion of additional federal spending associated with the Recovery Act
will flow to nonfederal entities. In our April 2009 report on the Recovery
Act, we reported that certain states and the District of Columbia are taking
various approaches to ensure that internal controls exist to manage risk

“HERA (Pub. L. No. 110-289) authorizes Treasury to purchase, for a limited amount of
time, any amount of Fannie Mae or Freddie Mac securities, whether debt or equity.

“GAO, Troubled Asset Relief Program.: June 2009 Status of Efforts to Address
Transparency and Accountability Issues, GAO-09-658 {Washington, D.C: June 17, 2009).
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including assessing known risks associated with spending under the
Recovery Act and developing plans to address those risks.” However,
officials in most of the states we reviewed and the District of Columbia
expressed concerns about the lack of Recovery Act funding provided for
accountability and oversight. Such concerns are important given that the
Recovery Act includes many programs that are new or new to the
recipient and, even for existing programs, the sudden increase in funds is
outside of normal cycles and processes. Given that the majority of
Recovery Act funding was initially projected to be made available to states
and localities in 2009, 2010, and 2011, with lesser amounts available
beyond that, actions taken now would significantly improve the ability of
nonfederal entities to provide effective accountability over federal funding
under the Recovery Act. We made several recommendations to OMB in
April 2009 to help improve accountability and oversight of Recovery Act
spending, including modifying the single audit process to be a more timely
and effective audit and oversight tool for the Recovery Act. We are also
issuing our July 2009 report on the Recovery Act today.* Going forward, it
will be important for qualified personnel at all levels of government to
implement proper controls and accountability measures to help ensure
separate tracking and clear reporting of this spending from the federal
level to the nonfederal recipients.

Over $200 billion of the Recovery Act stimulus effort takes the form of tax
expenditures—reductions in tax liabilities that result from preferential tax
provisions such as tax exclusions, credits, and deductions. GAO has long
been concerned that tax expenditures represent a substantial federal
commitment yet lack the level of transparency and accountability
associated with federal outlays.” As we move forward, the federal
government needs to ensure that adequate information is obtained and
analyzed about these provisions to inform judgments about the success of
the entire stimulus package.

®GAO, Recovery Act: As Inilial Implementation Unfolds in States and Localities,
Continued Atlention to A tability Issues Is Essential, GAO-09-580 (Washington, D.C.

Apr. 23, 2008).

#GAQ, Recovery Act:.States’ and Localities' Current and Planned Uses of Funds While
Facing Fiscal Stresses, GA0-09-828 (Washington, D.C.: July §, 2009).

®GAO, American Recovery And Reinvestment Act: GAO's Role in Helping to Ensure
Accountability and Transparency, GAO-09-453T (Washington, D.C.: Mar. 5, 2009).
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Federal Debt and Long-
Term Fiscal Challenges

The nature and magnitude of the aforementioned actions to stabilize the
financial markets and promote economic recovery have also created debt
management challenges. As this Subcommittee knows, the Congress has
assigned to Treasury the primary responsibility to borrow funds needed to
finance any gap between cash in and cash out subject to a statutory limit.
Since the onset of the current recession in December 2007, the gap
between revenues and outlays has grown—even before any policy
response. Because Treasury must borrow the funds disbursed, actions
taken to stabilize financial markets—including aid to the auto industry—
increase borrowing and so add to the federal debt. In addition, the revenue
decreases and spending increases enacted in the Recovery Act also add to
borrowing. Further, all of this takes place in the context of the longer-term
fiscal outlook, which will present Treasury with continued management
challenges even after the return of financial stability and economic
growth.

The federal government faced large and growing structural deficits—and
hence rising debt—even before the instability in financial markets and the
economic downturn. The current debt limit, which has been raised 8 times
since 2001, is at $12.1 trillion. As you can see from table 1 below, it likely
will have to be raised again this year.

Table 1: Debt Held by the Public and Debt Subject to the Limit

Projected

Fiscat

Actual Fiscal Actual Fiscal Actual Fiscal Year 2008
Year 2001 (as Year 2005 (as Year 2008 {(as (President’s FY
of 9/30/01) of 8/30/05) of 9/30/08) 2010 Budget)

Debt held by the

public {trillions of
dollars) $3.3 $4.6 $5.8 $8.5

Debt held by the

pubtic {percent of

GDP) 33.0% 37.5% 40.8% 58.9%
Debt subject to the

limit (tritlions of
doltars) $5.7 $7.9 $10.0 $12.8

Source: Treasury and OMB,
Note: The current dabt limit is $12.1 trillion.

These immediate challenges, however, have eliminated the window for
planning before the impending further ramp up in debt. As shown in
figure 1, the President’s budget projects debt held by the public growing
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from 40.8 percent of gross domestic product (GDP) in fiscal year 2008 to
60 percent by the end of fiscal year 2009 and 67 percent by the end of fiscal
year 2010.

Figure 1: Debt Held by the Public Under the President’s Fiscal Year 2010 Budget

Percent of GDP
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Source: OMB.

Note: The data are from Budget of the United States Government, Fiscal Year 2010: Updated
Summary Tables. May 2009.

The near-term debt management challenge can be seen through several
measures. At the end of May 2009, Treasury's outstanding marketable
securities stood at $6,454 billion—an increase of $657 billion since
December 31, 2008, and an increase of $1,618 billion since December
2007 Interest rates have dropped dramatically since the start of the
financial crisis, particularly for short-term debt. Although these relatively
low interest rates have reduced Treasury’s borrowing costs to date, the
amount of debt that must be rolled over in the short-term presents
challenges. As shown in figure 2, as of May 31, 2009, approximately $3,137
billion will mature in 2009 and 2010 and will have to be refinanced; this is
49 percent of the total outstanding marketable securities. Another 29
percent matures in 2011 through 2015, If the economy improves, Treasury
may have to refinance significant amounts of debt at higher rates.

*Marketable securities, which comprise the vast majority of debt held by the public,
consist of Treasury bills, notes, bonds, and Treasury inflation-protected securities.
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Figure 2: Marketable Securities by Year of Maturity, as of May 31, 2008 (Total
Outstanding—$6,454 billion)
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Source: GAQ analysis of Treasury data.
Note: Figure 2 does not include $14 bitlion in marketable securities outstanding for the Federal

Financing Bank, $22.53 billion in matured notes, and $47 million in matured bonds.

Treasury’s primary debt management goal is to finance the federal
government’s borrowing needs at the lowest cost over time. Issuing debt
through regular and predictable offerings lowers borrowing costs because
investors and dealers value liquidity and certainty of supply. The mix of
securities, which changes regularly as new debt is issued, is important
because it can have a significant influence on the government's interest
payments. Longer-term securities typically carry higher interest rates——or
cost to the government—primarily due to concerns about future inflation.
However, they can also offer the Treasury certainty about what its
payments will be.

We believe the large share of the debt that must be rolled over in the next
few years is cause for concern. Market experts generally believe that
Treasury needs to increase the average maturity of its debt portfolio. Large
and growing borrowing needs put a premium on understanding both
current and future demand for U.S. Treasury securities. To support
Congress’ oversight of the use of TARP funds, we have work under way
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looking at how Treasury has financed borrowing associated with the
financial market instability and analyzing additional ideas for debt
management that might assist Treasury going forward. We encourage
Treasury to explore a range of borrowing options that could support its
lowest-cost-over-time borrowing objective and to take a strategic
approach to the analysis of various options—recognizing that the federal
government faces a long-term sustained increase in borrowing needs.

As I noted, the actions to restore financial market stability and economic
growth take place within the context of the already serious longer-term
fiscal condition of the federal government. While policymakers have been
understandably focused on dealing with these financial market and
economic growth challenges, attention also needs to be given to the long-
term challenges of addressing the federal government’s large and growing
structural deficits and debt.

As discussed in the Financial Report, the federal government is on an
unsustainable long-term fiscal path. The Statement of Social Insurance, for
example, shows that projected scheduled benefits exceed earmarked
revenues for social insurance programs (e.g., Social Security and
Medicare) by approximately $43 trillion” in present value terms over the
75-year projection period. GAO also prepares long-term fiscal simulations
that are based on the Social Security and Medicare Trustees' projections,
but provide a more comprehensive analysis of fiscal sustainability because
they include revenue and expenditure projections for all other government
programs. Our most recent long-term fiscal simulation was issued in
March 2009.” Figures 3, 4, and 5 below show the results of GAQ’s March
2009 simulations.

¥0On an open group basis (current and future participants).

BGAO, The Nation's Long-Term Fiscal Qutlook: March 2009 Update, GAO-09-405SP
{Washington, D.C.: March 2009).
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Figure 3: Deficits as a Share of GDP under GAO's Two Different Fiscal Policy
Simulations
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Figure 4: Ry and Comp of Spending as a Share of GDP Under GAO’s
Alternative Simulation
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Notes: Data are from GAQ's March 2009 simulations based on the 2008 Trustees’ assumptions for
Social Security and Medicare. Discretionary spending other than Recovery Act provisions grows with
GDP after 2009; Recovery Act provisions are included but assumed fo be. temporary. Expiring tax
provisions are extended, except for expiring provisions enacted in the Recovery Act, After 2019,
revenue as a share of GDP is brought to its 40-year historical average of 18.3 percent of GDP plus
expected revenues from deferred taxes (i.e., taxes on withdrawals from retirement accounts).
Medicare spending is adjusted based on the o that physici are not reduced as
specified under current law.
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Figure 5: Debt Held by the Public as a Share of GDP Under GAO's Two Different
Fiscal Policy Simuiations
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Source: GAQ's March 2008 analysis basad on fhe Trusteos' assumptions for Sccial Securlty and Medicare.
Note: Information presented for fiscal years 2000 through 2008 is based on historical data and for
fiscal years 2009 through 2050 is derived from fiscal policy simulations. See GAD-08-4058P.

A quantitative measure of the long-term fiscal challenge measure is called
the “fiscal gap.” The fiscal gap Is the amount of spending reduction or tax
increases that would be needed today to keep debt as a share of GDP at or
below today's ratio. The fiscal gap is an estiate of the action needed to
achieve fiscal balance over a certain time period such as 75 years. Another
way to say this is that the fiscal gap is the amount of change needed to
prevent the kind of debt explosion implicit in figure 5. The fiscal gap can
be expressed as a share of the economy or in present value dollars.

Under GAO's alternative simulation, closing the fiscal gap would require
spending cuts or tax increases, or some combination of the two, equal to
8.1 percent of the entire economy over the next 75 years, or about $63
trillion in present value terms. To put this in perspective, closing the gap
solely through revenue increases would require an increase in today's
federal tax revenues of about 44 percent, or to do it solely through
spending reductions would require a reduction in today’s federal program
spending (i.e., in all spending except for interest on the debt held by the
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public, which cannot be directly controlled) of about 31 percent to be
maintained over the entire 75-year period. .

The Federal Financial
Reporting Model

The Financial Report provides useful information on the government’s
financial position at the end of the fiscal year and changes that have
occurred over the course of the year. However, in evaluating the nation's
fiscal condition, it is critical to look beyond the shori-term results and
consider the overall long-term financial condition and long-term fiscal
challenge of the government—that is, the sustainability of the federal
government’s programs, commitments, and responsibilities in relation to
the resources expected to be available.

Accounting and financial reporting standards have continued to evolve to
provide greater transparency and accountability over the federal
government’s operations, financial condition, and fiscal outlook. However,
it is appropriate to consider the need for further revisions to the current
federal financial reporting model, which could affect both consolidated
and agency reporting. While the current reporting model recognizes some
of the unique needs of the federal government, a broad reconsideration of
the federal financial reporting model could address the following types of
questions:

* Do traditional financial statements convey information transparently?

+ What is the role of the balance sheet in the federal government
reporting model?

¢ What kind of information is most relevant and useful for a sovereign
nation?

* How should items that are unique to the federal government, such as
social insurance commitments and the power to tax, be reported?

In addition, further enhancements to accounting and financial reporting
standards are needed to effectively convey the long-term financial
condition of the U.S. government and annual changes therein. For
example, the federal government’s financial reporting should be expanded
to disclose the reasons for significant changes during the year in
scheduled social insurance benefits and funding. It should also include [¢))
a Statement of Fiscal Sustainability™ that provides a long-term look at the

"™The Statement of Fiscal Sustainability would show the relationship between the present
value of projected receipts and spending for social insurance and for all other federal
programs.
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fiscal sustainability of all federal programs including social insurance
programs, and (2) other sustainability information, including
intergenerational equity and an analysis of changes in sustainability during
the year.” Recently, the Federal Accounting Standards Advisory Board
(FASAB) unanimously approved a proposed new standard on fiscal
sustainability reporting.” Also, FASAB is currently considering possible
changes to accounting for social insurance.”

In addition, there is a need for a combined report on the performance and
financial accountability of the federal government as a whole. This report
would include, among other things, key outcome-based national indicators
(e.g., economic, security, social, and environmental), which could be used
to help assess the nation’s and other governmental jurisdictions’ position
and progress.

Engaging in a reevaluation of the federal financial reporting model could
stimulate discussion that would bring about a new way of thinking about
the federal government’s financial and performance reporting needs. To
understand various perceptions and needs of the stakeholders for federal
financial reporting, a wide variety of stakeholders from the public and
private sector should be consulted. Ultimately, the goal of such a
reevaluation would be reporting enhancements that can help the Congress
deliberate on strategies to address the federal government's chalienges,
including its long-term fiscal challenge.

Closing Comments

In closing, it is important that the progress that has been made in
improving federal financial management activities and practices be
sustained by the new administration. Across government, financial
management improvement initiatives are under way, and if effectively
implemented, they have the potential to greatly improve the quality of
financial management information as well as the efficiency and

“Interge ional equity the extent to which different age groups may be
required to assume financial burdens to sustain federal responsibilities.

M nless OMB or the Comptroller General of the United States object by September 28,
2009, the proposed standard, Statement of Federal Financial Accounting Standards No. 38,
Reporting Comprehensive Long-Term Fiscal Projections for the U.S. Government, will
take effect for fiscal year 2010,

¥On November 17, 2008, an exposure draft was issued on accounting for social insurance,
Accounting for Social Insurance, Revised.
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effectiveness of agency operations. However, the federal government still
has a long way to go before realizing strong federal financial management.
For DOD, the challenges are many. We are encouraged by DOD’s efforts
toward addressing its long-standing financial management weaknesses
and its efforts to achieve auditability. Consistent and diligent top
management oversight toward achieving financial management
capabilities, including audit readiness, will be needed. The civilian CFO
Act agencies must continue to strive toward routinely producing not only
annual financial statements that can pass the scrutiny of a financial audit,
but also quarterly financial statements and other meaningful financial and
performance data to help guide decision makers on a day-to-day basis.
Federal agencies need to improve the government’s financial management
systems to achieve this goal.

The nature and magnitude of actions the federal government has taken to
stabilize the financial markets and promote economic recovery have
created new challenges involving accountability, financial reporting, and
debt management. A great amount of attention will need to be devoted to
ensuring (1) that sufficient internal controls and transparency are
established and maintained for all stabilization and recovery initiatives; (2)
that all related financial transactions are reported on time, accurately, and
completely; and (3) these initiatives are effectively and efficiently
financed. Importantly, the recent increase in federal debt that has resulted
largely from the federal government’s response to the crisis in financial
markets and the economic downturn must be viewed within the context of
the nation’s unsustainable long-term fiscal path. The longer action is
delayed to address long-term fundamental fiscal problems, the greater the
likelihood that actions to address such problems will be disruptive and
destabilizing. The federal government faces increasing pressures to
address the fiscal problerns of Social Security and Medicare, yet a
shrinking window of opportunity for phasing in adjustments. GAO is
committed to sustained attention to this critically important matter.

Given the federal government's current financial condition and the
nation’s serious long-term fiscal challenge, the need for the Congress and
federal policymakers and management to have reliable, useful, and timely
financial and performance information is greater than ever. Sound
decisions on the current and future direction of vital federal government
programs and policies are more difficult without such information, We
also will continue to stress the need for development of more meaningful
financial and performance reporting on the federal government,
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Finally, I want to emphasize the value of sustained congressional interest
in these issues, as demonstrated by this Subcommittee’s leadership. It will
be key that, going forward, the appropriations, budget, authorizing, and
oversight committees hold agency top leadership accountable for
resolving the remaining problems and that they support improvement
efforts.

Madam Chairwoman and Ranking Member Bilbray, this concludes my
prepared statement. ] would be pleased to respond to any questions that
you or other members of the Subcommittee raay have at this time.

GAOQ Contacts and
Acknowledgments

For further information regarding this testimony, please contact Jeanette
M. Franzel, Managing Director, and Gary T. Engel, Director, Financial
Management and Assurance, at (202) 512-2600, as well as Susan J. Irving,
Director, Federal Budget Analysis, Strategic Issues, at (202) 512-6806. Key
contributions to this testimony were also made by staff on the
Consolidated Financial Statement audit team.
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Appendix I: Fiscal Year 2008 Audit Results

Table 1: Chief Financial Officers (CFO) Act Agencies: Fiscal Year 2008 Audit Results and Principal Auditors

Agencies’ auditors

laws and

‘Reported

Opinion reported material
d b K or
CFO Act agencies agency auditor noncompliance®  Principal auditor
Agency for international Development Unquaiified N OiG
Agriculture Unqualified N olG
Commerce Unqualified 4 KPMG LLP
Defense Disclaimer v 0iG
Education Ungualified v Emst & Young, LLP
Energy Unqualitied KPMG LLP
Environmental Protection Agency Unquatified N 0IG
General Services Administration Unqualified v PricewaterhouseCoopers LLP
Health and Human Services Ungualitied N Ermst & Young, LLP
Homeland Security ® v KPMG LLP
Housing and Urban Development Ungualified N OIG
interior Unqualified N KPMG LLP
Justice Unqualified KPMG LLP
Labor Unqualified N KPMG LLP
National Aeronautics and Space Administration  Disclaimer V Ernst & Young, LLP
National Science Foundation Ungualified N Clifton Gunderson LLP
Nuclear Regulatory Commission Unqualified ¥ Urbach Kahn & Werlin LLP
Office of Personnel Management Unqualified KPMG LLP
Smali Business Administration Unqualified KPMG LLP
Social Security Administration Unqualified PricewaterhouseCoopers LLP
State Unqualified” J Leonard G. Birbaum and Company, LLP
Transportation Unqualified ¥ KPMG LLP
Treasury Unqualified N KPMG LLP
Veterans Affairs Unqualified N Deloitte & Touche LLP
Source: GAC.

and/or substantial noncompliance with
it Act i s,

i with i
one or more of the Federal Financial N

*For fiscal year 2008, only the Consolidated Balance Sheet and the refated Staternent of Custodiat
Activity of the Depariment of Homeland Security were subject to audit; the auditor was unable to

express an opinion on these two financial statements.

“The auditors reported no materiat weaknesses, no noncompliance with FEMIA, and no

with laws and reg
1o the Anti-Deficiency Act.
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Appendix I: Fiseal Year 2008 Audit Results

“As of the date of our audit report, the auditors had disclaimed an opinion on the Department of
State's fiscal year 2008 financial statements; however, because the department subsequently
provided the auditors with sufficient evidential material to support the amounts reported on its
financial statements, the auditors issued a second repod, repiacing the first, with an unqualitied
opinion of the Department of State’s fiscal year 2008 financial statements,
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United States Government Accountability Office
Washington, DC 20548

August 4, 2009

The Honorable Diane E. Watson

Chairwoman

The Honorable Brian P. Bilbray

Ranking Member

Subcommittee on Government Management,
Organization, and Procurement

Committee on Oversight and Government Reform

House of Representatives

Subject: Responses 1o Posthearing Questions Reluted to GAO's Testimony on the
U.S. Government's Consolidated Financial Statements for Fiscal Year
2008

On July 8, 2009, I testified before your subcommittee at a hearing on our report on the
U.S. government’s consolidated financial statements for fiscal year 2008." This letter
responds to Chairwoman Watson’s request for written responses to questions related
to our testimony. The questions and my responses follow.

Question One: The Emergency Economic Stabilization Act of 2009 (EESA), which
authorized the Troubled Asset Relief Program (TARP) and the Housing and
Economic Recovery Act of 2008 (HERA), allowed the federal government to take
certain unprecedented actions involving billions of dollars to stabilize the financial
markets in 2008. Actions taken under TARP and programs under HERA will, at least
in the short term, impact the federal government's financial condition. Therefore, all
of the federal government’s purchase and loan transactions must be properly
measured and reported.

« Given that GAO has consistently reported that federal agencies
which account for the majority of the reported balances for direct
loans and loan guarantee liabilities have internal control
deficiencies related to their credit reform estimation and related
financial reporting processes, what are some of your concerns
regarding transactions under TARP and programs under HHERA?

'U.S. Government Accountability Office, Fiscal Year 2008 U.S. Government Financial Statements:
Federal Government Faces New and Continuwing Financial Management and Fiscal Challenges,
GAO-00-805T {Washington, D.C: Jul. 8, 2009). The fiscal year 2008 Financial Report of the United
States Government, issued by the Department of the Treasury on December 15, 2008, is available
through GAO's Web site at www gan.gov and Treasury’s Web site at www.fms.treas. gov Arindes.homl
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The challenges of estimating and managing costs and measuring and reporting asset
and liability values under TARP and other recent initiatives are likely to be even
greater than those associated with more traditional federal lending activities given (1)
that little, if any, historical information is available for certain transactions from
which to base expected future cash flows, (2) the complexities in valuing the type of
assets acquired by TARP, and (3) that this is the first year of TARP operations and
new systems and controls are being implemented. Most federal credit programs, such
as the Department of Education’s student loan programs, have years of historical data
from which net cash flows to the federal government can be estimated. However,
while contractual provisions may set forth required payments for certain transactions
such as preferred stock purchases and debt obligations, for a substantial number of
federal transactions under TARP and HERA there is a significant amount of
uncertainty regarding the extent to which actual repayments to the federal
government will be made. There is simply little or no history for certain of these large
and unprecedented transactions. Moreover, the instability and dramatic changes in
financial markets that occurred within the last year make it very difficult to estimate
the values of these assets and liabilities with any level of certainty. Therefore, it is
critically important for adequate internal controls to be in place to provide
reasonable assurance that the cost and other accounts related to all TARP and other
loans and loan guarantees are properly recorded, measured, and reported and losses
to the federal government minimized.

Question Two: The 2008 Financial Report was not offered in time for GAO to
complete its audit, and that the federal government failed to demonstrate adequate
internal controls over financial reporting, or compliance with major laws and
regulations.

+« How do you think the federal government’s financial reporting
model can be improved?

The fiscal year 2008 Financial Report of the United States Goveynment (Financial
Report), which was issued by the Department of the Treasury (Treasury) on
December 15, 2008, provides useful information on the federal government’s financial
position at the end of the fiscal year and changes that occurred over the course of the
year. However, in evaluating the nation’s fiscal condition, it is critical to look beyond
the short-term results and consider the overall long-term financial condition and long-
term fiscal challenge of the government—that is, the sustainability of the federal
government’s prograis, commitments, and responsibilities in relation to the
resources expected to be available.

It is important to note that accounting and financial reporting standards and the
Financial Report have continued to evolve to provide greater transparency and
accountability over the federal government’s operations, financial condition, and
fiscal outlook. However, further changes and enhancements to the federal financial
reporting model should be considered. A broad reconsideration of the federal
financial reporting model could address the following types of questions:
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« Do traditional financial statements convey information transparently?
e What is the role of the balance sheet in the federal government reporting model?
e What kind of information is most relevant and useful for a sovereign nation?

¢ How should items that are unique to the federal government, such as social
insurance commitments and the power to tax, be reported?

Also, further enhancements to accounting and financial reporting standards are
needed to effectively convey the long-term financial condition of the U.S. government
and annual changes therein. For example, the federal government's financial
reporting model should be expanded to disclose the reasons for significant changes
during the year in scheduled social insurance benefits and funding. It should also
include a Statement of Fiscal Sustainability” that provides a long-term look at the
fiscal sustainability of all federal programs including social insurance programs, and
other sustainability information, including intergenerational equity” and an analysis of
changes in sustainability during the year. Recently, the Federal Accounting Standards
Advisory Board (FASAB) unanimously approved a proposed new standard on fiscal
sustainability reporting.’ Also, FASAB is currently considering possible changes to
accounting for social insurance.”

In addition, there is a need for a combined report on the performance and financial
accountability of the federal government as a whole. This report would include,
among other things, key outcome-based national indicators (e.g., economic, security,
social, and environmental), which could be used to help assess the nation’s position
and progress.

Further meaningful change and enhancement to federal financial reporting can be
accomplished by engaging in a reevaluation of the federal government’s financial and
performance reporting needs. A wide variety of stakeholders from the public and
private sectors should be consulted to understand such needs with the overarching
theme being looking beyond short-term results and focusing on the overall long-term
sustainability of the federal government’s programs, commitments, and
responsibilities in relation to expected resource availability. The ultimate goal of any
re-evaluation would be reporting enhancements that can help Congress deliberate on
strategies to address the federal government’s challenges, including its long-term
fiscal challenge.

“The Statement of Fiscal Sustainability would show the relationship between the present value of
projected receipts and spending for social insurance and for all other federal programs. Present value
is the discounted value of a payment or stream of payments to be received or paid in the future, taking
into consideration a specific interest or discount rate.

Intergenerational equity assesses the extent to which different age groups may be required to assume
financial burdens to sustain federal responsibilities.

‘Unless the Office of Management and Budget (OMB) or the Comptroller General of the United States
object by September 28, 2009, the proposed standard, Statement of Federal Financial Accounting
Standards No. 36, Reporting Comprehensive Long-Term Fiscal Projections for the US. Government,
will take effect for fiscal year 2010.

"On November 17, 2008, an exposure draft was issued on accounting [or social insurance, Accounting
JSor Social Insurance, Revised.
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¢ Regarding the federal government’s enormous increase in debt since
the events of last year, how will the federal government’s borrowing
costs be affected, and how will the government’s ability to finance
long-term commitments be impacted?

Congress has assigned to Treasury the responsibility to borrow the funds necessary
to finance the gap between cash in and cash out subject to a statutory limit. Since the
onset of the current recession in December 2007, the gap between revenues and
outlays has grown. Because Treasury must borrow the funds disbursed, TARP and
other actions taken to stabilize the financial markets increase the need to borrow
thus adding to the federal debt held by the public. Also, federal borrowing from the
public typically increases during an economic downturn—Ilargely because tax
revenues decline while expenditures increase for programs to assist those affected by
the downturn. In addition, the American Recovery and Reinvestment Act, enacted on
February 17, 2009, contains both decreases in revenues and increases in spending.’

The federal government’s borrowing costs are determined both by the amount of debt
held by the public and the interest rates paid on that debt. As I noted in my prepared
testimony, interest rates have dropped dramatically since the start of the financial
crisis, particularly for short-term debt. These relatively low interest rates have
reduced Treasury’s borrowing costs to date. Indeed, the Congressional Budget
Office’s (CBO) most recent projections from March of this year show net interest
payments in fiscal year 2009 would be lower than in fiscal year 2008,

The near-term increase in debt held by the public takes place in the context of the
longer-term fiscal outlook, which will present Treasury with continued financing
challenges even after the return of financial stability and economic growth. Both the
GAO and CBO long-term simulations show that absent change the federal
government faces unsustainable levels of deficit and debt.” For example, by 2025,
debt held by the public under GAQ’s alternative simulation exceeds the historical
high reached in the aftermath of World War II. My prepared statemnent provides more
details on the magnitude of the fiscal challenges. While policymakers have been
understandably focused on dealing with the financial market and economic growth
challenges, attention also needs (o turn with the same level of intensity to the long-
term challenges of addressing the federal government'’s large and growing structural
deficits and debt.

Treasury’s primary debt management goal is to finance the federal government’s
borrowing needs at the lowest cost over time. Issuing debt through regularly
scheduled auctions lowers borrowing costs because investors and dealers value
liquidity and certainty of supply. Treasury issues marketable securities that range in
maturity from 1 month to 30 years and sells them at auction on a pre-announced
schedule. The mix of securities that Treasury has outstanding changes regularly as

‘Since December 2007, Congress has raised the debt limit three times. The current debt limit is $12,104
billion.

‘See GAO, The Nation's Long-Term Fiscal Outlook: Mavch 2009 Update, GAO-09-4055P (Aprit 30,
2009) and CBO, The Long-Term Budgel Outlook (June 2009),
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new debt is issued. The mix of securities is important because it can have a
significant influence on the federal government’s interest payments. Longer-term
securities typically carry higher interest rates-—or cost to the government—primarily
due to concerns about future inflation. However, these longer-term securities offer
the government the certainty of knowing what Treasury’s payments will be over a
longer period.

Treasury has said that it “recognizes the need to monitor short-term issuance versus
longer dated issuance.” Market experts generally believe that Treasury needs to
increase the average maturity of its debt portfolio in part to lock in relatively low
long-term rates and to ensure adequate borrowing capacity in the coming years. We
encourage Treasury to explore a range of borrowing options that could support its
lowest-cost-over-time borrowing objective and to take a strategic approach to the
analysis of various options—recognizing that the federal government faces a long-
term sustained increase in its borrowing needs.

e Given the current problems with financial markets, the auto industry
and the ongoing recession, what steps can we take now to improve our
financial condition in the future? What can be done to increase the
public’s awareness and understanding of the federal government’s
financial condition as well as the magnitude and implications of our
nation’s long-term fiscal challenges?

As noted in response to the question above, policymakers understandably have been
focused on dealing with financial market challenges and the economic downturn.
Attention must also be given to our long-term outlook and the need to deal with the
federal government's large and growing structural deficits and debt.

When the 2008 Financial Report was issued on December 15, 2008, Treasury and
OMB, in coordination with GAQ, also issued, for the second year, a summary
financial report entitled The Federal Government’s Financial Health: A Citizen's
Guide to the 2008 Financial Report of the United States Governmendt. This guide,
which is both included in the printed Financial Report and printed separately, is
intended to make the information in the Financial Report more understandable and
more accessible to a broader audience. Both of these reports are available through
GAQ’s Web site at htip//www.gao.gov/tinancial/fy2008financialreport. html and
Treasury’s Web site at http/Avww.fms.ireas.gov/ir/index.huml

Neither the Financial Report nor the budget alone—nor the budget and the financial
statements together—itell the whole picture of the U.S. government’s fiscal outlook.
To understand the long-term implications of our current fiscal path requires more
than a single year’s snapshot. That is why for more than a decade GAO has been
running fiscal simulations to tell more about this longer-term story. These
simulations, which can be found at http://www.gao.gov/special.pubs/longterny can be
used to better understand the magnitude and timing of the long-term fiscal
challenges.
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A number of countries have begun preparing fiscal sustainability reports. The goal of
these reports is to increase public awareness and understanding of the long-term
fiscal outlook in light of escalating health care cost growth and population aging, to
stimulate public and policy debates, and to help policymakers make more informed
decisions about the overall sustainability of government finances. As noted above,
FASAB recently unanimously approved a proposed new standard on U.S. fiscal
sustainability reporting. The resulting reports on the federal government should
further help promote understanding of the long-term fiscal challenges.

Question Three: Several agencies still lack effective financial management systems
in place that are capable of producing relevant information with which informed
decisions can be made on an ongoing basis. In fiscal year 2008, auditors reported that
the financial systems in 14 out of the 24 Chief Financial Officers Act agencies lacked
substantive compliance with at least one of the Federal Financial Management
Improvement Act’s (FFMIA) three requirements. These requirements state that
financial systems must comply with (1) federal financial management systems
requirements, (2) applicable federal accounting standards, and (3) the federal
government’s Standard General Ledger at the transaction level

e Why is it of eritical importance for the federal government to have
financial management systems that are compliant with the FFMIA, and
what is the fallout from not having a modernized, integrated financial
management system?

FFMIA” builds on the foundation laid by the Chief Financial Officers (CFO) Act,
which has the goal of modern financial management systems that enable the
systematic measurement of performance; the development of cost information; and
the integration of program, budget, and financial information for management
reporting. The primary goal of FFMIA is for agencies to improve financial
management systems so that financial information from these systers can be used to
help manage agency programs more effectively and enhance the ability to prepare
auditable financial statements. The auditors’ FFMIA assessments for the 24 CFO Act
agencies for fiscal year 2008 illustrate that many federal agencies still do not have
effective financial management systems, including processes, procedures, and
controls in place that can routinely produce reliable, useful, and timely financial
information that federal managers can use for day-to-day decision-making purposes.

Auditors frequently cited the lack of integrated financial management systems in their
fiscal year 2008 audit reports. Auditors for 10 of the 14 agencies with noncompliant
systems in fiscal year 2008 reported nonintegrated systems as a problem. The lack of
integrated financial management systems typically results in agencies expending

“Federal Financial Management Improvement Act of 1996, Pub. L. No. 104-208, div. A., § 101(f), title
VIII, 110 Stat. 3009, 3009-389 (Sept. 30, 1996). FFMIA requires the departments and agencies covered
by the CFO Act of 1990 to implement and maintain financial management systems, that comply
substantially with (1) federal financial management systems requirements, (2) applicable federal
accounting standards, and (3) the U.S. Government Standard General Ledger at the transaction level.
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major effort and resources, including in some cases hiring external consulfants, to
develop information that their systems should be able to provide on a daily or
recurring basis. Agencies with nonintegrated financial systems are also more likely to
devote significantly more time and resources to collecting information than those
with integrated systems. In addition, opportunities for errors are increased when
agencies’ systems are not integrated.

As we previously reported,” some federal agencies have been able to obtain
unqualified audit opinions that, according to auditors, were obtained through
extensive labor-intensive efforts, which include using ad hoc procedures, expending
significant resources, and making billions of dollars in adjustments to derive financial
statements. This is usually the case when agencies have inadequate systems that are
not integrated and routinely reconciled. These time-consuming procedures must be
combined with sustained efforts to improve agencies’ underlying financial
management systems and controls. Continued agency reliance on costly and time-
intensive manual efforts to achieve or maintain unqualified opinions indicates that
agency management lacks reliable information for day-to-day decision making and
represents inefficient use of human capital and other resources that could be better
used to directly support strategic decision making and ultimately improve overall
performance.

Question Four: For the 12th year in a row, GAO has issued a disclaimer of opinion
on the accrual basis consolidated financial statements of the United States
government.

e In fiscal year 2008, how many agencies were found to have audited
financial statements that were inconsistent with the consolidated
financial statements?

e« Has GAO found that the number of agencies with such deficiencies
has decreased over the past 12 years?

e According to GAO, which agencies’ financial statements showed
inconsistencies with the consolidated financial statements?

For fiscal year 2008, 21 of the 24 CFO Act agencies received unqualified or “clean”
audit opinions on their financial statements. This represents a significant
improvement since our first audit of the consolidated financial statements of the U.S.
government 12 years ago. Specifically, only 11 CFO Act agencies received unqualified
opinions on their financial statements for fiscal year 1997. Table 1 below shows a
comparison of the CFO Act agencies’ fiscal years 2008 and 1997 audit results by
agency. Although there has been significant improvements in CFO Act agency audit
results, 3 of the 24 CFO Act agencies—Department of Defense, Department of
Homeland Security, and National Aeronautics and Space Administration—continued
to have serious financial management problems that prevented them from receiving
opinions on their fiscal year 2008 financial statements. Also, auditors for many of the

"GAO, Financial Management: Persistent Financial Management Systems Issues Remain for Many
CFO Act Agencies, GAO-08-1015 (Washington, D.C.: Sept. 30, 2008).
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CFO Act agencies reported significant deficiencies regarding agencies’ financial
reporting processes, which, in turn, could affect the preparation of the consolidated
financial statements.

Table 1: CFO Act Agencies’ Audit Results for Fiscal Years 2008 and 1997

CFO Act agencies Opinion rendered by Opinion rendered by
agency auditor, fiscal agency auditor, fiscal
year 2008 year 1997
Agency for International Development Unqualified Disclaimer
Agriculture Unqualified Disclaimer
Commerce Ungualified Disclaimer
Detfense Disclaimer Disclaimer
Education Ungualified Ungualified
Energy Unqualified Unqualified
Environmental Protection Agency Ungqualified Unqualified
General Services Administration Ungualified Unqualified
Federal Emergency Management Agency " Other’
Health and Human Services Unqualified Qualified
Homeland Security Disclaimer” :
Housing and Urban Development Unqualified Qualified
Interior Unqualified Unqualified
Justice Unqualified Disclaimer
Labor Unqualified Unqualified
National Aeronautics and Space Administration Disclaimer Unqualified
National Science Foundation Ungualified Qualified
Nuclear Regulatory Commission Unqualified Unqualified
Office of Personnel Management Unqualified Other®
Small Business Administration Unqualified Ungualified
Soclal Security Administration Unqualified Unqualified
State Unqualified Ungualified
Transportation Unqualified Disclaimer
Treasury Ungqualified Other®
Veterans Affairs Unqualified Qualified
Source: GAQ,

Note: In an unqualified opinion, the auditor states that the information in the financial statements and
accompanying notes is presented fairly, in ail material respects, in conformity with U.S. generally accepted
accounting principles (GAAP). A qualified opinion discloses exceptions to an unqualified opinion, such as
inadequate disclosures or selected nonconformities with GAAP. However, in a qualified opinion, the exceptions
are not considered material enough to affect the fairness of the statements taken as a whole. A disclaimer of
opinion may result when the auditor is unable to obtain sufficient information upon which to base an opinion. The
circumstances related to a disclaimer are described in the auditor’s report.
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“The Federal Emergency Management Agency (FEMA) was transferred to the Department of
Homeland Security effective March 1, 2003, and was no longer required to prepare and have stand-
alone audited financial statements under the CFO Act.

°For fiscal year 1997, FEMA received an unqualified opinion on a financial statement for a part of the
agency. Financial statements were not prepared for the whole agency. FEMA prepared its first
agencywide financial statements for fiscal year 1998, which received an unqualified opinion.

°For fiscal year 2008, only the Consolidated Balance Sheet and the related Statement of Custodial
Activity of the Department of Homeland Security were subjected to audit; the auditor was unable to
express an opinion on these two financial statements.

“The Department of Homeland Security Financial Accountability Act added the Department of
Homeland Security to the list of CFO Act agencies, beginning fiscal year 2005.

*The Office of Personnel Management (OPM) did not prepare fiscal year 1997 consolidated financial
statements. OPM’s Retirement Fund and Life Insurance Fund received unqualified opinions; revolving
funds, health benefits, and salaries and expenses received disclaimers, OPM prepared its first
consolidated financial statements for fiscal year 2000, which received an unqualified opinion.

‘As of the date of our audit report, the auditors had disclaimed an opinion on State’s fiscal year 2008
financial statements; however, because the department subsequently provided the auditors with
sufficient evidential material to support the amounts reported on its financial statements, the auditors
issued a second report, replacing the first, with an unqualified opinion on State's fiscal year 2008
financial statements.

*For fiscal year 1997, Treasury received an unqualified opinion on its administrative financial
statements and a qualified opinion on its custodial schedules.

¢ When do you believe that the federal government will be able to
reconcile its intra-governmental activities and balances, and thus
receive a clean audit?

Resolving the intragovernmental transactions problem remains a difficult challenge
and will require a strong and sustained commitment by federal agency leadership and
continued strong leadership by OMB and Treasury. Given the long-term nature and
extent of the problem, it is not possible at this point to determine when
intragovernmental activities and balances will be adequately accounted for and
reconciled. As we stated in our fiscal year 2008 consolidated financial statements
audit report, a substantial number of federal agencies did not adequately perform the
required reconciliations for fiscal years 2008 and 2007,

OMB and Treasury require the CFOs of 35 executive departments and agencies to
reconcile, on a quarterly basis, selected intragovernmental activity and balances with
their trading partners. In addition, these agencies are required to report to Treasury,
the agency’s inspector general, and GAO on the extent and results of
intragovernmental activity and balances reconciliation efforts as of the end of the
fiscal year. For fiscal years 2008 and 2007, based on trading partner information
provided to Treasury through agencies’ closing packages, Treasury produced a
“Material Difference Report” for each agency showing amounts for certain
intragovernmental activity and balances that significantly differed from those of its
corresponding trading partners as of the end of the fiscal year. Based on our analysis
of the “Material Difference Reports” for fiscal year 2008, we noted that a significant
number of CFOs were unable to adequately explain the differences with their trading
partners or did not provide adequate documentation to support responses on the
CFO Representations. For both fiscal years 2008 and 2007, amounts reported by
federal agency trading partners for certain intragovernmental accounts were not in
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agreement by significant amounts. In addition, there are hundreds of billions of
dollars of unreconciled differences between the General Fund and federal agencies
related to appropriation and other intragovernmental transactions.

In 2006, OMB issued Memorandum No. M-07-03, Business Rules for
Intragovernmental Transactions (Nov. 13, 2006), and Treasury issued the Treasury
Financial Manual Bulletin No. 2007-03, Infragovernmental Business Rules (Nov. 15,
2006). This guidance added criteria for resolving intragovernmental disputes and
major differences between trading partners for certain intragovernmental
transactions and called for the establishment of an Intragovernmental Dispute
Resolution Committee. OMB is currently working with the Chief Financial Officers
Council to create the Intragovernmental Dispute Resolution Committee.” OMB is
also using a “Watch List” that lists federal agencies with large intragovernmental
imbalances. The Watch List was developed to facilitate reductions in some of the
largest intragovernmental imbalances, bring federal agency reporting into alignment
with the Intragovernmental Business Rules, bring the appropriate representatives
together from the respective agencies, and document the issues and resolutions.
Treasury is also taking steps to help resolve material differences in intragovernmental
activity and balances. For example, Treasury is requiring federal agencies to provide
documentation on how and when the agencies are resolving certain of their
unresolved material differences.

Although OMB and Treasury have undertaken steps to address our recommendations
to improve the reconciliation of intragovernmental activities and balances, eight
recommendations to OMB and Treasury related to the intragovernmental differences
and reconciliations area are still open. Some of these recommendations address
issues such as enforcement of OMB's Business Rules, resolution of significant
differences between trading partners, and implementation of a process by Treasury
and OMB to obtain information from individual federal agencies regarding their out-
of-balance condition.

Three major impediments to our ability to render an opinion on the U.S. government's
accrual basis consolidated financial statements continued to be: (1) serious financial
management problems at DOD, (2) the federal government's inability to adequately
account for and reconcile intragovernmental activity and balances between federal
agencies, and (3) the federal government's ineffective process for preparing the
consolidated financial statements. As such, resolution of the intragovernmental
transactions problem would be a major improvement but that alone would not result
in an unqualified or “clean” audit opinion on the U.S. government’s accrual basis
consolidated financial statements.

“The U.S. Chief Financial Officers Council is an organization of the CFOs and Deputy CFOs of the largest
federal agencies and senior officials of OMB and Treasury who work collaboratively to improve financial
management in the U.S. Government.
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If you or your staff have questions about the responses to the questions above, please
contact me at (202) 512-5500 or Gary T. Engel, Director, Financial Management and
Assurance, at (202) 512-3406 or engelg@gao.gov.

Y Dol

Gene L. Dodaro
Acting Comptroller General
of the United States

(198603)
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Ms. WATSON. Thank you so much. Mr. Gregg, you can proceed.

STATEMENT OF RICHARD L. GREGG

Mr. GREGG. Thank you, Chairwoman Watson. It is a pleasure to
be here today to discuss the Financial Report of the U.S. Govern-
fI}lent and the related audit by the Government Accountability Of-
ice.

The Financial Report, incorporating the consolidated Govern-
ment-wide financial statements, is designed to report on the finan-
cial position and condition of the Federal Government following
U.S. Federal generally accepted accounting principles. Your inter-
est ig improving Federal financial management is greatly appre-
ciated.

The Financial Report reflects the Treasury’s and OMB’s long-
standing responsibility to provide the Congress and the public with
timely and reliable information on the cost of Government’s oper-
ations, the source of funds used to fund them, and the implications
of the Government’s financial responsibilities.

The Government’s net operating cost for fiscal year 2008 was just
over $1 trillion, more than triple the net operating cost of the prior
fiscal year. This increase resulted from Government revenues that
stayed relatively flat while costs increased. The Government’s
budget deficit for the fiscal year ending on September 30, 2008 was
$455 billion, which is more than double the deficit for the prior
year.

Appropriately, the Financial Report discusses the key fiscal chal-
lenges facing the Federal Government. At the end of fiscal year
2008, the Government had just begun to initiate a number of un-
precedented actions to deal with the economic downturn. As such,
the Financial Report discusses the financial impact on the Govern-
ment’s operations stemming from those steps and the steps the
Government took to restore stability in the U.S. financial system.
While these events had minimal impact on the fiscal year 2008
statements, they will almost certainly play a more substantial role
in fiscal year 2009.

Although the economy and market stabilization issues arose in
2008 and of course remain ongoing concerns, the longer term issues
of fiscal sustainability cannot be overlooked. Accordingly, the Re-
port also discusses the Government’s long term fiscal challenges
funding Social Security, Medicare, and Medicaid.

For fiscal year 2008, GAO was again unable to express an opin-
ion on most of the Government-wide financial statements that ap-
pear in the Financial Report. The lone exception was a second con-
secutive unqualified or clean audit opinion on the Statement of So-
cial Insurance which shows the estimated net present cost of the
Government’s exposures of its social insurance programs, primarily
Social Security and Medicare, over 75 years.

The disclaimer on the remainder of the statements stems from
three longstanding material weaknesses: First is serious financial
management control issues at the Department of Defense. Second
is the Government’s inability to adequately account for and rec-
oncile intragovernmental activity and balances between agencies.
Third is the Government’s deficiencies in the process for preparing
the consolidated financial statements.
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DOD continues to work toward resolution of many accounting
issues including those pertaining to property, inventory, accounts
payable, and several other areas. DOD faces no small challenge in
trying to integrate and modernize hundreds of financial systems.
But the Department did show progress in fiscal year 2008 as the
Corps of Engineers obtained a clean opinion for the first time.

The Treasury Department, working with OMB and other Govern-
ment agencies, has made considerable progress toward resolving
the intragovernmental transactions and consolidation weaknesses.
Intragovernmental transactions imbalances occur when two agen-
cies conducting business with each other as trading partners record
and report the same transaction differently.

We continue to make progress on the third material weakness,
the need to improve the process for preparing and consolidating the
Financial Report. We have made significant strides in the Finan-
cial Report’s preparation and consolidation by developing short
term and long term strategies. These include improving data collec-
tion, better disclosure requirements, and more information from
the agencies on an ongoing basis.

In all, Treasury’s and OMB’s efforts to date have resulted in the
reduction of GAO findings and recommendations by more than two
thirds from over 150 just a few years ago to just over 40 for the
fiscal year 2008 audit. During 2008 we continued to make signifi-
cant progress, leading to the closure of 16 of 56 recommendations
that were outstanding from the previous audit reports. We have
implemented major strategies to address these remaining 40 find-
ings through contractor support, targeted task groups, and exten-
sive engagement of the CFO and audit community.

In fiscal year 2009, we expect to resolve 14 of those remaining
40 findings. GAO identified only four new issues in the fiscal year
2008 audit, all of which we anticipate will be resolved in fiscal year
2009.

Decision makers not only need reliable information but they also
need timely information. While Treasury and other agencies con-
tinue to work toward systems and process solutions, they continue
to meet ambitious deadlines. Agencies continue to meet the OMB
accelerated reporting deadline of November 15th, just 45 days after
the end of the fiscal year, while Treasury continues to successfully
compile the Government-wide report from the many agency reports
just 30 days later. In addition, as you mentioned, 21 of 24 CFO
agencies earned an unqualified opinion.

A common critique of the Financial Report of the U.S. Govern-
ment is that, despite the fact that it contains more than 180 pages
of detailed information on the Government’s financial position and
condition, it is not a practical document for communicating with
American citizens or the Congress. In response, beginning in fiscal
year 2007, the Treasury Department and OMB in cooperation with
GAO developed and issues a summary report entitled, “The Gov-
ernment’s Financial Health: A Citizen’s Guide to the Financial Re-
port of the U.S. Government.” This guide, which is included in the
Financial Report, provides a summary of the key data and issues
addressed in the full Report in a user friendly manner to the pub-
lic.
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Despite our recent accomplishments and progress, much work re-
mains. We will continue to work toward resolution of the Govern-
ment’s reporting process weaknesses. However, these reports are of
limited or even minimal value if they go unread. As such, in addi-
tion to addressing process issues, we will continue to seek ways to
make the Financial Report and the information that it contains
more relevant and useful to the general public.

Thank you, Chairwoman Watson. That concludes my opening re-
marks.

[The prepared statement of Mr. Gregg follows:]
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EMBARGOED UNTIL DELIVERY
Remuarks as Prepared for Delivery

Acting Fiscal Assistant Sccretary of the Treasury Richard L. Gregg
Written Statement - For Submission to the
House Committee on Oversight and Government Reform
Subcommittee on Government Management, Organization and Procurement
June 18, 2009

Thank you for inviting me to the Committee's hearing to discuss the Financial Report of the United
States Government {Financial Report) for Fiscal Year 2008 and the related audit by the Government
Accountability Office (GAQ). The Financial Report. incorporating the consolidated government-
wide financial statements. is designed to report on the financial position and condition of the
Federal Government following U.S. Federal generally accepted accounting principles (GAAP).
Your interest in improving Federal financial management is greatly appreciated. The Financial
Report reflects the Treasury and the Office of Management and Budget's long-standing
responsibility to provide the Congress and the public with timely and reliable information on the
cost of the Government’s operations, the sources used to fund them. and the implications of the
Government's financial responsibilities.

Financial Highlights

The Government's net operating cost for fiscal year (FY) 2008 was just over $1 trillion—more than
triple the net operating cost for the prior fiscal year. This increase resulted from Government
revenues that stayed relatively flat, while costs increased due to the economic slowdown and
significant revaluations of the’ Government's liabilitics for post-employment benefits. The
Government's budget deficit. for the fiscal year ended September 30, 2008, was $455 billion, which
was more than double the deficit for the prior year.

The Government's balance sheet shows that its Habilitics exceed its assets by more than $10 wrillion
doHars. Much of this difference is attributed to: 1) the Government’s debt to the public of nearly
$6 trillion and 2) more than $3 trilfion in anticipated Federal employce and veterans’ post-
employment benefits and commitments for which funding (i.c.. employec and employer
contributions) has not yet been obtained.

The Government's Financial Challenges

Appropriately, the Financial Report discusses the key fiscal chalienges facing the Federal
Government, At the end of FY 2008, the Government had just begun to initiate a number of
unprecedented actions to deal with the economic downturn. As such. the Financial Report discusses
the financial impact on the Government’s operations stemming from those steps that the
Government took to restore stability in the U.S. financial system. While these events had minimal
impact on the FY 2008 statements. they will almost certainly play a more substantial role in the FY
2009 statements.
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Although the economy and market stabilization issues arose in FY 2008 and, of course. remain
ongoing concerns, the longer-term issue of fiscal sustainability cannot be overlooked. Accordingly.
the Report also discusses the Government's tong-term fiscal challenges of funding the Social
Sceurity. Medicare. and Medicaid programs—programs which will account for a large and growing
portion of total Government spending in both the near term and long term. The Report examines
the projected expenditures and related revenucs for these programs. as well as their potential impact
on the Federal debt in the future. As reported in the Statement of Social Insurance. which is derived
largely from Social Security's and Medicare’s annual trust fund reports. the Government projects a
revenue shortfall of $43 trillion for these programs. in present value terms, over the next 75 vears.

Audit Results

For Fiscal Year 2008, GAO was again unable to express an opinion on most of the governmentwide
financial statements that appear in the Financial Report. The fone exception was a 2nd consecutive
unqualified or ~clean™ audit opinion on the Statement of Social Insurance. which shows the
estimated net present value cost of the Government's exposures of its social insurance programs.
primarily Social Sccurity and Medicare. over 75 years. The disclaimer on the remainder of the
statements stems from three fong-standing and significant material weaknesses:

1. serious financial management control issues at the Department of Defense (DoD).

2. the Government's inability to adequately account for and reconcile intragovernmental activity
and balances between agencies. and

3. the Government's deficiencies in the process for preparing the consolidated financial
statements.

Dol continues to work toward resolution of its many accounting issues. including those pertaining
to property. inventory. accounts payable and several other areas. DoD faces no small challenge in
trying to integrate and modernize hundreds of financial systems. but the Department did show
progress in Y 2008, as the Army Corps of Engineers obtained a clean audit opinion for the first
time.

The Treasury Department. working with OMB and other Government agencies. has made
considerable progress towards resolving the intragovernmental transactions and consolidation
weaknesses. Intragovernmental transaction imbalances occur when two agencies conducting
business with each other, as trading partners. record and report the same transaction differently. We
arc addressing this issue on several fronts, including requiring more detailed agency reporting.
developing and using more precise tracking and monitoring tools. and using multi-agency
committees to develop business rules. identify best practices for resolving differences. and facilitate
actual resolution of intragovernmental imbalances.

We continue to make progress on the third material weakness. the need to improve the process of
preparing and consolidating the Financial Report. We have made significant strides in the Financial
Report’s preparation and consolidation by developing and following detailed corrective action
plans. including short-term and long-term strategies: enhancing our data collection systems to meet
disclosure requirements prescribed by gencrally accepted accounting principles. improving and
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fully documenting our standard operating procedures by developing a more robust internal control
program: and enhancing and elarifying reporting guidance to Federal agencies to assure consistency
with their underlying data.

In all. Treasury and OMB’s efforts to date have resulted in the reduction of GAO findings and
recommendations by more than two-thirds—f{rom over 150 just a few years ago to just over 40 for
the FY 2008 audit. During FY 2008. we continued to make significant progress. leading to the
closure of 16 of 56 recommendations that were outstanding from previous audit reports. We have
implemented major stratcgics to address these remaining 40 findings through contractor support.
targeted task groups and extensive engagement of the CFO and audit community. In FY 2009, we
cxpect to resolve 14 of these remaining 40 findings. GAQ identified only 4 new issues in the FY
2008 audit. all of which we anticipate will be resolved within FY 2009.

I recognize that until our financial statements can withstand audit scrutiny, we will not benelit from
the Financial Report’s full value in informing the Congress and the public about the Government’s
fiscal position and condition. lowever. F am encouraged by the progress that we have seen to date,
at both the agency and government-wide reporting levels. and we will continue to seek
improvements to the immensely complex process required to produce a report that entails teillions
of dollars and encompasses the operations of hundreds of Government entities.

Decision makers need not only reliable. but alse timely information. While Treasury and the other
agencies continue to work towards systems and process solutions, they continue to meet ambitious
deadlines. Agencies continue to meet the OMB accelerated reporting deadline of November 15—
just 45 days after fiscal year end. while Treasury continues to successfully compile the government-
wide report from the many agency reports just 30 days later. In addition. 21 of 24 CFO agencies
carned a unqualificd opinion.

The Citizens' Guide

A common critique of the Financial Report of the U.S. Government is that. despite the fact that it
contains more than 180 pages of detailed information on the Government’s financial position and
condition. it is not a practical document for communicating with the American citizen or the
Congress. In response. beginning in Y 2007. the Treasury Department and OMB. in cooperation
with GAQ. developed and issued a summary report entitled. The Government s Financial Health-~
A Citizen s Guide 1o the Financial Report of the U.S. Government. This Guide. which is included in
the Financial Report. provides a summary of the key data and issues addressed in the full Report in
a “user-friendly”™ manner to the general public,

Conclusions

The process of producing the Financial Report of the U.S. Government and annual agency financial
reports can have a significant impact on ensuring effective management and control of the
Government’s finances. The financial systems and business processes improvements that many
agencics have made as a result of audited financial statements and accelerated timelines has led 0
better underlying financial data. We are now looking toward improving efficiency through standard
systems and processes and a common language and structure for exchanging information and
financial data among agencies and between agencies and Treasury.
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Despite our recent accomplishments and progress. much work remains, and we will continue to
work towards resolution of the Government’s reporting process weaknesses. However. these
reports are of limited or even minimal value if they go unread. As such, in addition to addressing

k ways to make the Financial Report and the information

process issues. we will also continue to se
that it contains more relevant and useful to the general public.

Thank you, Mr. Chairman. This concludes my testimony. ook forward to your questions.
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Hearing on Oversight of Federal Financial Management

Follow up Questions

Chairwoman Watson’s Questions for the Record for Mr, Richard L. Gregg, Acting Fiscal
Assistant Secretary, Department of the Treasury (written responses with as much detail as
possible would be appreciated).

Question One: The Treasury Department’s findings have decreased from more than 150
to about 40 for the 2008 fiscal year audit, and it is also stated that the agency is expected
to resolve 14 of the remaining findings in fiscal year 2009.

e What is the estimated timetable for eliminating the remaining 26 findings?

Response: There were four new audit findings last year for a total of 44 for FY 2008.
We anticipate that we will close all four of the new findings plus 14 prior years’ findings.
Although the remaining audit findings are the most complex and difficult to address, we
estimate that we will close 10 findings in 2010, 12 findings in 2011 and the last four
findings in or after 2012.

Question Twao: In 2006, the Treasury Department amended the Business Rules for
Intergovernmental Transactions and the rules now call for a “Material Difference Report”
at the end of the fiscal year for each agency. With this report, it is now evident when an
agency and its trading partners have major differences.

o How effective have these new rules been in resolving disputes between agencies?

Response: Agencies are working more closely with OMB, Treasury, and their
trading partners to resolve disputes and adopt similar accounting methodologies
that have resulted in the reduction of intragovernmental imbalances. We have,
however, observed recurring departures from the business rules, the majority of
which are due to the application of different accounting treatments by agencies for
the same transaction, or lack of detail in agency legacy accounting systems to
meet the requirements. Although the business rules have had a positive impact on
defining requirements and providing guidance to agencies, it will require ongoing
monitoring by Treasury and OMB as well as recognition by the agencies on the
importance of this issue.

e What further changes might be called for to prevent, or at least, greatly reduce
such disagreements from occurring at all?

Response: We have already taken significant actions and will continue critical
activities to prevent and greatly reduce intragovernment disagreements through
facilitating collaboration, providing reports for the agencies, and making internal
improvements within Treasury. We established multiple workgroups to resolve
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the largest differences through specific identification of problems and trends.
Through these workgroups, we have assisted agencies in reconciling their
differences with their partners; determined additional required data elements,
accounting reporting needs, and potential system changes; and gathered feedback
on the possible modifications to the business rules. To further assist agencies, we
developed and made reports available on the Financial Management Service's
(FMS) website for agencies to meet the new reconciliation requirement to balance
agency data to centrally reported data at the Department of the Treasury. We are
also enhancing our Intragovernmental Reporting and Analysis System (IRAS) and
the Intragovernmental Fiduciary Confirmation System to provide agencies with
more information to assist them with their reconciliations.

When do you foresee the federal government becoming equipped to eliminate
discrepancies in intergovernmental transactions?

Response: Treasury, OMB, and the Federal agencies are working together to
eliminate differences in intragovernmental transactions. We anticipate that we
will further reduce intragovernmental differences by standardizing agency
agreements and processes. FMS has developed an Intra-agency Agreement (IAA)
that will be incorporated into the standards for reimbursable agreements that will
be issued by the Federal Systems Integration Office (FSIO) this winter.
Additionally, we will continue facilitating our workgroups to further define
processes, identify areas for automation, and encourage collaboration.

On occasion, there have been differences in figures between those cited in reports
prepared by Treasury and those prepared by OMB in the President’s budget
request. What actions might be taken to get rid of such differences?

Response: Both Treasury and OMB reports are prepared from agency-submitted
data. Certain differences are the result of varying accounting methodologies
being used. The Financial Report of the U.S. Government, prepared by Treasury
and OMB, is based on Federal generally accepted accounting principles and is
generally on an accrual basis. In contrast, amounts reflected in the President’s
Budget are derived from primarily cash-based transactions. Since they are not
prepared on the same basis, differences are inevitable between the two sets of
data. Since two distinctive accounting approaches are used for the Financial
Report and the President’s Budget, we provide an analysis explaining the major
differences.

Differences that arise as a result of inconsistent accounting practices within
agencies’ financial systems are not acceptable. The Department of Treasury is
addressing such differences by requiring agency submitted data to pass certain
validity and data integrity checks at year end. In 2012, as our internal systems are
enhanced, we will require agencies to submit their proprietary and budgetary data
quarterly.

3]
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Ms. WATSON. We certainly want to thank the two of you. I would
like you to say in place and we are going to go back to panel one.

We are going to submit the questions we had to you and you can
respond in writing in the interests of time. There is a little game-
playing going on on the floor. There are motions to adjourn. So
rather than run back and forth, we are going to stay here and at
least hear your presentations. You can explain your bill and then
we will ask for the answers, the questions and then the answers,
through mail. I am sorry we can’t share the responses with the au-
dience but we are busy on the floor as you can see.

Mr. Cuellar, please. Stay in place; he can use the third mic.

STATEMENT OF HON. HENRY CUELLAR, A REPRESENTATIVE
IN CONGRESS FROM THE STATE OF TEXAS

Mr. CUELLAR. Thank you very, very much for allowing me to be
here with you. I want to join the Members that have helped me out
in this particular bill.

One of the things I have always believed is that the Federal Gov-
ernment can do two things to become more efficient, more effective,
and more accountable. That is, we can implement program assess-
ment standards and we can use those standards to conduct legisla-
tive oversight. But in order to perform both tasks, we must have
accurate financial information from our agencies. That is a neces-
sity.

The piece of legislation that I have introduced is H.R. 2142: The
Government Efficiency, Effectiveness, and Performance Improve-
ment Act. Improving the performance of our agencies is a biparti-
san issue, which is a hallmark of good government. Also, adequate
program assessments will provide agencies with data that can help
them in the formulation of accurate financial information.

Certainly, I want to thank my colleague Dennis Moore for his
significant contributions to this legislation as well as other Mem-
bers that have cosponsored this legislation. Also, I want to thank
Bernice Steinhardt from the Government Accountability Office. She
and her colleagues have written extensively on this area. I cer-
tainly ask you all to take a look at her work.

What gets measured gets done. This is the focus of this particu-
lar focus that we have. It is basically looking at results oriented
government, setting goals and performance targets for our agen-
cies, and making sure that those measures become results that we
are looking at.

There was a book that was written more than 10 years ago, back
in 1992, by David Osborne and Ted Gaebler. It is a book that they
called Reinventing Government. There they talk about certain prin-
ciples. I think, Madam Chair, that this is very important. They talk
about how what gets measured gets done.

If you don’t measure results, you can’t tell success from failure.
If you can’t see success, you can’t reward it. If you can’t reward
success, you are probably rewarding failure. If you can’t recognize
failure, you can’t correct it. If you can demonstrate results then you
can win public support.

To summarize this, I would like to just give you a little bit of
show and tell. The rest of my testimony is here. I would ask you
to look at bill patterns. Bill patterns for appropriations have been
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transformed across the States. As you know, most States have done
what we call results oriented government. The Federal Government
did a little bit in 1993 under President Clinton, but I am using
Texas as the pattern just as an example.

What you see is that the bill pattern that a lot of States have
gone to is what we call, first, the line item pattern. What you see
there is basically that they say one item like travel, this is how
much they get. This is how much they get for, let us say, services
that they provide. You can see it is a very simple way. You don’t
get much information. That was in the 1970’s.

You move into the 1980’s and move more into what we call a pro-
gram type of bill pattern. You look at it and it sets up a little bit
more of the programs instead of very detailed items. You can see
a little bit of evolution.

Then you move into the modern, and I am using Texas as an ex-
ample. Basically, here what you would see is that you have the
amount of services but you also have, if you keep going down on
the area, you see goals there. You see outcomes. You see strategies.
You get the efficiencies and how much it costs to do certain things,
outputs.

When you look at this type of information, the financial informa-
tion that is provided is put in a particular area in a particular way
that provides you more information and therefore provides better
legislative oversight. Madam Chair, you will see there that you will
have a goal for the agency and you will see what results you want
to see. Instead of measuring activity, you will measure the results
that you want to see.

Finally, as the last thing, let me show you the next one. Basi-
cally, the next one is what the Federal Government looks like. If
you look at the Federal budget, this is what we have. In many
ways, it reminds me of what we were doing in the 1970’s in a lot
of States. You see there that it basically will say this program gets
{( amount of dollars and this next program gets X amount of dol-
ars.

It is basically what States were doing in the 1970’s. Here we are
already in the 21st century and our Federal Government has not
gone to measuring results, measuring the information that we need
to look at. We are still in the 1970’s in many ways, or before that
at the Federal Government.

I think this committee, Madam Chair, has a great opportunity,
especially now when we are spending a lot of money, to start look-
ing at results instead of saying here is $1 billion to do this.

There is a lot more detail but I think it is all in my testimony.
I think the show and tell was probably the best way to show where
we are as the Federal Government and how we are probably light
years behind what a lot of the States have gone to. Most of the
States have moved into these performance measures. I know the
GAO and other organizations have done a great job at talking
about this.

Madam Chair, I present this in a short period of time because
we have to go vote but I would ask you to take a look at this infor-
mation. Hopefully we can spend more time at a later time discuss-
ing this particular topic.

[The prepared statement of Hon. Henry Cuellar follows:]
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Chairwoman Watson, Ranking Member Bilbray and members of the
Committee, we are here today in pursuit of making government more
efficient, effective, and accountable. I believe that the federal government
can do two things to become more efficient, effective, and accountable: we
can implement program assessment standards and we can use these
standards to conduct legislative oversight. In order to perform both tasks we
must have accurate financial information from our agencies is a necessity.

[ have introduced a piece of legislation that would implement a
structure for continuous program assessments, HR 2142, the Government
Efficiency, Effectiveness, and Performance Improvement Act. Improving
the performance of our agencies is a bipartisan issue that is a hallmark of
good government. Also, adequate program assessments will provide
agencies with data that can help in the formulation of accurate financial
statements.

I would like to thank Representative Dennis Moore for his significant
contributions to this legislation as well as the other Members who have
cosponsored this bill. I would also like to thank the many individuals and
organizations that have contributed to this effort including Bemice
Steinhardt of the Government Accountability Office. Ms. Steinhardt and her
colleagues have written extensively on this subject, and we continue to use
their research as guidance.

What Gets Measured, Gets Done

[ address you today in order to shed further light on our responsibility
to provide a continuous level of government improvement for our fellow
citizens. The answer is not complicated or expensive; in fact it streamlines
government, encourages etficiency, and rewards effectiveness. The concept
that I refer to is Performance Based Budgeting. PBB is a results oriented
budget tool that sets goals and performance targets for agencies, and
measures their results. PBB not only increases the capacity for legislative
oversight, but it also helps to increase the quality of services that our citizens
receive. It is important for our legislative body to remain representative and
responsive to the needs of our citizens.

David Osborne and Ted Gaebler summarized the need for
measurement in their book, Reinventing Government: How the
Entrepreneurial Spirit is Transforming the Public Sector (1992):
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What gets measured, gets done

If you don’t measure results, you can’t tell success from failure

If you can’t see success, you can’t reward it

If you can’t reward success, you're probably rewarding failure

If you can’t recognize failure, you can’t correct it

If you can demonstrate results, you can win public support (Osborne
and Gaebler 1992, 146-155)

This perspective is important, because measuring the performance of
government agencies is a fundamental part of our responsibility as a
responsible Congress.

A Congress Exercises Four Fundamental Functions:

Lawmaking and public policy making. Congress makes laws and sets
public policy for the United States. This function includes fact-finding
and analysis related to both governmental and non-governmental
activities.

Raising revenues. Congress has authority to levy taxes, fees, and
authorize the sale of bonds.

Budgeting. Congress determines the activities and purposes for which
government may spend money.

General oversight of government. The Constitution prohibits Congress
from executing or enforcing the law. But the Congress independently
gathers information about the executive and judicial branches to aid it
in its policy-making functions.

And Congress Exercises its Oversight Powers to:

Protect the public health and welfare,

Protect citizens’ freedoms and assure access to the government,
Preserve public property, and

Assure itself that public funds are properly spent and controlled.
Performance Management in State Governments

Performance Budgeting is not a new idea. Most state governments have
undertaken the challenge of implementing Performance Based Budgeting in
their own agency institutions. Many of these innovative programs have led
to improved efficiency, transparency and effectiveness. This push has also
allowed state legislatures to become more accountable in their oversight
activities. States experiencing budget shortfalls have used PBB principals to
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increase the quality of services given to the public. A lot of wisdom has been
gained through the trials in our states, and almost all of them are ahead of
the Federal Government in PBB implementation. We need to implement
policy examples from the best states, and we need to avoid our past
mistakes. The information is at our fingertips, we owe our citizens their due
diligence.

Bill Pattern Evolution

One of the most important changes occurring through the performance
budgeting process is the inclusion of performance information in the budget
itself. Having performance information included in a manner that is
appropriately organized and easily understandable is an important first step.
When we have this type of information we have a useful tool for formulating
benchmarks. This information can also be valuable in determining the true
budgetary costs of each individual type of service that we provide to our
citizens.

Agencies can use this information to justify funding levels for any
specific amount of output. Appropriators will also have a better idea of the
connection between funding and the impact of their programs.

Need for Program Assessment

As mentioned earlier, adequate legislative oversight cannot happen
without adequate program assessment. My legislation, HR 2142 would do
the following:

e Program Assessments — Require that every federal program be
assessed at least once every five years by teams of analysts from
agencies and OMB to evaluate: the clarity of the program’s purpose
and objectives, the quality of the program’s management and
organizational design, the quality of the program’s strategic and
performance planning and goals, and the effectiveness of the program
in meeting its strategic objectives.

* Assessment Reports ~ Require that assessment reports summarizing
the findings of each assessment be submitted along with the
President’s budget every year. These reports will provide critical
information on program strengths and weaknesses to policymakers
and managers.
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o Improvement Plans — Require agencies to submit, within 90 days
after the submission of assessment reports, improvement plans that lay
out the management, organizational, and operational reforms the
agency will implement to respond to the issues raised in the
assessment report and to improve the performance of the program.
Improvement plans will help ensure that agencies take necessary
follow up actions to address weaknesses identified during an
assessment.

o Agency Performance Improvement Officers and the Performance
Improvement Council - Establish “agency performance
improvement officers” to supervise the performance management
activities of agencies, and the Performance Improvement Council, to
assist in the development of performance standards and evaluation
methodologies, identify best practices in performance management
practices, and facilitate the exchange of information on performance
among agencies. This will ensure that each agency has at least one
executive to focus solely on performance issues.

Conclusion

Performance-based budgeting is a results-driven method which
encourages managerial improvement and better program results. We have a
responsibility to our citizens, and the dialogue must start with us.

Program assessment is crucial to the development of data needed to
identify weak points and improve program performance. What we want to
have is a program assessment tool that is Non-Partisan. It should not change
when one Administration changes over to another and performance
measures should not be under the influence of partisan trends.

We need to Stand Together and do what is best for our citizens. It is
for this reason that we need to bring all of Congress together in the support
of these necessary solutions.

Thank you for the opportunity to testify. I will look forward to
answering your questions.
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@ounress of the Hnited States
THashington, BE 20515

April 28, 2009

Cosponsor the Government Efficiency, Effectiveness, and
Performance Improvement Act of 2009

Dear Colleague:

Over the years there have been many attempts to streamline the operations of the federal government so that
agencies operate in an efficient manner and are effective in achieving their objectives. Many advocates of good
government believe that efficiency, effectiveness and accountability in the operations of government agencies
can be improved if there is an enhanced focus on performance results, as well as the integration of performance
mformation into budgetary and operational decision making.

To improve the federal government’s performance management process, and increase the availability and
transparency of performance information, we have introduced the Efficiency, Effectiveness, and Performance
Improvement Act of 2009. The Government Efficiency, Effectiveness, and Performance Improvement Act

would:

* Program Assessments — Require that every federal program be assessed at least once every five years
to evaluate the clarity of the program’s purpose and objectives, the quality of the program’s
management and organizational design, the quality of the program’s strategic and performance planning
and goals, and the effectiveness of the program in meeting its strategic objectives.

®= Assessment Reports — Require that comprehensive assessment reports summarizing the findings of
each assessment be submitted along with the President’s budget every year.

* Improvement Plans — Require agencies to submit, within 90 days after the submission of assessment
reports, improvement plans that lay out the managerial, organizational, and operational reforms the
agency will implement to respond to the issues raised in the assessment report and to improve the
performance of the program.

» Agency Performance Imprevement Officers and the Performance Improvement Council - Create
“agency performance improvement officers” to supervise the performance management activities of
agencies, and the Performance Improvement Council, which will assist in the development of
performance standards and evaluation methodologies, identify best practices in federal performance
management practices, and facilitate the exchange of information on performance among agencies.

By using improving the federal performance management process and increasing the accessibility of
performance information, congressional policy makers will be able to conduct more effective oversight, make
better-informed authorization and appropriation decisions, identify and eliminate duplicative programs, and help
improve the performance of federal programs. Please join us in this effort to make our government more

effective, efficient and accountable.
ANNIS MO

Member of Congress

Sincerely,

Member $f Congress

PRINTED ON BECYCLED PAPER
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Congressman Henry Cuellar
28" Congressional District, TX

A Legislator’s Guide to Using Performance Information

Basic questions to ask agencies in budget and program review hearings:

What is your program’s (or agency’s) primary purpose? Which citizens are affected”
What key results are expected from this use of taxpayers® funds?
}K_ *  What key performance indicators do you use to track progress in attaining these
results?

*  What were the results in the most recent years?
How do these results compare to your targets? Have any results been unexpectedly
good or unexpectedly poor?
¢ How do the results compare to other benchmarks, e.g., other stares?
For which citizen groups have the results been less than desired? (Examples: Groups
by location, gender, income, age, race/ethnicity, disability, etc.)
e [Ifany targets were missed, why were those targets missed?
o What is currently being done to improve deficiencies?
* Whatactions docs your new/proposed budget include that would improve resulfs?
How would the results change if funding is increased by S percent? Decreased by 5
pereent?
» Which groups of citizens might benefit? Which might lose? To what extent?
+  What other programs and agencies are partners in producing desired results?

Source: Legistating for Results, Action Brief 2. National Conference of State Legislatures and the Urban Instiwate,
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DEPARTMENT OF AGING AND DISABILITY SERVICES

{Continued)

Professional Fees and Services
Fuels and Lubricants
Consumable Supplies

Utilities

Travel

Reqt - Building

Rent - Muchine and Other
Other Operating Expense
Client Service
Food for Persons - Wards of State
Grants

Cupital Expenditures

Totat, Object-of-Expense Informational Listing

All i for Employ its and Debt
Service Appropriati Made in this Act:

Employes Ben:
Retirement
Group Insurance
Social Security
Benefits Replacement

Subtotal, Employee Benefits

Debt Service
TPFA (GO Bond Debt Service
Leuse Payments

Subtotal, Debt Service

Total, Esti A i for Employ
Benefits and Debt Service Appropriations Made
Elsewhere in this Act

27.995,960
1437430
6.372.901

(3,602,578

12,734,957

268,042
4.283.953
232.892.408

206,682,
12.868,615

27995962

4283953
176,310,295
5,661,264.223
9.854454

§_ . 6,548,409,069

6.686,398470

3 WB21.627 3 29.050.952
£20.270.824 130,706.62
38.966,041 39,550,
31823878 1.632.6
S 191682370 % 202,940.798
S 13 6743
138
8 13764849 §
A 205447219 3 218.452.640

1. Performance Measure Targets. The following is a listing of the key performance target levels
for the Department of Aging and Disability Services, It is the infent of the Legislature that
appropriations made by this Act be utilized in the most efficient and effective manner possible to
achieve the intended mission of the Department of Aging and Disability Services. [n order to
achicve the objectives and service standards established by this Act, the Department of Aging and

Disability Serv
target levels assoctated with cach item of appropriation,

A. Goal: LONG-TERM SERVICES AND SUPPORTS
Qutcome (ResuitsAmpact):
Pereent of Long-term Care Individeals Served in
Conununity Settings
Average Number of Individuals Served Per Momth:
Medicaid Nor-waiver Community Services and Supports
Average Number of Clients Served Per Month: Waivers
Number of Persons Receiving Services at the End of the
Fiseal Year: Waivers
A.1.1, Strategy: INTAKE, ACCESS, & ELIGIBILITY
Qutput (Volume):
Averaue Monthly Number of Iadividuals with Mental
R ton (MR) Rec Service
Coordination
A.2.1. Strategy: PRIMARY HOME CARE
Qutput (Volume):
Average Number of Individuals Served Per Month:
Crimary Home Care
Efficiencies:
Average Monthly Cost Per Individual Served: Primary
Home Care
A.2.2. Strategy: COMMUNITY ATTENDANT SERVICES
Qutput {(Volume};
Average Number of Individuals Served Per Month
Community Atendant Services
Efficiencies:
Average Monthty Cost Per Individual Served: Community
Attendant Services

39-Cont-2-A i3

2023

40,925

3
4

shall make every effort to attain the following designated key performance

May 23, 2009
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any other appropriation shall be used to provide meal serv-
ices at or for Job Corps centers.

VETERANS EMPLOYMENT AND TRAINING

Not to exceed 205,468,000 may be derived from the
Emplovment Security Administration Aceount in the Un-
employment Trust Fund to carry out the provisions of 38
S0 41004113, 421114215, and 4321-4327, and
Public Law 103-353, and which shall be available for obli-
gation by the States through December 31, 2009, of which
$1,949,000 is for the National Veterans’ Employment and
Training Services Institute. To carry out the Homeless
Veterans Reintegration Programs under seetion 5(a)(1) of
the Homeless Veterans Comprehensive Assistance Aet of
2001 and the Veterans Workforce Investment Programs
under section 163 of the Workforce Investment Act,
$33,971,000, of which $7,641,000 shall be available for
obligation for the period July 1, 2009 through June 30,
2010.

OFFICE OF INSPECTOR GENERAL

For salaries and expenses of the Office of Inspector
(eneral in carrying out the provisions of the Inspector
General Aet of 1978, 576,326,000, together with not to
exceed $3,815,000, which may be expended from the Em-
plovment Security Administration Account in the Unem-

plovment. Trust Fund.
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Ms. WATSON. While you are still seated there, let me just ask you
this: We have had hearings on the moneys that we have sent into
Iraq after the mission was accomplished and the plane loads flew.
We still can’t account for $9 billion. Would this new format that
you are laying out in your bill be able to tell us from the Depart-
ment of Defense and the Pentagon how to trace this money and
where possibly it will go? Looking for results, I don’t know if we
got results.

Mr. CUELLAR. Right, exactly. If you look at the Federal bill pat-
tern, and I can

Ms. WATSON. Is that page 277

Mr. CUELLAR. Well, that is part of it. It is one of my attachments
there.

I just gave you an example. You can put the military in the same
thing with program military A, program military B, program mili-
tary C, and the amounts of billions of dollars. If we would put it,
go back to that one right here where you see the goals, you say we
are going to give you $1 billion and from the $1 billion we want
you to meet this particular goal. Here are the measures that we
want you to meet and if you don’t meet those measures then, if
there is a variance, we want you to come back and tell us why.

The problem is we have been giving moneys in programs and not
in setting the goals, the strategies, the outcomes that we want.
Part of this is our problem, Madam Chair, as Members of Congress.
We are not providing the proper oversight with the tools that will
provide us this information.

I believe that if you look at this, this is just an example, imagine
if we said here is the money, billions of dollars, that we are sending
off to Iraq. Let us say that you look at reconstruction. Here is the
goal for reconstruction. Here are the outcomes we want to see.
Here is the strategy. Here are the outputs that we want to look at.
That will provide us more oversight to this.

Again, Madam Chair, if you look at this, we are still stuck in a
1970’s or pre-1970’s format. I believe this committee has the oppor-
tunity to change the way we do business in the Federal Govern-
ment. We are still setting moneys in programs. Here is the exam-
ple; this is what we are doing: We are just saying program A, you
get this amount of dollars. Sure, there has been some performance
measures that have been done in different programs but they are
not assessable in an easy way to Members of Congress.

I guess the best thing I can do to summarize is that if you look
at my attachments, look at the 1970’s and look at the 1980’s bill
patterns. Look at 2000 as the example of what Texas is doing. You
can use California or you can look at other States that are doing
this. Then look at what the Federal Government is doing. You will
see that we are still stuck in the 1970’s, pre-1970’s format.

Ms. WATSON. I really want to thank you for the thought that you
have put into your proposed legislation. Our oversight responsibil-
ity has not been utilized to get the best results. We have to find
out where our dollars are going, particularly during the time when
we have such great deficits and our debt is growing every day.

Mr. CUELLAR. I ask you to look at the statement, Madam Chair,
from David Osborne. I think it summarizes it. What gets measured
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gets done. If you don’t measure results, you can’t tell success from
failure. If you can’t see success, you probably are rewarding failure.

Ms. WATSON. It is how you lay out that measurement to get the
kind of information you want.

Mr. CUELLAR. That is correct.

Ms. WATSON. I do thank you for your proposal in front of us. To
the audience, we will go through it and we will have certain ques-
tions. We are just running out of time. But we will have certain
questions we will want to ask the witnesses and then they can re-
spond in writing. We will have another hearing so that we can
share the information that we get back with the general public.
Thank you so much.

We are now going to turn to the third and final panel. Again, I
will have to ask you to stand and raise your right hand to be sworn
in.
As they are coming up, if you will continue to stand? First there
is Ms. Peggy Sherry. She is the Acting Chief Financial Officer for
the Department of Homeland Security. Ms. Sherry previously
served as the Deputy Chief Financial Officer for the U.S. Holocaust
Memorial Museum and as an auditor for the Government Account-
ability Office. Let me send you our condolences on the incident that
happened within an area of your responsibility.

Mr. Ronald Spoehel is the Chief Financial Officer for NASA. Mr.
Spoehel has served as the executive vice president, chief financial
officer, and director of ICX Technologies; as executive vice presi-
dent, chief financial officer, and director of ManTech International
Corp.; and as chairman and founder of Alpine Partners.

Mr. Brian Riedl is a senior policy analyst and Grover Hermann
fellow in Federal budgetary affairs for the Thomas A. Roe Institute
for Economic Policy Studies at the Heritage Foundation. His areas
of expertise include Federal spending, appropriations, economic
growth, agriculture, and welfare reform.

While you are standing, I will administer the oath of office.

[Witnesses sworn.]

Ms. WaTsoON. All right, you may be seated. Let the record reflect
that the witnesses answered in the affirmative.

I would like to proceed with Ms. Sherry first. The briefer you
could be, the better. Thank you.

STATEMENTS OF PEGGY SHERRY, ACTING CHIEF FINANCIAL
OFFICER, DEPARTMENT OF HOMELAND SECURITY; RONALD
SPOEHEL, CHIEF FINANCIAL OFFICER, NASA; AND BRIAN M.
RIEDL, SENIOR POLICY ANALYST AND GROVER HERMANN
FELLOW IN FEDERAL BUDGETARY AFFAIRS, THE HERITAGE
FOUNDATION

STATEMENT OF PEGGY SHERRY

Ms. SHERRY. Thank you, Chairwoman Watson, Ranking Member
Bilbray, and members of the subcommittee for the opportunity to
testify before you on the results of the Department of Homeland
Security’s fiscal year 2008 financial statement audit.

I also thank you for enacting the DHS Financial Accountability
Act. With the passage of this act, DHS launched an ambitious
multi-year effort to build assurances for internal controls as well
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as to execute corrective actions to improve financial accounting and
reporting.

DHS received a disclaimer of opinion on its fiscal year 2008 fi-
nancial statements. However, for the third consecutive year, audit
results show we continue to make steadfast progress. Auditors
noted the Department’s progress in implementing corrective actions
and improving the quality and reliability of our financial reporting.
Our multi-year corrective action plans led to reducing the number
of material weaknesses from 10 to 7 to 6 in the past 3 years. We
also reduced the number of disclaimer conditions from 10 to 6 to
3 in the past 3 years.

In addition, the Secretary’s Financial Reporting Assurance State-
ment has improved from a statement of no assurance in fiscal year
2005 to a statement that illustrates internal controls are well de-
signed in fiscal year 2008. For fiscal year 2009, the Department’s
goal is to provide our first ever assurance that internal controls are
effectively working with the exception of those in a few compo-
nents.

Audit challenges do remain but in more focused areas. We are
partnering with and providing oversight to the Coast Guard, the
Transportation Security Administration, and FEMA to address
audit disclaimer and material weakness conditions.

We continue to demonstrate progress in performance reporting.
I am pleased that our 2008 Performance Report was recently
ranked fourth highest in the Federal Government for providing
useful information on the public benefits and outcomes that DHS
delivers. This is particularly noteworthy since 2 years ago DHS
was ranked 21 out of 24. We improved the link between resources
and outcome oriented performance goals, and we described our im-
provement strategies when goals were not met.

We continue to implement initiatives aimed at increasing finan-
cial management competencies and sustaining financial manage-
ment improvements throughout the Department. For instance, in
the fall we released the DHS Financial Management Policy Man-
ual. This online manual provides guidance on budget formulation,
execution, financial management, accounting, and reporting while
introducing standardization throughout DHS with a strong focus
on internal controls.

Also, we issued the third edition of the Internal Control Playbook
which outlines the Department’s strategy and process to eliminate
internal control weaknesses and build strong management assur-
ances.

The most important part of building our core financial manage-
ment competencies is strengthening and training our workforce.
We are in our fourth series of the CFO Mentorship Program for
mid-level managers to help create a pipeline of strong candidates
for senior financial management leadership roles at DHS. Addition-
ally, nearly 400 newly hired employees from across the country
have attended common financial management training. They learn
about the different missions within the Department, our core finan-
cial functions, and key financial management fundamentals. I also
sponsor a recurring certification program to professionalize the
DHS workforce.
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As we make improvements in our financial reporting and
strengthen the skills of our workforce, we continue moving forward
to consolidate our financial systems. This initiative will greatly im-
prove the quality of and control over DHS financial data, making
financial accounting processes more efficient and serving as the
foundation for standard business and financial management prac-
tices across the Department.

Financial management has come a long way at DHS and I am
inspired by the extraordinary efforts of our dedicated staff at head-
quarters and in the components. We remain committed to improv-
ing financial management, continuing our efforts to strengthen in-
ternal controls, and to realigning business processes for improved
effectiveness and efficiency in support of our mission and the
American taxpayer.

I appreciate the support we have received from the OIG, the
GAO, this committee, and Congress. Thank you for your leadership
and your continued support of the Department of Homeland Secu-
rity.

[The prepared statement of Ms. Sherry follows:]
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Thank you Chairwoman Watson, Ranking Member Bilbray, and members
of the Committee for the opportunity to testify before you regarding the results of
the Department of Homeland Security’'s (DHS) Fiscal Year (FY) 2008 financial
statement audit.

I would like to thank Congress for enacting the Department of Homeland
Security’s Financial Accountability Act. With the passage of the Act, we
taunched an ambitious multi-year effort to build assurances for internal controls
as well as executed corrective actions to improve our financial accounting and
reporting. We have worked collaboratively with Congress, the Government
Accountability Office, the Office of Management and Budget, the DHS Office of
the Inspector General, and our Independent Auditor to ensure that we strengthen
internal controls in support the Department’s mission.

DHS is committed to improving financial management, continuing efforts
to strengthen internal controls, and re-aligning business processes for improved
efficiencies and effectiveness. Our goal is to secure the nation using resources

that are both fully accounted for and effectively used.

FY 2008 Financial Statement Audit Resuits
For the third consecutive year, the results of the annual financial

statement audit show DHS continues to make progress. When DHS was formed,
we inherited 30 significant deficiencies with 18 classified as material
weaknesses. These included insufficient internal controls, system security
deficiencies, and incomplete policies and procedures to produce auditable
financial statements.

As our independent auditors report, the Department continues to make
progress implementing corrective actions and improving the quality and reliability
of our financial reporting. Consider the following accomplishments:

» In FY 2006, DHS launched an ambitious multi-year effort to implement
corrective actions, reducing the number of material weaknesses from 10 in

FY 2006, to 7 in FY 2007, to 6 in FY 2008.

9]
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» The Secretary’s Financial Reporting Assurance Statement has improved
from a statement of no assurance in FY 2005 to a statement that good
internal controls are in place in FY 2008. For FY 2009, the Department’s
goal is to provide our first ever assurance that internal controls are

effectively working, with the exception of those in a few components.

The remaining audit challenges are more specific and easier to target.
We continue to partner with and provide oversight to the U.S. Coast Guard,
Transportation Security Administration, and Federal Emergency Management
Agency to address audit disclaimer and material weakness conditions. We also
continue to demonstrate progress in performance reporting. | am pleased to
report that our FY 2008 Performance and Accountability Report was recently
ranked by the Mercatus Center as the fourth highest in the federal government
for providing useful information on the public benefit and positive outcomes DHS
delivers as well as accounting for our use of tax-payers’ dollars. This is

particularly notable: just two years ago, DHS was ranked 21 out of 24.

Financial Management Improvement Initiatives

When our former CFO last testified before this Committee, he discussed a
series of initiatives intended to build a common DHS financial management
culture and achieve sustainable financial management improvement. | am
pleased to update you on the substantial progress we have made in these areas.

e We are in our fourth series of the CFO Mentorship program for mid-level
managers. This program helps create a pipeline of strong candidates for
senior financial management leadership roles at DHS.

* We continue to ensure a common set of competencies for all DHS
financial management employees. Nearly 400 employees have attended
new hire training since its inception in March of 2007. They learn about
the different missions within the Department; our core financial functions;
and the responsibilities of all financial management employees {o support

strong internal controls and to enforce compliance with fiscal law.
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» lLast fall, we published the Financial Management Policy Manual, an
online repository that provides DHS guidance for program and budget
formulation, budget execution, financial management, accounting and
reporting. The Manual provides standard financial management policies
to be used throughout the Department, with a focus on strong internal
controls that help DHS accomplish our financial management goals by
preventing and detecting potential waste, fraud, and abuse.

* We have issued three editions of the Internal Control Playbook. The
Playbook outlines the DHS strategy to design and implement an effective
internal control system to support our mission, eliminate internal control
weaknesses, and build management assurances. In addition, we
established an Internal Control Management Office to ensure the internal
control improvements we put in place continue to work effectively.

» We are moving forward with our plans to consolidate our financial
systems. This initiative will greatly improve the quality of and control over
DHS financial data, make the financial accounting process more efficient
throughout DHS, and serve as the foundation for standard business and

financial management practices across DHS.

Financial Systems Consolidation

Mission support requires a real-time enterprise view of DHS resources.
Currently, DHS has 13 separate financial management systems each reflecting
many different business processes, numerous accounting lines, and varying
levels of system integration—with many still relying on manual processes—
resulting in inconsistent data across the Department. Likewise, maintaining
multiple systems across the Department often leads to replication and high
overhead when upgrades, support services and system changes are necessary.

As we work to address our financial management challenges and increase
transparency in reporting, the Transformation and System Consolidation (TASC)
initiative is critical. This initiative will result in the Department acquiring a proven,

integrated financial, asset, and acquisition management system. This important
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initiative will, among other things, enhance mission support and improve our
ability to report financial data in a timely and accurate way.

We are in the midst of conducting the TASC acquisition and will select a
vendor by the second quarter of FY 2010. Once awarded, the Department will
integrate and standardize its financial, procurement, and asset management
processes, including establishing one DHS accounting line. DHS also has a
strong program management office to provide full-time, day-to-day oversight of

the project to help ensure success.

The Path Forward

We have demonstrated our commitment both to develop and execute
strong, actionable pians that improve our financial management with strong
internal controls. Consolidating our financial, asset, and acquisition systems will
accelerate Department-wide progress in our efforts for efficiency, effectiveness,
transparency, and accountability. As DHS undertakes its transformation and
system consolidation effort, the Department’s financial management
infrastructure will become more stable and will significantly contribute to

achieving the intended goals of the DHS Financial Accountability Act.

Conclusion

Financial management has come a long way at DHS. | continue to be
inspired by the extraordinary efforts of our dedicated staff at Headquarters and in
the Components, and | am committed to pursuing financial management
success. | appreciate the support we have received from our Office of Inspector
General, the GAQ, this Committee, and Congress. Thank you for your
leadership and your continued support of the Department of Homeland Security.
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Questiond#: | 1

Topic: | statements

Hearing: | Oversight of Federal Financial Management (JUL 8" 2009)

Primary: | Diane E. Watson, Chairwoman

Committee: | HOUSE OVERSIGHT & GOV REFORM COMMITTEE - SUBCOMMITTEE ON
GOVERNMENT MANAGEMENT, ORGANIZATION, AND PROCUREMENT

Question: For some time, DHS auditor has been unable to ofter an opinion on the Department’s
balance sheet and statement of custodial activity for multiple reasons, including material
weaknesses related to financial reporting and financial systems (these are the two out of five
financial statements that were audited in fiscal year 2008).

What do you see as the most critical financial management challenges facing DHS in obtaining
an opinion on these two statements? When do you think that DHS will resolve these issues so
that the agency will be able to receive an opinion on its balance sheet and statement of custodial
activity?

Response: The two most critical financial management challenges in obtaining a DHS clean
audit opinion are financial management at the U.S. Coast Guard and the reliance on outdated
accounting systems lacking department-wide integration and financial management at the U.S.
Coast Guard.

The Coast Guard organizational structure does not support accountability for internal controls
over financial management and systems, to include oversight, roles and responsibilities, and
accounting standards. In addition, the Coast Guard has not fully implemented an entity-wide risk
assessment process and monitoring controls. For example, the Coast Guard lacks adequate levels
of financial accounting expertise; roles and responsibilities are not clearly defined and
promulgated; a prior reorganization eliminated the comptroller position; and a previous self-
assessment model was ineffective.

In FY 2008, the Coast Guard was unable to provide sufficient evidential matter or make
knowledgeable representations of facts or circumstances, that supported transactions and account
balances of the Coast Guard as reported on the DHS financial statements. Additionally. the
Coast Guard control deficiencies contributed to each of the six DHS Internal Control
Deficiencies. While other DHS Components are in the process of effectively remediating their
respective control deficiencies, the Coast Guard remediation is progressing at a slower pace.

To improve remediation, the Coast Guard recently created a Senior Executive Service
comptroller position at Headquarters to increase financial management oversight. It has
developed a plan to increase financial management controls over all balance sheet lines, such as
funds balance with Treasury ($5.8 billion), Property ($8.8 billion), and Actuarial Pension
Liability ($26.6 billion) (amounts are as of 4/30/09). To further its progress, the Coast Guard is
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Question#: | |

Topic: | statements

Hearing: | Oversight of Federal Financial Management (JUL 3™ 2009)

Primary: | Diane E. Watson, Chairwoman

Committee: | HOUSE OVERSIGHT & GOV REFORM COMMITTEE - SUBCOMMIT ON
GOVERNMENT MANAGEMENT, ORGANIZATION, AND PROCUREMENT

refining its plan to address deficiencies and is in the early stages of executing that plan. By
September 30, 2009, the U.S. Coast Guard plans to do the following:
o Establish the Coast Guard chief financial officer as the technical authority for all
financial management.
e Establish an Accounting Oversight Board.
s Develop a consolidated communications strategy for financial transformation.
e Create a Financial Strategy for Transformation and Audit Readiness (FSTAR) technical
support team to oversee Mission Action Plan execution and perform an entity-wide risk
assessment.

The Department is in the process of selecting a new consolidated financial management system
that will replace those currently servicing the DHS Components.  The implementation will oceur
over the next three years, and as it progresses, several system improvements and efficiencies will
occur. The result will be more timely and accurate financial information that wil} be critical for
DHS to achieve a clean audit opinion.

DHS plans for the U.S. Coast Guard, FEMA, Immigration and Customs Enforcement (ICE), and
U.S. Citizenship and Immigration Services (USCIS) to undergo complete standalone audits by
FY 2013. The scheduling of the corresponding audit scope is based on each component’s
success in both remediating financial reporting internal control weaknesses as detailed in the
DHS Internal Control Playbook and demonstrating the operating effectiveness of the newly
implemented controls.

In FY 2009, two of the four referenced components (ICE and USCIS) are undergoing standalone
audits of their respective balance sheet statements (is balance sheets appropriate terminology?
Should they say assertion. No balance sheet audit). It is a widely held practice for standalone
audits to begin with the balance sheet statement. Once this statement passes audit, the component
is subject to the audits of the remaining financial statements, such as the statement of budgetary
resources. We anticipate both ICE and USCIS will succeed in this year's balance sheet and
statement of custodial activity audit.

Based on current progress in correcting its material weakness conditions, FEMA will undergo a
balance sheet audit in FY 2011, followed by audits of all financial statements in FY 2012, The
U.S. Coast Guard will undergo a balance sheet audit in FY 2012, and all financial statements will
be audited in FY 2013.
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Question#: | 2

Topic: | [PIA

Hearing: | Oversight of Federal Financial Management (JUL 3™ 2009)

Primary: | Diane E. Watson, Chairwoman

Committee: | HOUSE OVERSIGHT & GOV REFORM COMMITTEE ~ SUBCOMMITTEE ON
. GOVERNMENT MANAGEMENT, ORGANIZATION, AND PROCUREMENT

Question: In FY 2008, auditors reported that DHS was again found to be out of compliance with
the Improper Payments Information Act.

How does DHS plan to comply with the Improper Payments Information Act's requirements, and
when do you expect that full compliance will be achieved?

Response: DHS has made significant progress complying with the Improper Payments
Information Act. In the FY 2008 DHS Annual Financial Report the independent auditors
reported the Department has made positive progress towards complying with the Act including:
issuing strong guidance, improving training and oversight, identifying programs susceptible to
improper payments, conducting Department-wide risk assessments, and completing payment
sample testing for most high risk programs. FEMA is the only DHS component that still needs
to make additional progress to comply with the Act. FEMA’s payment sample testing of its
grant programs in FY 2009 is an interim step toward full improper payment reporting in FY
2010. FEMA will complete payment sample testing on all programs this year except for the
Homeland Security Grant Program, where testing will be limited to the program’s largest state
(California). FEMA expects to fully comply with the Improper Payments Information Act in FY
2010, when the Homeland Security Grant Program and FEMA’s other high risk programs will
measure and report improper payment rates.
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Question#:

Tepic: | error rate

Hearing: | Oversight of Federal Financial Management (JUL 8™, 2000)

Primary: | Diane €. Watson. Chairwoman

Committee: | HOUSE OVERSIGHT & GOV REFORM COMMITTEE - SUBCOMMITTEE ON
| GOVERNMENT MANAGEMENT, ORGANIZATION, AND PROCUREMENT

Question: To date, the error rate for DHS’s Disaster Relief Fund Vendor payments grew from
2.4 percent in FY 2007 to 7.5 percent in FY 2008, and improper payments increased by more
than $100 million as a consequence, from $42 million to $144 million.

Why has this program’s error rate skyrocketed, and what is DHS doing to tackle this problem?

Response: The error rate for DHS’s Disaster Relief Fund vendor payments grew in FY 2008, as
compared to FY 2007, primarily due to a change in testing standards. In FY 2008 DHS
completed stricter testing to verify that officials who signed for invoices and deliveries were
appropriate and authorized. DHS noted additional internal control weaknesses when deliveries
of goods and services did not always meet contract standards in disaster situations. To address
these weaknesses, FEMA is reviewing and standardizing contract language, improving
Contracting Officer Technical Representative training, and monitoring compliance and
consistency.

In addition to these steps, FEMA continues to improve its improper payment testing procedures
and has established the Internal Controls Board, which is proactive in making sure rules,
regulations, and guidelines are strictly followed in order to reduce the contractual deficiencies
identified in improper payment testing. Additionally, the Department’s Acting Chief Financial
Officer provides oversight by conducting bi-weekly staff meetings to monitor FEMA’s progress
in implementing improper payment corrective actions.
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Question#: | 4

Topic: | controls

Hearing: | Oversight of Federal Financial Management (JUL ]™. 2009)

Primary: | Diane E. Watson, Chairwoman

Committee: | HOUSE OVERSIGHT & GOV REFORM COMMITTEE - SUBCOMMITTEE ON

GOVERNMENT MANAGEMENT, ORGANIZATION. AND PROCUREMENT

Question: The Coast Guard oversees almost 60 percent of DHS Property, Plant and Equipment,
and in FY 2008, auditors found that the Coast Guard’s Property, Plant and Equipment assets
were not properly designed, consistently followed, or do not include sufficient controls to ensure
compliance with policy.

What specific controls is DHS developing to correct this material weakness? What is DHS
timetable for implementing these controls?

Response: The U.S. Coast Guard property, plant, and equipment assets are comprised of three
main categories: construction-in-progress (CIP), personal property, and inventory and related
property. DHS and the U.S. Coast Guard have developed the following specific conttols to
assert to the completeness, existence, or valuation of the assets.

1.

3

C1P balance for all appropriations, including Acquisition Construction & Improvement

(AC&I) and Operating Expenses (OE) accounts:

» Implement policies and procedures for capitalization of assets to address the transfer
of project costs to fixed assets as projects are substantially complete, and

» Record (conceptual level: cost accounting system based) and accept property on a
timely basis.

Personal property (vessels, aircraft, and small boats make up more than 98% of the net

book value of this line item):

» Implement policies and procedures for the valuation of personal propesty either
through cost documentation or appraisals,

» Improve physical inventories processes (FY 1013 inventories), and

> Record and accept property on a timely basis.

inventory and related property, including Operating Materials & Supplies (OM&S) and

Inventory Purchased for Resale:

> Promulgate revised inventory and asset management policy and procedures, and

» Execute annual inventory.

By September 30, 2009 we intend to:

» Implement manual processes to use alternate valuation methods and capitalize CIP
items placed in service.

7 Promulgate revised Capital Investment Planning & Budgeting process to ensure
timely reclassification from CIP.

» Evaluate the CIP packages for project audit readiness.

» Promulgate AC&I CIP project policy and processes (all will be in final draft).
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Question#: | 4

Topic: | controls

Hearing: | Oversight of Federal Financial Management (JUL 8™ 2009)

Primary: | Diane E. Watson, Chairwoman

Committee: | HOUSE OVERSIGHT & GOV REFORM COMMITTEE - SUBCOMMITTEE ON
GOVERNMENT MANAGEMENT. ORGANIZATION, AND PROCUREMENT

» Support 95% (S3.2 billion) of net book value of personal property: we currently
support 38% ($1.3 billion).
By September 30, 2010 we intend to:
»  Assert to completeness, existence, and valuation for AC&I CIP.
» Assert to completeness, existence, and valuation for personal property (vessels,
aircraft, and boats).
» Create the CIP review board.
» Promulgate revised inventory and asset management policy and procedures and
execute annual inventory.
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Question#: | 5

Tepic: | property

Hearing: | Oversight of Federal Financial Management (JUL g 2009y

Primary: | Diane E. Watson, Chairwoman

Committee: | HOUSE OVERSIGHT & GOV REFORM COMMITTEE - SUBCOMMITTEE ON
GOVERNMENT MANAGEMENT, ORGANIZATION, AND PROCUREME?

Question: DHS has traditionally managed a greater percentage of underused property than other
large agencies. Are there particular authorities that could be given to DHS as a whole, or to
some of the agency’s or components, that would facilitate its ability to identity and discard
underutilized properties?

Response: TSA and USCG hold the majority of the Department’s underutilized property.
These two components within the Department are focused on remediation plans and are currently
developing and implementing controls over tracking and properly accounting for its property.
Both components have teams dedicated to remediating these deficiencies. FEMA substantially
corrected its control deficiencies over stockpile inventory in FY 2008 and progress in FY2009
includes standing up a Property Management Division internal controls team and the
development of Initial Response Resources (IRR) Standard Operating Procedures. During the
FY2009 audit, FEMA anticipates the auditors will conclude their control deficiencies in this arca
are in fact remediated. We expect that the Department’s execution of these corrective action
plans will yield significant results in the next fiscal year as has occurred with FEMA in FY2008.
DHS will consider pursuing possible legislative authorities if the current action plans do not
produce anticipated results.
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Ms. WATSON. Thank you. We will now proceed with Mr. Spoehel.

STATEMENT OF RONALD SPOEHEL

Mr. SPOEHEL. Thank you, Chairwoman Watson, Ranking Mem-
ber Bilbray, and members of the subcommittee. I am pleased to be
here this afternoon to discuss NASA’s financial management and
reporting and the seriousness with which NASA takes reporting its
financial and operational performance to the President, to the Con-
gress, and to the citizens of the United States.

On an annual basis, NASA prepares a full set of financial state-
ments that are independently audited with three audit reports on
financial statements, internal controls, and legal compliance. Since
fiscal year 2003, though, NASA has received a disclaimer of opinion
from its auditors. While the auditors’ reports for fiscal year 2008
complimented NASA on its recent progress, as with prior years
they also noted NASA’s continued inability to provide sufficient evi-
dential support for the amounts presented in some accounts in the
financial statements. They cited two internal control material
weaknesses as well as certain non-compliance with regulatory re-
quirements for accounting and for financial systems.

In order to address the underlying problems preventing NASA
from regularly obtaining unqualified audit opinions on its financial
statements, the agency took an entirely new and holistic approach
in fiscal year 2008 for resolving weaknesses, improving the fidelity
of its financial data, as well as expanding the usefulness of re-
ported financial information to drive enhanced financial and oper-
ational performance.

With respect to the preparation of its accounts and financial
statements, this change in approach began with developing and im-
plementing a new global financial management strategy, the Com-
prehensive Compliance Strategy or CCS, that focuses on assuring
full compliance with generally accepted accounting principles
[GAAP], and other financial reporting requirements across the
agency.

This approach begins with identifying the requirements for meet-
ing all applicable accounting and regulatory standards for each fi-
nancial statement line item, including audit evidence for each such
account, and the associated internal controls needed. It also ad-
dresses overarching financial reporting process and related IT sys-
tem requirements.

To ensure CCS remains current, it is updated on a continuous
basis with all applicable governing regulations and accounting
standards.

To support effective CCS implementation and operation, NASA
has also developed and implemented a Continuous Monitoring Pro-
gram [CMP], which provides the overall management control
framework and detailed processes designed to drive agency compli-
ance with CCS. CMP performance certifications from the individ-
uals responsible are also required on a monthly basis. These are
backed by a rigorous quality control process documenting that each
and every control activity has been performed at each of NASA’s
centers monthly.

Since NASA implemented CCS and CMP midway through last
year, a significant decline in the number and dollar value of excep-
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tion reports and a clear path forward to full compliance have been
demonstrated. With these approaches providing validated perform-
ance for its financial statement processes and for adherence to
GAAP, NASA should be able to demonstrate the effectiveness of
management and internal controls, allowing the agency to elimi-
nate the first of its two internal control weaknesses for financial
systems analysis and oversight.

There are, however, key challenges remaining for obtaining an
unqualified opinion. In particular, NASA’s audit reports have for
many years noted two critical issues with respect to the reporting
of legacy property, plant, and equipment, PP&E. The first is with
a sufficiency of evidential support for the PP&E balances reported
and the second is with the internal controls for property account-
ing.

To remediate the property accounting, NASA has already imple-
mented new property accounting policies and procedures and has
incorporated a new integrated asset management module within its
financial management system, taking care of those issues.

However, with respect to legacy PP&E assets, whose acquisition
began before the CFO Act of 1990 and before the mandated use of
GAAP accounting by the Government, NASA does not have the
necessary supporting information available to provide auditable
book values under current accounting standards. This includes, for
example, NASA’s legacy Shuttle and Space Station related assets
that comprise the overwhelming portion of PP&E net asset value,
about $19 billion of the $21.6 billion reported last year.

While the Space Station depreciation schedule brings the net
asset value down to an immaterial level and naturally leads to res-
olution by 2016, NASA is presently developing a variety of alter-
natives in alignment with anticipated changes to PP&E Federal
property accounting standards with a view to achieving a timelier,
albeit still cost effective and efficient, solution for this issue.

The agency has made considerable progress in the last year as
it established the foundation for financial management excellence
with its Comprehensive Compliance Strategy, Continuous Monitor-
ing Program, and expanded financial reporting capabilities along
with improvements and consolidations to its financial management
and operations. This year the agency is focused on and is commit-
ted to rigorous execution using this foundation, improving effective
operation of its financial systems and processes, moving closer to
achieving auditability of its financial statements, and driving even
better financial performance across the agency’s operations and
projects.

Madam Chairwoman, thank you again. I would be pleased to re-
spond to any questions you or the other members of the sub-
committee may have.

[The prepared statement of Mr. Spoehel follows:]
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Chairwoman Watson, Ranking Member Bilbray, and Members of the Subcommittee, 1 am
pleased to be here this afternoon to discuss NASA’s financial management and reporting. NASA
takes seriously its responsibility for reporting its performance to the citizens of the United States,
the President, and the Congress, as evidenced through the many public reports in which NASA
details its programmatic and financial performance.

Financial Statement Audit “Disclaimed” Although Progress Complimented

On an annual basis, NASA prepares a full set of financial statements that are independently
audited. There are three audit reports that cover the Agency’s financial statements, internal
controls, and legal compliance. Since FY 2003, NASA has received a “disclaimer” of opinion
from the auditors on its financial statements. While the auditors’ reports for FY 2008
complimented NASA on its recent progress, as with prior years, they also noted NASA’s
continued inability to provide sufficient evidential support for the amounts presented in some of
the accounts in the financial statements. The reports also cited two internal control material
weaknesses, as well as certain non-compliance with regulatory requirements for financial systems
and an inability to meet certain requirements to ensure compliance with federal accounting
standards.

New Approach Developed and Implemented in FY 2008 — Comprehensive Compliance
Strategy

In order to address the underlying problems preventing NASA from regularly obtaining an
unqualified audit opinion on its financial statements, the Agency took a new approach in FY 2008
toward resolving weaknesses and improving the fidelity of its financial data, as well as expanding
the usefulness of reported financial information to drive enbanced financial and operational
performance. With respect to the preparation of its accounts and financial statements, this change
in approach began with developing and implementing a new global financial management
strategy, a Comprehensive Compliance Strategy (CCS), that focuses on ensuring full compliance
with Generally Accepted Accounting Principles (GAAP) and other financial reporting
requirements. The CCS serves as the basis for implementing comprehensive proactive corrective
actions as may be required and it provides the guiding principles for executing effective financial
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management functions and activities with internal control and compliance solutions inherently
embedded in the processes.

Comprehensive Compliance Strategy Identifies GAAP and other Regulatory Requirements
by Financial Statement Line Item

The structure of the CCS begins with the identification of the baseline requirements by financial
statement line item and account, including those on the Balance Sheet, Statement of Net Cost,
Statement of Financing and Statement of Budgetary Resources. The requirements for meeting all
applicable standards are identified for each of the financial statement line items and are identified
in conjunction with required financial statement assertions which cover completeness, existence,
accuracy, valuation, ownership, presentation, and disclosure. This serves as the foundation for
identifying the evidence of auditability for each such account as required to ensure an adequate
audit trail exists along with proper supporting documentation. Furthermore, the CCS addresses
overarching financial reporting processes and related information technology systems. The CCS
also delineates the generic control environment necessary to ensure functions and activities
adhere to financial reporting requirements.

In addition, the CCS provides a solid platform for sound financial management practices and
standards. Accordingly, the CCS is implemented through NASA Policy Directives (NPDs) on
financial management, the associated NASA Procedural Requirements (NPRs), and the
Continuous Monitoring Program (CMP). The CMP is designed to ensure that the CCS evidence
of auditability flows naturally from the process, forming the Provide to Auditor (PTA) listing, and
associated document generation, necessary to meet financial statement audit requirements. The
alignment of CCS, the CMP, and financial management policy not only identifies actions
necessary to close compliance gaps, but also provides uniform guidance that results in consistent
processes, standard financial performance measurement capability, and GAAP compliance.

Continuously Updated

The components of the strategy are updated on a continuous basis to ensure that the CCS remains
up to date with all governing requirements, including, but not limited to, current government
regulations, accounting standards, communications from external auditors and other independent
oversight bodies, reviews, and assessments. These updates also become the basis for developing
issue-specific corrective actions or other remediation which may become necessary for continual
full compliance with GAAP and other regulatory requirements.

CCS Facilitates Monitoring and Oversight to Ensure Operational Effectiveness

Monitoring and oversight of the effectiveness of the CCS is conducted through the Continuous
Monitoring Program (CMP) as well as through ongoing Evaluation Monitoring and Testing
(EMT) periodic compliance reviews. These monitoring tools are intended to provide another
level of management assurance regarding compliance with the CCS. They also serve as a review
program to periodically measure the effectiveness of the CMP, as well as ensure and validate the
operation of a sound system of internal control over financial reporting.

Continuous Monitoring Program Provides Framework for Management Controls

While the CCS provides the roadmap for the ongoing achievement of financial management
excellence, the CMP provides the overall framework of management controls that NASA uses to

2
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assess and evaluate internal controls, compliance with GAAP, and evidence that balances and
activity reported in its financial statements are auditable.

Further, the CMP ensures that errors and/or discrepancies are identified and corrected in a timely
manner. It also ensures ongoing management reviews and validations of financial data and
internal controls.

Continuous Monitoring Program Provides Control Activities for Each Business Process and
Account

The details within each section of the CMP, referred to as Chapters, are designed to capture
control activities for entire business processes for specific accounts. As a result, each Chapter
may address multiple related line items in the financial statements. Each Chapter also includes
the proprietary and budgetary accounts that relate to the business process. In each Chapter,
control activities are defined for performing required reconciliations of each financial statement
account.

Each Chapter of the CMP includes full details of the following: (i) reference to each of the
financial statement line items that are supported by the section; (ii) references to each applicable
general ledger account including both proprietary accounts and related budgetary accounts; (iii)
management assertions to be made related to each financial statement line item and account
listed; (iv) the control objectives to be met and how to detect misstatements in significant
financial statement reporting assertions and Required Supplementary Stewardship Information
(RSSI); (v) the GAAP financial reporting objectives that the control activities support; and, (vi)
definition and applicable standards for all control activities that collectively support the
management assertions, control objective, and financial reporting objective for the section.

Further, each of the control activities within each Chapter of the CMP is fully described and
standards for each activity are covered as follows: (i) description of the purpose of reconciliation
and any unique aspects of the activity; (ii) the frequency with which the reconciliation is to be
performed (e.g., daily/weekly/monthly/quarterly); (iii) the designation of responsible reporting
entity, generally either a Center or Agency Headquarters; (iv) information on the standard data
sources that are to be used for the control activity; (v) information on applicable external data
sources (e.g., Treasury reported confirmations); (vi) description of the transaction within the
Agency’s SAP financial system environment or other financial information database; (vii) the
accounting periods to be analyzed, which generally are either year-to-date or inception-to-date
periods; (viii) detailed explanation of the procedures and reviews to be performed; (ix) reference
to valid and usual reconciling items and timing differences; and, (x) expected standards and
thresholds for differences or exceptions (which may have different levels for month-end, quarter-
end, or year-end financial statements).

These detailed processes and activities that comprise the CMP provide a comprehensive basis for
effective monitoring and the assurance of compliance with all required and necessary control
reconciliation processes at the account level.

Monthly Certification Process Ensures Timely Corrections and Provides Audit
Documentation

Upon the closing of the financial books each month and the preparation of the financial
statements, each NASA financial reporting entity provides a matrix of control activity results and

3



95

certifies that each control activity has been performed and completed. This ensures that either
results were consistent with the standards set forth for each activity or that detailed exception
reports and remediation plans were prepared and implemented. Then, each month the forms are
analyzed and evaluated by both Headquarters and Center management.

NASA has also implemented a rigorous quality control process to validate that control and
reconciliation processes are properly performed and the reported results are supportable and
accurate. When all control activities have validated performance with results as targeted, NASA
will be able to demonstrate that it has management and internal controls that ensure its financial
statements are reliable and have been prepared in accordance with applicable federal GAAP. The
reconciliations and other procedures performed as part of each control activity also provide the
supporting documentation of balances and activities needed for audit purposes.

Key Challenges Remain to Attaining an Unqualified Opinion

Together the CCS and CMP provide the foundation and key compliance processes for addressing
the data integrity, management oversight, and systems findings in the FY 2008 financial audit’s
first internal control material weakness, for financial systems, analyses, and oversight. By design,
the CCS and CMP prompt the identification and elevation of any unreselved data integrity issues
at NASA Centers, system configuration issues, and Agency-wide financial process issues. As
these issues are identified and prioritized, corrective actions are designed to resolve them.

The data integrity issues identified through the CMP are, in many instances, related to anomalies
at a specific Center, often due to past operating practices prior to the consolidation of all financial
transactions into the Agency’s SAP financial system. Once identified, the responsible Center
takes the necessary actions to resolve the anomalies, with NASA Headquarters monitoring and
assisting to ensure that prompt resolution occurs. The efficacy of the approach can be seen in the
progress made as reported for the results of the CMP over time. From 210 exception reports
totaling almost $800 million (exclusive of the legacy PP&E account issues) across the Agency at
the beginning of the CMP implementation in March 2008, last month showed substantial
improvement with only 26 exceptions totaling approximately $5 million.

With respect to remaining system configuration issues, NASA continues to identify and
implement corrective measures for outstanding system issues. In FY 2007, a major SAP Version
Upgrade was implemented, and at least twice during each year, including FY 2008 and 2009,
system enhancements and upgrades were implemented. These upgrades collectively corrected a
number of weaknesses identified by management and the auditors in the prior four years as well
more recently identified issues. Nevertheless, fixes for many known issues remain to be
implemented and the auditors continue to identify a variety of weaknesses as noted in their audit
report on Internal Control. With the system corrections and enhancements which have been or
are being implemented this year, NASA will significantly reduce, if not eliminate, incorrect
transactions due to improper configuration or design within the Core Financial Module of its SAP
financial management system.

NASA’s other material weakness cited again in this past fiscal year’s audit was on controls over
reporting of legacy Property, Plant, and Equipment (PP&E) and materials contracts in the
financial statements. For the more complex issues, like these related to NASA’s PP&E reporting
and systems configuration challenges, Agency-level solutions and intervention have been
required. For example, early in FY 2008 NASA implemented a new policy and related
procedures for identifying the cost of individual assets throughout such assets’ acquisition
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lifecycle. The policy change was based on guidance obtained from the Federal Accounting
Standards Advisory Board (FASAB). The associated procedural changes support the verification
and reconciliation of asset values for those assets created or developed under contracts awarded
following the implementation of the revised policy, and also applied to certain large pre-existing
contracts.

Additionally, during FY 2008, the Agency implemented a new Integrated Asset Management
module within its financial management system that addresses a key part of the weakness and
non-compliance with federal regulation noted in the audit report. This module is intended to
provide the following benefits: (1) more accurate, timely recording and valuation of PP&E; (2)
improved valuation, capitalization, and depreciation processes; (3) improved audit trail of
capitalized PP&E; (4) standardization of NASA-held and NASA owned/contractor-held property
management processes; (5) elimination of manual processes; and, (6) reduced operational costs.

With respect to legacy assets, however, like the International Space Station and Space Shuttles,
whose acquisition began before the CFO Act of 1990 and the mandated use of GAAP accounting
by the Government in FY 1998, NASA does not have the necessary supporting information
available to provide auditable book values under current accounting standards. Together, Shuttle
and Space Station related assets represent about $19 billion of the total $21.6 billion PP&E net
asset value reported in NASA’s September 30, 2008, year-end financial statements.

Although an issue for NASA at present, much of this issue may become moot with the passage of
time, as the continuing depreciation of the Shuttle and Space Station assets brings the net asset
balances on the balance sheet to levels that may become immaterial to the financial statements.
The Shuttles are being depreciated through their expected useful life based on their current
schedule for retirement in 2010 after completing the flight manifest, and the International Space
Station is being depreciated based upon a 15-year specification life, through 2016. While the
International Space Station depreciation schedule naturally leads to 2016 as an outside date for
resolution of this PP&E issue, NASA is presently developing and evaluating a variety of
alternatives with a view to achieving a timelier, albeit still cost efficient and effective, solution for
this issue.

One of the alternatives the Agency has considered would involve a complete reconstruction of the
original purchase invoice trail going back several decades since the inception of the Shuttle and
the International Space Station programs. As NASA does not have the necessary records, it
would need to rely on records which its contractors might be able to reconstruct. In addition to
the considerable expense for reconstructing such an auditable invoice trail, the assurance of
success is relatively low due to the low likelihood of contractors having maintained detailed and
auditable records going back that far in time.

Another alternative is predicated on the Federal Accounting Standards Advisory Board amending
applicable accounting standards, as it is currently considering in its exposure draft of a proposed
Statement of Federal Financial Accounting Standards entitled, Estimating the Historical Cost of
General Property, Plant, and Equipment — Amending Statements of Federal Financial
Accounting Standards 6 and 23. This proposed standard, if it becomes effective, would amend
existing accounting policies to clarify that reasonable methods of estimating original transaction
data historical cost and accumulated depreciation may be used to value general property, plant,
and equipment. As FASAB noted, use of estimates is a more cost effective means of
implementing new accounting requirements than reconstructing actual historical amounts based
on inadequate or non-existent accounting records. The Board further asserted that clarifying that
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estimation based on adequate techniques is acceptable should promote cost effective
implementation. NASA is preparing the foundational materials necessary for it to comply with
the standard should it become effective and thereby allow the Agency to be in a position to
provide auditable values for its Shuttle and Space Station PP&E accounts.

Nevertheless, until such time as (i) the reported net book value of these assets naturally
depreciates to a level that is immaterial in comparison to NASA’s other asset balances, or (ii) an
auditable reconstruction of these assets’ historical costs and revised depreciable values over more
than a decade is performed, or (iii) applicable accounting standards change, or (iv) another of the
alternatives under consideration is successfully implemented, NASA will not be able to attain an
unqualified opinion.

Successful Implementation of Financial Management Initiatives and Continued Progress

As noted, the Agency successfully developed and introduced a new strategy and program to
ensure that financial transactions are reported consistent with applicable accounting standards,
laws and federal regulations and that financial data is accurate, reliable, and auditable. The
strategy has contributed to a significant decline in the number and dollar value of exception
reports and a clear path forward to full compliance has been demonstrated. A new PP&E policy,
an upgraded Integrated Asset Management system, and revisions to accounting processes are
resulting in more consistent and reliable tracking and reporting of the Agency’s property, plant,
and equipment capital costs. A successful transition of much of its transactional finance
operations to the NASA Shared Services Center, a focus on improvements to its grants
management processes, and continuing enhancements to its underlying core financial system
capabilities, coupled with improvements in the Agency’s financial and performance reporting, are
already providing faster, more accurate, and more usable information to drive better decisions and
resultant performance across the programs and projects at NASA.

In FY 2008, NASA established the foundation for financial management excellence through the
newly developed and implemented Comprehensive Compliance Strategy, Continuous Monitoring
Program, and expanded financial performance capabilities. In FY 2009, the Agency is focusing
on rigorous execution using this foundation to improve effective operation of financial systems
and processes and to drive even better financial performance across the Agency’s operations and
projects. Sound financial management remains vital to NASA’s success in achieving its mission,
requires the combined efforts of the entire Agency, and is a priority commitment for the Agency’s
management.

Madam Chairwoman, thank you for your support and that of this Subcommittee. I would be
pleased to respond to questions you or the other Members of the Subcommittee may have.
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Responses to written questions submitted by Rep. Watson resulting from the
July 8, 2009, hearing at which The Honorable Ronald R. Spoehel testified

QUESTION 1:

Since 2003, NASA has reported deficiencies related to its financial management
processes and systems. Though NASA has shown improvement in its financial
management and reporting, its auditors continue to disclaim an opinion on its
financial statements.
e What challenges does NASA face in reforming its financial management
systems?
e How does NASA plan to deal with these challenges?
e  When do you estimate that NASA’s issues with its financial management and
systems be resolved?

ANSWER 1:

In order to address the underlying problems preventing NASA from regularly
obtaining an unqualified audit opinion on its financial statements, the Agency took a
new approach in FY 2008 toward resolving weaknesses and improving the fidelity of
its financial data, as well as expanding the usefulness of reported financial
information to drive enhanced financial and operational performance. With respect
to the preparation of its accounts and financial statements, this change in approach
began with developing and implementing a new global financial management
strategy -- a Comprehensive Compliance Strategy (CCS) -- that focuses on ensuring
full compliance with Generally Accepted Accounting Principles (GAAP) and other
financial reporting requirements. The CCS serves as the basis for implementing
comprehensive proactive corrective actions as may be required, and it provides the
guiding principles for executing effective financial management functions and
activities with internal control and compliance solutions inherently embedded in the
Processes.

Monitoring and oversight of the effectiveness of the CCS is conducted through the
Continuous Monitoring Program (CMP) as well as through ongoing Evaluation
Monitoring and Testing (EMT) periodic compliance reviews. These monitoring
tools are intended to provide another level of management assurance regarding
compliance with the CCS. They also serve as a review program to periodically
measure the effectiveness of the CCS, as well as ensure and validate the operation of
a sound system of internal control over financial reporting.

Together the CCS and CMP provide the foundation and key compliance processes
for addressing the data integrity, management oversight, and systems findings in the
FY 2008 financial audit. By design, the CCS and CMP prompt the identification and
elevation of any unresolved data integrity issues at NASA Centers, system
configuration issues, and Agency-wide financial process issues. As these issues are
identified and prioritized, corrective actions are designed to resolve them.
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Additionally, in FY 2008 the Agency implemented the Integrated Asset Management
(IAM) Property, Plant, and Equipment (PP&E) module within its financial
management system, which addresses a key part of the weakness and non-
compliance with Federal regulation noted in the audit report. This module provides
the following benefits: (1) more accurate, timely recording and valuation of PP&E;
(2) improved valuation, capitalization, and depreciation processes; (3) improved
audit trail of capitalized PP&E; (4) standardization of NASA-held and NASA
owned/contractor-held property management processes; and, (5) elimination of
manual processes. TAM provides a linkage between personal property equipment
master records and the financial asset master record. Currently, plans are being
developed to implement an IAM Real Property module in the financial management
system.

As aresult of the above actions, NASA has accelerated recent improvements to its
financial management systems and data quality, remediating issues that had been
pervasive since the implementation of the core financial system in 2003. With
respect to legacy assets, however, such as the International Space Station (ISS) and
Space Shuttles, whose acquisition began before the CFO Act of 1990 and the
mandated use of GAAP accounting by the Government in FY 1998, NASA had not
previously had the necessary supporting information available to provide auditable
book values under current accounting standards. While an issue at present, as
depreciation reduces the amounts carried on the balance sheet and as certain of the
existing ISS and Space Shuttle assets are transitioned for use on other NASA
programs, much of this issue may become moot with the passage of time. The
Shuttle is planned to be retired in 2010 and the ISS is being depreciated based upon a
15-year specification life through 2016, While the ISS depreciation schedule
naturally leads to 2016 as an outside date for resolution of this issue for NASA, the
Agency is developing a variety of alternatives, in alignment with anticipated changes
to PP&E Federal property accounting standards, to achieve a more timely, albeit still
cost efficient and effective, solution for this issue.

QUESTION 2:

NASA also took part in OMB’s pilot program to allow alternative approaches to
performance and accountability reporting.
e How has NASA benefited (or not) from having a separate Agency Financial
Report?
e What particular changes regarding statutory requirements for financial
reporting would NASA support in order to make the report more accessible
to the public?

ANSWER 2:

NASA elected to participate in the OMB Performance and Accountability Report
(PAR) pilot program in FY 2007 primarily to mitigate a process and timeliness issue
related to the review of the PAR. The independent auditors have access to any
information deemed auditable in the traditional PAR document. While NASA
agrees that all data should be able to meet the standards for verification and
validation, the audit process for the PAR was lengthened considerably by auditor
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attention to performance details in addition to the financial data. Since NASA’s
performance data has not impacted audit opinions, the pilot program offered a way to
decouple the financial and performance information for more timely completion.
NASA is currently evaluating its participation in the FY 2009 pilot program. NASA
is also working with OMB and the Federal Accounting Standards Advisory Board to
improve government financial reporting.

QUESTION 3:

NASA’s FY 2008 Performance and Accountability Report states that 38 programs
were excluded from the range of programs subject to risk assessment because their
disbursements were not considered “material.”
e What criteria does NASA use to eliminate programs from risk assessment
procedures, and how was this threshold determined?

ANSWER 3:

NASA follows OMB requirements for implementation of the Improper Payments
Information Act (IPIA) of 2002 to perform its risk assessment, including the
identification of programs subject to assessment. OMB Circular A-123, Appendix
C, Requirements for Effective Measurement and Remediation of Improper Payments,
requires a review of programs and activities to identify those susceptible to
significant improper payments. OMB defines significant improper payments as
those in programs that exceed both 2.5 percent of program payments and $10M
annually. Therefore, to meet OMB’s combined threshold, programs with
disbursements of at least $400M are subject to risk assessment.

However, NASA management elected to implement a more rigorous review and
used a more conservative threshold of programs with disbursements of at least $40M
for selecting programs subject to risk assessment. While there are only six NASA
Programs with disbursements over $400M, use of the more rigorous threshold
resulting in 42 additional programs being evaluated. Testing revealed that none of
NASA’s programs met the OMB definition of significant improper payments.

QUESTION 4:

NASA has a challenge in managing assets located at scattered sites across the nation,
and NASA also has a policy of reusing excess or underutilized equipment as a way
to reduce costs associated with purchasing new equipment. However, NASA has
disagreed with GAO’s recommendation that the agency’s electronic property
management system be modified to show the current use status of underused
equipment for a given day or week.

e Isn’t it the case that by failing to show an item’s current use status online,
NASA is thus forcing its employees to waste time in making phone calls to
determine an item’s availability?

e  Wouldn’t it be more efficient to just document an item’s current use status in
the electronic property management system?

» Does NASA believe its disposal of real property would be enhanced if the
agency had the authority to keep proceeds from the sale of real property?
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ANSWER 4:

With the new system which NASA has implemented, active equipment is visible
Agency-wide for users to review equipment before it is declared excess. This
visibility provides the opportunity for programmatic, technical, and scientific experts
to consider and discuss possible reuse through loans or borrowing, coordinating
through their property custodians or equipment managers, as noted in NASA
Procedural Requirement 4200.1. Equipment issues can be made known to Property
Disposal Officers and Property Custodians, so that when property is identified as
excess, internal programmatic reuse opportunities are visible and maximized. Thus,
NASA does not expect all NASA employees (or contactors) who are interested in
using certain types of equipment to contact the end users on equipment availability.
However, the option of stating a desire to a property custodian or equipment
manager remains an alternative.

As the NASA Property, Plant & Equipment Module was designed and developed for
a different purpose by evaluating the total business process for property management
and equipment accountability, using this PP&E Module in its original configuration
to document an item’s current use status would not enhance the efficiency for
property management. Two modules of the NASA PP&E System were designed to
accurately manage property. All active records reside in the Equipment Master
Record (EMR) Module. At no time should equipment in the EMR depict any status
other than ACTIVE. Thus, there is no need to design a separate status category or
use status for the EMR. Active equipment is visible Agency-wide. This visibility
provides the opportunity for programmatic, technical, and scientific experts to
discuss possible reuse through loans or borrowing, coordinating through their
property custodians or equipment managers. After property is declared excess, it
becomes eligible for reutilization. All excess property is processed through NASA’s
Disposition Module. Equipment no longer required for performance of a specific
NASA requirement will be reported for reutilization screening throughout NASA.
This is accomplished when an item is declared EXCESS. Declaration of excess can
be made at any time or as the result of an annual walk- through.

The culmination of years of process reengineering and best practice assessments
from both commercial and public sector entities resulted in a property system that
achieved the goal of increasing property accountability of controlied property across
the Agency. A resultant benefit is the heightened potential for property reutilization
though Agency-wide visibility and accessibility to all NASA users. This capability
was not previously available through the legacy system.

Retention of proceeds from the disposal of unneeded or underutilized real property
assets could be an added incentive to NASA Centers if the sales proceeds could be
deposited into a capital asset account and made available with or without further
appropriation, for maintenance, capital revitalization, and improvements of the real
property assets at the Center and remain available until expended.
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QUESTION 5:

In your testimony, you state that NASA intends to retire its Space Shuttle by 2010,
and the International Space Station in 2016. 5 You also refer to NASA’s difficulty in
tracking historical data to “provide aunditable values for [the] Shuttle and Space
Station Property, Plant & Equipment accounts.”

e Given NASA’s challenges in obtaining records for its legacy assets, do you
anticipate that by 2016, the agency will have compiled accurate enough
records of its legacy assets?

o Will NASA be on track to implement both its Integrated Asset Management
system and its Comprehensive Compliance Strategy, Continuous Monitoring
Program to improve its financial management systems by 2016, and to
advance new space exploration projects, especially given the increasingly
uncertain funding climate?

ANSWER §:

The testimony states, “The Shuttles are being depreciated through their expected
useful life based on their current schedule for retirement in 2010 after completing the
flight manifest, and the International Space Station is being depreciated based upon a
15-year specification life, through 2016.” The availability of records which provide
the evidential support for an unqualified audit opinion is not expected to change
between now and 2016. However, the Federal Accounting Standards Advisory
Board (FASAB) has indicated that it will release additional guidance amending
existing standards to support the use of “reasonable estimates of original transaction
data historical cost.” NASA believes that the guidance, Statement of Federal
Financial Accounting Standard (SFFAS) #35, Estimating the Historical Cost of
General Property, Plant, and Equipment, as drafted, will address auditor concerns
related to auditable values for the Shuttle and International Space Station (ISS).
Since the inception of the Shuttle and ISS programs, NASA has been using estimates
to value these assets in line with the accounting standards in place at that time. As
FASAB notes in the draft SFFAS #35, use of estimates 1s a more cost effective
means of implementing new accounting requirements than reconstructing actual
historical amounts based on inadequate or non-existent accounting records. The
Board further asserted that estimation based on adequate techniques should promote
cost effective implementation. NASA is preparing the foundational materials
necessary for it to comply with the standard and thereby allow the Agency tobeina
position to provide auditable values for its Shuttle and Space Station PP&E accounts.

In FY 2008, the Agency implemented the Integrated Asset Management (IAM)
Property, Plant, and Equipment module within its financial management system.
This module addresses a key part of the weakness and non-compliance with federal
regulation noted in the audit report. Plans are currently being developed to
implement an 1AM Real Property module in the financial management system. Also
in FY 2008, NASA implemented its Comprehensive Compliance Strategy and
Continuous Monitoring Program, which are providing the foundation and key
compliance processes for addressing the data integrity, management oversight, and
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systems findings in the FY 2008 financial audit’s internal control material weakness,
for financial systems, analyses, and oversight. These foundational elements of the
Agency’s financial management systems and processes are operational now and will
adequately support the Agency’s new programs in science, exploration, and
acronautics well into the future.
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Ms. WATSON. Thank you so much. Let us now proceed to you,
Mr. Riedl.

STATEMENT OF BRIAN M. RIEDL

Mr. RIEDL. Chairwoman Watson and Ranking Member Bilbray,
good afternoon. My name is Brian Riedl. I am the Grover Hermann
fellow in Federal Budgetary Affairs at the Heritage Foundation.
The views I express here are my own and should not be construed
as representing any official position of the Heritage Foundation.

The most striking part of the 2008 Financial Report of the U.S.
Government is not the balance sheets showing assets of $2 trillion
dwarfed by liabilities of $12 trillion. Rather, it is the Statement of
Social Insurance which shows $43 trillion in excess future expendi-
tures over future revenues for Social Security and Medicare. In-
deed, the Statement of the Comptroller General notes the need for
the Nation’s leaders to “turn their attention to the long term chal-
lenges of addressing the Federal Government’s large and growing
structural deficits.” He also warns that “the Federal Government
is on an unsustainable long term fiscal path.”

As a member of the bipartisan Fiscal Wake-Up Tour that con-
sists of representatives of the Concord Coalition, the Heritage
Foundation, the Brookings Institution, as well as former U.S.
Comptroller General David Walker, I have spoken to thousands of
Americans at public town hall meetings from coast to coast on the
need to reform these entitlements. I would like to share with you
what I have shared with these audiences.

First, in the short term, President Obama has offered a budget
that would increase Federal spending to a peacetime record of 24.5
percent of GDP by 2019. That is not even counting the health care
plan. Because tax revenues will not keep up with this spending
growth, the President’s budget would add $9 trillion in new debt
over the next decade. It would double the National debt to 82 per-
cent of GDP.

By steeply increasing spending and digging the Nation deeper
into debt, the Nation would have less financial flexibility and fewer
resources to deal with that $43 trillion shortfall that Social Secu-
rity and Medicare face.

The basic entitlement challenge is as follows: The first of 77 mil-
lion baby boomers have already begun retiring. Combined with
longer life spans, these retirements drive down the ratio of workers
supporting each retiree. In 1960, five workers paid the benefits of
each retiree. Today, three workers pay the benefits of each retiree.
By 2030, that ratio will be two to one.

Now, what does a two to one worker to retiree ratio really mean?
Imagine a boy and a girl born today in 2009. In 2030, they get mar-
ried and start their own family. This young couple just staring out
will have to support themselves, their children, and the Social Se-
curity and Medicare benefits of their very own retiree. Every mar-
ried couple will have that burden.

The costs will be enormous, especially given the steep rise in
health care costs that plagues Medicare. Don’t forget, the baby
boomers’ long term care expenses will raise Medicaid costs up as
well. Overall, the combined cost of Social Security, Medicare, and
Medicaid is projected to rise by 10 percent of GDP from 8.4 percent
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of GDP to 18.4 percent of GDP by 2050. There are really not a lot
of options here.

The first option is to raise taxes. But if you raise taxes to close
that 10 percent of GDP gap, that would be the equivalent today of
raising taxes by $12,000 per household. That is what 10 percent of
GDP would feel like. According to the Congressional Budget Office,
the middle class would be pushed into a 63 percent income tax
bracket and the wealthy into an 88 percent income tax bracket.
That assumes that health care costs slow down. Even allowing the
2001 and 2003 tax cuts to expire, even including all of those for
lower income individuals, would close just one tenth of the long
term gap.

So a second option would be to finance these entitlements by cut-
ting other programs. Surely there is a lot of waste in the Federal
budget to eliminate. But in order to make room for the big three
entitlements, every program but Defense would have to be elimi-
nated by 2030. By 2049, Defense would have to be eliminated, too.
At that point, 100 percent of the Federal budget would have to go
to Social Security, Medicare, Medicaid, and net interest.

The third option, simply running budget deficits, is no better.
Borrowing an additional 10 percent of GDP would be like today
borrowing an additional $1.4 trillion every year. That would drive
the national debt to levels unseen in history and create a vicious
circle of rising interest rates and debt resulting in economic col-
lapse.

The only real option is to reform Social Security, Medicare, and
Medicaid. An entitlement reform commission, such as the SAFE
Commission proposed by Congressmen Jim Cooper and Frank Wolf,
could design sustainable entitlement reforms and allow Congress to
vote up or down on that package.

Now, some have asked why Congress should worry about the
long term problems now. Well, the big three entitlements already
consume 42 percent of all Federal spending. But more importantly,
every year of delay raises the final reform cost by $1 trillion. Addi-
tionally, some people have said that anyone over age 55 should be
exempt from entitlement reforms. But every year, four million baby
boomers cross that threshold. By 2019, all baby boomers will be 55.
So at that point your only choice would be to pull the rug out from
under those over age 55.

Nor does the Social Security Trust Fund reduce these long term
obligations either. Yes, the Social Security Trust Fund likely guar-
antees that benefits will be paid through 2037. But without any ac-
tual economic assets in the Trust Fund, the painful tax increases
and spending cuts I have described will need to begin in 2016 when
the Social Security program falls into deficit. The Trust Fund does
not reduce the future burden on taxpayers by a nickel.

In conclusion, the challenge of financing retirement benefits is
perhaps the greatest economic challenge of our era. Unless law-
makers promptly reform Social Security, Medicare, and Medicaid,
America faces a future of soaring taxes and Government spending
that will cause poor economic performance and lower living stand-
ards. The longer lawmakers wait to enact these reforms, the more
painful they will be.
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Thank you.
[The prepared statement of Mr. Riedl follows:]
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My name is Brian Riedl. I am the Grover M. Hermann Fellow in Federal Budgetary
Affairs at The Heritage Foundation. The views 1 express in this testimony are my own, and
should not be construed as representing any official position of The Heritage Foundation.

The most striking part of the 2008 Financial Report of the United States Government is
not the balance sheets showing total assets of $2 trillion dwarfed by total liabilities of $12
trillion. Rather, it is the Statements of Social Insurance, which show $43 trillion in excess future
expenditures over futurc revenues for Social Security and Medicarc. Indeed, the Statement of the
Comptroller General notes the need for the nation’s leaders to “turn their attention to the long-
term challenges of addressing the federal governments large and growing structural deficits™ and
warns that “the federal government is on an unsustainable long-term fiscal path.'”

As a member of the bipartisan Fiscal Wake-Up Tour that consists of representatives of
the Concord Coalition, Heritage Foundation, and Brookings Institution, and former United States
Comptrotler General David Walker, | have spoken to thousands of Americans at public town hall
meetings from coast to coast on the need to reform these entitlements. 1 will share with you what
I have shared with these audiences.

First, in the short term, President Obama has offered a budget that would increase federal
spending to a peacetime-rccord 24.5 percent of GDP by 2019 — not even counting the health care
plan. Because tax revenues cannot keep up with this spending growth, the President’s budget
would add $9.1 tritlion in new debt over the next decade. 1t would double the national debt to 82

percent of GDP by 2019,

" U.S. Department of the Treasury. 2008 Financial Report of the United Siares Government. at
htip v gao.govifinancial fv 200808 rusg.pdf pp. 29, 39-41.
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By steeply increasing spending, and digging the nation decper in debt, the President
would leave the nation with less financial flexibility and fewer resources to deal with the $43
trillion shortfall that Social Security and Medicare tace over the next 75 ycars.

The basic entitlement challenge is as follows: The first of 77 million baby boomers have
already begun retiring. Combined with longer life spans, these retirements drive down the ratio
of workers supporting each retiree. In 1960, five workers funded the benefits of each retiree.
Today that ratio is 3:1, and by 2030 it will be just 2:1. To understand what a 2:1 worker-to-
retiree ratio means, imagine a boy and a girl born today, in 2009. In 2030, they marry and start a
family. This young couple will have to support themselves, their children — and the Social
Security and Medicare benefits of their very own retirce. The costs will be enormous, especially
given the steep rise in hcalth care costs that plagues Medicare. The baby boomers’ long-term
care expenses will also drive Medicaid costs upward as well.

Overall, the combined cost of Social Security, Medicare, and Medicaid is projected to
rise by 10 percent of GDP — from 8.4 percent to 18.4 percent of GDP ~ by 2050. In the abscnce
of reform. these costs must be financed by raising taxes, slashing other government programs, or
running ruinous budget deficits.

First, let’s examine the tax increase option. Raising taxes to close that 10 percent of GDP
gap would be economically devastating. In today™s economy, a 10 percent of GDP tax increase
would cost $12,000 per household annually. According to the Congressional Budget Office, the
middie class would be pushed into a 63 percent income tax bracket, the wealthy into an 88

percent bracket” - and cven that assumes health care cost growth slows down. And allowing the

* Peter R. Orszag. Dircctor. Congressional Budget Office. letter to Representative Paul Ryan (R W1), May 19, 2008,
at hup/avew.cho. govfipdocs 9 2xx/docY2 1605-19-Longierm Budger_Letier-to-Ryan.pdf

(&)
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2001 and 2003 tax cuts to expire — including those that currently benefit low-income families -
would close just one-tenth of the long-term gap.

A second option would finance these entitiements by cutting other programs. Surely,
there are candidates for spending cuts. But in order to make room for the “big 37 cntitlements,
every remaining program except defense would have to be eliminated by 2030. And by 2049,
defense would have to be eliminated as well. At that point, 100 percent of the federal budget
would have to go towards Social Security, Medicare, Medicaid, and net interest.

The third option, simply running budget deficits, is no better. Borrowing an additional 10
percent of GDP annually - the cquivalent today of $1.4 trillion — would drive the national debt to
levels unseen in history, and create a vicious circle of rising interest rates and debt, resulting in
economi¢ collapse.

The only real option is to reform Social Security, Medicare, and Medicaid. An
entitlement reform commission. such as the SAFE Commission’ proposed by Congressmen Jim
Cooper (D-TN) and Frank Wolf (R-VA), could design sustainable entitlement reforms and
allow Congress to vote up or down on the package.* The Breaux-Thomas Bipartisan Medicare
Commission of 1997 is another example, but unfortunately, their strong reforms were not
adopted.

Some have asked why Congress should worry now about long-term costs. These “big 37
entitlements already consume 42 percent of regular federal spending. More importantly, every
year of delay raises the final reform cost by about $1 trillion, as higher Social Security benefit

levels and Medicare costs become locked in. Furthermore, many belicve that anyone over age 55

TILR. 1357

* Alison Acosta Fraser. “The SAFE Commission Act (ILR. 3634) and the Long-Term Fiscal Challenge”™ Heritage
Foundation Testimony before Comnnittee on the Budget. United States House of Representatives. June 23, 2008 at
Dty heritage. org/Research/Budget/tst6 2508b.cfm

%)
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should be exempt from entitlement reforms. Yet every year, 4 million more baby boomers cross
that threshold. By 2019, all 77 million baby boomers will have turned 55. So if we don’t want to
pull the rug out from underneath baby boomers over age 55, lawmakers must begin reforming
these programs as soon as possible. Tackling reforms immediately will reduce their ultimate
costs, spread the burden across more people, and give baby boomers more time to adjust their
retirement strategies.

Nor does the Social Sceurity Trust Fund reduce these long-term obligations. Yes, the
Social Security Trust Fund likely guarantees that full benefits will be paid through 2037. But
without any actual economic assets in the trust fund, the painful tax increases or spending cuts
will need to begin in 2016 when the Social Security program falls into deficit. The trust fund
does not reduce the burden on future taxpayers at all.

The challenge of financing retirement benefits is perhaps the greatest economic challenge
of our era. Unless lawmakers promptly reform Social Sceurity, Medicare, and Medicaid,
America faces a future of soaring taxes and government spending that will cause poor economic
performance. Americans will pay onerous taxes, and future generations will have lower living
standards than Americans enjoy today. The longer lawmakers wait to enact the necessary

reforms, the more paintul those reforms will be. Thank you.
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The Heritage Foundation is a public policy, research, and educational organization operating
under Scction 501(c)(3). It is privately supported and receives no funds from any government at
any level, nor does it perform any government or other contract work.

The Heritage Foundation is the most broadly supported think tank in the United States. During
2008, it had nearly 400,000 individual, foundation, and corporate supporters representing every
state in the U.S. Its 2008 income came from the following sources:

Individuals 67%
Foundations 27%
Corporations 5%

The top five corporate givers provided The Heritage Foundation with 1.8% of its 2008 income.
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Members of The Heritage Foundation staff testify as individuals discussing their own
independent research. The views expressed arc their own and do not reflect an institutional
position for The Heritage Foundation or its board of trustees.
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A Guide to Fixing Social Security,
Medicare, and Medicaid

Brian M. Ried!

The coming challenge of paying Social Security,
Medicare, and Medicaid benefis to 77 million retiving
baby boomers will be one of the greatest economic chal-
tenges of the 21st century. What Federal Reserve Chaiy-
man Ben Bernanke called the “calm before the storm”
ended on january 1, 2008, when the lirst baby boomers
became eligible for early Soctal Security benefi s n
three years, they will also become eli glblc for Medicare.

In the coming decades, the cost of these programs
will leap from 8.4 percent of gross domestic product
(GDP) to 18.6 percent of GDP—an increase of 10.2
percent of GDP Without reform, this increased cost
would require raising taxes by the current equiva-
lent of $12,072 per houschold or eliminating every
other government program. Funding all of the prom-
ised benelits with income taxes would requive rais
ing the 35 percent income tax bracket 1o at least 77
percent and raising the 25 percent tax bracket to at
least 53 percent.

Although aware of this coming crisis, Members of

Congress have largely ignored it because all ol the
possible reforms ave considered politically risky. Yet
delays only increase the pain of the ubimare
reforms, which are becoming about $1 trillion more
expensive annually. Furthermore, many believe that
Americans ages 35 and over should be exempt from
any reforms. One-thivd of all baby hoomers have
already crossed that threshold, and av 4 million per
year, all of them will have crossed it by 2019,

Enutlement reform s more than just an economic
issue. Americans need to decide whether they want a

L\

.

Talking Points

The first of 77 million baby boomers have
begun to collect Social Security and will soon
start receiving Medicare and Medicaid benefits.

The total cost of these entitlement programs
wilt increase from 8.4 percent of GDP t0 18.6
percent of GDP by 2050. In compatison, the
entire federal budget is 20 percent of GDP.

To cover these additional costs, Congress
would need to raise taxes permanently by
the equivalent of $12,072 per household or
eliminate every other federal program.

A first step in reforming the entitlement pro-
grams is addressing whether or not entitie-
ment programs should always have the first
claim on tax dollars, leaving discretionary
programs (¢.g., defense, education, and vet-
erans heaith) to fight over the remaining
scraps of the federal budget.

This paper, in its entirety, can be found at:
www.heritage.org/Research/Budget/bg2114.¢fm

Produced by the Thomas A. Roe Institute
{for Economic Policy Studies

Pubtished by The Heritage Foundation
214 Massachusetis Avenue, NE
Washington, DC 20002-4939
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Nothing written here is to be construed as necessarily reflect-

ing the views of The Heritage Foundation or as an attempt
to aid or hinder the passage of any bill before Congress.
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future in which older Americans have an automatic
claim on one-fifth of the future income of their
grandchildren—who will be raising their own chil-
dren and paying off their home mortgages. Under
the current systemn, retirees will spend one-third of
their adult lives in taxpayer-funded retirement
while national security, education, health vesearch,
and antipoverty programs fight for the few remain-
ing tax dollars.

{RChare t

00
20% -

This paper provides an introduction to the com-
ing crisis in Social Security, Medicare, and Medicaid
and sets up a framework for the consideration of
various reforms.

1%

No Easy Solutions

The Congressional Budget Office (CBO) projects
that federal spending on Social Security, Medicare,
and Medicaid will leap from 8.4 percent of GDP
today to 18.6 percent by 20507 (See Chart 1)) For
comparison, the entire federal budget is 20 percent
of GDP (18 percent spent on programs and 2 per-
cent on net inferest). This massive cost increase will |

Note: This

Source:
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be fueled by the 77 million retiring
haby boomers, combined with steep
inflation i health care costs and
automatic scheduled benefit hikes.

These costs far exceed what mxpay-
ers will be able to afford. Increasing
taxes by 10.2 percent of GDP today
would come o $1.394 willion. or
$12,072 per houschold, (See Chart 2.)
It COU)d mean rasing meome tax
rates by at least 120 percent—and
probably more because tax increases
slow economic growth and dampen
new revenues—with additional raises
thereafter.” Funding all of the prom-
ised henefits would requive raising the
35 poreent income tax bracket to at
least 77 pereent and the 23 percent tax
bracket to at least 35 percent.”
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Regrettably, five common myths undermine the
cause for immediate action.

MYTH 1: There is no hurry.

Social Security, Medicare, and Medicaid already
absorb 42 percent of the federal budget and are
growing by 7 percent annually, making them the
largest impediment to balancing the budget. Fur-
thermore, many believe that anyone over age 55
should be exempt from entitlement reforms.

Yet every year, 4 million more baby hoomers
turn 55, effectively locking in their future benefits
(and taxpayer costs) by this standard. By 2019, all
77 million baby boomers will have turned 5 ¥
leaving future lawmakers with the unpalatable
options of massive, economy-stagnating tax in-
creases, unprecedented program terminations, or
the paring back of benefits for those over 55. Tack-
ling reforms immediately will veduce their ultimate
costs, spread the burden across more people, and
give baby boomers more time to adjust their retire-
ment strategies.

MYTH 2:
unrcliable.

These budget projections are

Projecting economic vaviables such as growth
and inflation rates is difficult, but the impending
retirement of 77 wmillion baby boomers is not a
vague theoretical projection. The Secial Security
costs for these future retivees ave determined by a set
benefit formula. Medicare faces the same demo-
graphic realities, and its steep spending projections
even assume a sharp slowdown in per capita
growth. These same baby hoomers will also push up
Medicaid spending on long-term care.

MYTH 3: Economic growth will solve the
problem.

Revenues associated with higher cconomic
growth would help only marginally. As Federal

Reserve Chairman Ben Bernanke has testified:
Economic growth leads 1o higher wages and
profits and thus increases tax receipts, but
higher wages also imply increased Social
Security benefits, as those benefits are ted 10
wages. Higher incomes also tend to increase
the demand for medical services so that,
indirectly, higher incomes may also increase
federal health expenditures.”

In short, the same factors that could increase tax
revenues would also increase spending.

MYTH 4: Cutting waste and pork is enough.

Although Washington wastes billions of dollar
cuts in federal spending cannot absorb a cost
increase of 10.2 percent of GDP In fact, offsetting
this spending hike would require eliminating every
ather federal program by 2049 except interest pay-
ments on the federal debt. Non-defense programs
would be eliminated by 2030, and defense spend-
ing would be eliminated by 2049, (See Chart 3.)

MYTH 5: Letting the 2001 and 2003 tax cuts
expire is enough.

The CBO projects that tax vevenues will increase
from 18.8 percent of GDP o avecord 22.8 percent by
2050, but letting the 2001 and 2003 wax cuts expire in
2011 would only nudge vevenues up to 23.4 percent
by 2050.% Thus, tosing the tax cuts would close less
than 1 percentage pomt of the 10.2 percent gap.

Even that projection unrealistically asswmes that
such a farge tax increase on {amilies, investors, and
businesses would have ne negative economic con-
sequences and that Congy ould not spend the
NEW revenues ¢ 4 Massive new spending,
not low tax revernies, s the problem.

All five of these myths distract America and its
lawmakers from confronting the difficult but nec-
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increase over that vriginal evel
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essary entitlement reforms. The con-
tinued refusal to modernize Social
Security, Medicare, and Medicaid
leaves only three options:

1. Massive and economically debili-
tating tax increases. (See Chart 2.)

2. Elimination of other lederal pro-
grams. {See Chart 3.)

3. Unprecedented budget deficits
(See Chart 4

How Entitlements Hijack
the Budget Process

Biased budget rules are a major
obstacle to fixing Social Security,
Medicare, and Medicaid. Federal
spending should be allocated based
on national priorities, yet programs
classified as entitlements are given a
nearly untouchable status above dis-
cretionary programs.

Entitlement  programs—includ-
ing Social Security, Medicare, Medic-
aid, most antipoverty programs, farm
subsicies, and refundable tax cred-
is—are effectively on awtepilot. Their
budgets grow automatically each year
without going through the regular
budget process, heing examined, or
being forced to justify their growth.
Smaller entitlement programs are ox-
amined only once or twice per decade
when they are reauthorized. Large enti-
tement programs are not required to
be reauthorized or re-examinech.

Each year, when Congress begins
writing the anmual budget, it accepts
the 33 percent of the budget (and
growing) spent on entitlements as o
given, sets astce an additonal 9 pereent
for net interest, and then spends the
rest of the vear deciding how o atlo-
cate the remaining scraps to defense,
homeland security, educaiion, health
rescarch, transportation, justice, for-
cign aid. and the envivonment.

K Chare3
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Funding Entitlements by Cutting Other Programs
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This practice conflicts with America’s budget pri-
orities. It effectively gives Medicare drug subsidies
for well-off Americans priority over body armor for
American troops serving in lraq and Afghanistan. It
guaras ntees farm subsidies to corporate agribusi-
nesses, leaving homeland security, education, and
health research to fight over whatever tax dollars are
left over.

These tracle-offs are not theoretical. As Social Secu-
rity. Medicare, and Medicaid costs surge over the next
few decades, the funds available for other programs—
such as defense, education, poverty relief, and veter-
ans aid—will continue to shrink toward zero.

Approaches for a Solution. Entitlements were
originally placed on autopilot to provide predict-
ability in eligibility standards and benefit formulas.
While overhauling these standards and formulas
each year would be unwise, Congress could con-
vert major entitlements into 30-year budgeted pro-
grams that must be reviewed and reauthorized
every five years to keep spending within long-term
allowable levels.

Additionally, Congress could create triggers that
would automatically ad;\mr the program il current
and futare spmdmg wrends exceed the allowable
amount. (This is similar to a law that tiggers veform
proposals when outside sources ave needed to fund at
least 45 percent of Medicare spending.”) As long as
the 30-vear budget and five-year targets are written
vealistically, any annual adjustments would be small.

The Coming Costs

Ov L es, the cost of providing
promised Social Security, Medicare, and Medicaid
benefits will exceed projected revenues by trillions
of dollars.

7. Public Taw 108-173
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Social Security. Social Security was created in
1935 to pmvuh pensions to Americans age 65
and over” Old l\gv and Survivors Insurance is
funded by a 10.6 percent payroll tax, split equally
between employer and employee, on the first
£102,000 earned—a level that is adjusted annu-
ally for inflation.”

Initial Social Security benefits are calculated
based on the workers average monthly income,
called the Average Indexed Monthly Eamings
{AIME), during the workers 35 years of highest
earnings. (Each years carnings are indexed for suhA
sequent average wage growth in the uonnm))
Monthly benefits u{uai a percentage of the AIME,
ranging from 90 percent for very low earners down
to 15 percent for the highest carners.  After the ini-
tal benefit is determined, it is indexed annually for
price inflation.

Currently, the average annual benefit is approxi-
mately $15.000. Those who live long can receive
henefits well in excess of what they paid into the
system. Those who die young can pass only mini-
mal benefits on to their survivars, For the most part,
they can leave little to nothing of their contributions
for their heirs.

The Problem. Social Security spending is pro-

jected Lo increase {rom 4.3 percent of GDP today 1o

6.1 percent by 2030~—an increase of 1.8 percent of
GDP Today, a spending increase of 1.8 percent
would equal $246 billion, or $2,130 per household.
Of this spending hike, 55 percent would result from
demographic changes, and 45 pervcent would result
{rom higher benefit levels,

The demographic side is simple. The 77 million
retiving baby boomers born between 1946 and
1964 will overwhelm a Social Security system that
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cummf/ pa)a benefits to only 42 million
seniors. "~ Not only will more Americans retire, hut
they will live lcmw and collect benefits longer. In
1940, a 65-year-old senior could expect to live 13
more years. Today, that figure is 18 years and is pro-
jected to increase 10 22 years in coming decades.
The combination of 77 wmillion retiring baby
boomers and longer life spans will double the num-
ber of Social Security beneficiaries by 2030, while
the number of t A\pd)mﬂ workers will increase by
just 17 percent. !
This will endanger the program because todays
benefits are paid by today’s payroll taxes. Soci ial
Security’s sustainability depends on having enough
workers to support all of the retirees. In 1960, five
workers supported each retivee. This ratio has fallen
o 3:1 and will drop to 2:1 by 2030. A 2:1 ratio
means that each married couple in 2030 will be
supporting the Social Security and Medicare bene-
fits of one retiree.

Higher benefit levels will drive the rest of the cost
increase. As stated, initial Social Security benefits
are caleulated by adjusting lifetime incomes upwanrd
for the economy’s average wage growth over a per-
son’s working life, which is historically higher than
price inflation. This pushes peoplel AIMES well
above thetr inflaton-adjusted  lifetime earnings.
Because of this move generous formula, the CBO
estimates that the average retiree’ inflation-adjusted
benefits will nearly double hy 207517

What About the Trust Fund? The Social Security
Trust Fund is the most misunderstood aspect of
this program. In 1983, with Social Sccuritys
finances in dive straits and  baby  hoomers

approaching retivement, lawmakers raised the pay-
roll tax so that Social Security could build a $5 mil-
tion “surplus.” Beginning in 2017, when the payrall
tax can no longer cover the vising annual program
this

COSLS, “trust fund” would be targe mowh to

cover all program shortfalls unul 2040. At least,
that was the idea.

In practice, Congress has already spent this
mouney. Each year, the Social Security program lends
its surphus to Congress to spend on regular govern-
ment programs in return for special-issue Treasury
bonds, which are backed only by the federal gov-
cmment’s promise to repay them. In 2017, when
Social Security begins to redeem these bonds, Con
gress—and the taxpayers—will start to repay the
entire $5 willion from scratch.

This means the trust fund does not save taxpay-
evs a dime. Future taxpayers ave still on the hook for
the entire $5 trillion Social Security deficit between
2017 and 2040. The ts” of the trust fund are
only an [OU, a tally of how much the American peo-
ple will have to repay the system. Congress taxed
workers to build the trust fund, spent the money,
and will have to tax them a second time to repay the
trust fund.

Critics respond that the federal government has
never defavlted on its debt, so the Social Security
program will definitely be repaid the $5 willion,
allowing it to pay full benefits until 2040, While this
may be true, the key question is how lawmakers will
find the extra $5 trillion. These critics must be
counting on big tax increases or spending cuts else-
where in the budget beginning in 2017,

Thus, 2040 is not a very important date. The
program currently runs an $85 billion annual sur-
plus thar Congress uses to fund other federal pro-
grams, thereby recucing the budget deficit by that
amount.!” The surplus will hegin decreasing by
2012, and Congress will be able 10 use these
funds to reduce the budget deficit antificially. By
2017, Social Security will begin running a deficit,
and Congress will need 1o begin transferring owside
raxes into the system to pay full benefits. After
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2017, the amount of outside taxes needed to pay all
promised benefits will grow every year.

Approaches for a Solution. The options for pre-
serving Social Securitys solvency are relatively
straightlorward. Rather than dumping large debt or
tax increases on the next generation, several feasible
options exist to restrain program costs, One option
is to raise the retirement age {currently set to rise to
67 by 2030) by two months each year untl it
reaches 70, which would allow future seniors an
average retirement of 17 years.

A second option would income-adjust benefits to
rarget needy seniors more effectively. This could be
accomplished  through “progressive  indexing,”
which would index initial benefit levels for middle-
income and upper-income families to price inflation
rather than wage growth, eliminating much of the
increased Social Security costs driven by higher ben-
efits. This would also target more benefit growth to
lower-income  tetivees,  If accompanied by an
increase in the retirement age, progressive indexing
could eliminate the entire Social Security shortfall. i

Finally, many cconomists believe that the con-
sumer price index overstates inflation. Aligning
Social Security’s inflation adjustment with the acraal
(and lower) inflation rate would save money while
still providing benefit growth.

y
&

In the long run, a more generationally equitable
system would add a Social Securiry option in which
mdividuals set aside money for their own retive-
ment that they own themselves. The challenge is
funding the tansition period when one generation
will need to fund current senior citizens” henefits
while prefunding tts own retirement

do not reduce

Personal accounts by themselves

the taxpayer Habilities 1o current seniors. However,
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if Congress slightly pared back the growth rates of
benefits for upcoming retivees and allowed workers
to direct a portion of their payroll tax

personal retirement accounts, workers could har-
ness enough long-term investment growth to do
much better than they can under today’ system.
This is the most realistic way to fund two genera-
tions of retirement on one generation’s payroll tax.
Millions of Americans with 401(k) plans and 1RAs

already understand how even safe inve

ments can
grow significantly over several decades.

Medicare. Medicare was created in 1965 to pro-
vide medical care to Americans age 65 and older. An
average of just under $10,000 is spent annually on
each of Medicare 43 million envollees. '™ Medicare
has three main components:

e Medicare Part A covers hospital and skilled
nursing care. Itis funded by a 2.7 percent payroll
tax  {split equally between employer and
employee) on all income. For most enrollees,
Medicare operates as a fee-forservice system,
meaning that once the envollee satisfies a modest
deductible, Washington reimburses participat-
ing health care providers for services based on a
set payment schedule.

¢ Medicare Part B covers physical and outpatient
care. This optional program, in which most
Medicare recipients participate, requives recipi-
ents to pay a monthly premium set at approxi-
mately 25 percent of total program costs, leaving
the taxpayers o fund the remaining 75 percent.

* Medicare Part D is the new prescripiion drug
benefit enacted in 2003. This optional program
is funded mostly from general tax revenues,
although enrollees pay a small deductible and
monthly premium. Enrollees choose from com-

Stenes € ssvad Year 2009 (Washington.
viomb/budes 1/ 0/ pedi/
from the Social Security surpluses becawse

net e Program wavenues

Table 131wt wiavnh

I January 9, 2007

der Noo 10T

ors Say,” Pureau of National
fee-forservice

pent on eadt

d care enrollec

undatio

pinyrteaniet

page 7



121

No. 2114

Backerounder

March 12, 2008

peting private health plans, which are reim-

bursed by Washington.

Only Medicare Part A is a social insurance pro-
gram in which retirees “earn” their benefits with
lifelong payroll taxes. Benefits for Medicare Parts B
and D are not earned with payroll taxes. They are
financed by general revenue (75 percent) and pre-
miums (25 percent) paid hy the senior envollee.

The Problem. Medicare costs are projected to
more than triple from 2.7 percent of GDP today to
9.4 percent by 2030, In current terms, a cost
increase of 6.7 percent of GDP would equal $916
billion, or $7,930 per houschold annually

Even this projection assumes that per capita
Medicare costs will grow only about 1 percentage
point faster than GDE, even though Medicare costs
have grown an annual average of 2.4 percentage
points faster than GDP since the 1970s.'Y tf this
trend continues, actual Medicare costs through
2030 could be double the current projection.

Medicare faces the same demographic challenges
as Social Security, and the projected increase in
seniors over age 85 will add additional strains.?® It
also faces steep inflation in health cave costs that will
increase its long-term debt well beyond Social Secu-
ritys debt. Overall, health spending has been
increasing 7 percent o 10 percent annually, Health
spending averaged $7,026 per pevson in 2006, or
16 percent of GDR*' Furthermore, creation of the
Medicare preseription drug entitlement added
approximately $8 trillion 1o Medicares year
unfunded obligations.??

19, Thid  p. 23

What About the Trust Fund? Medicave Part A is
funded by payroll taxes that are theoretically
“saved” in a trust fund for future retivees. Parts B and
D are not funded by payroll taxes. As with Social
Security, Congress has already spent all past sur-
plases for Part A, leaving taxpayers to fund all future
shortfalls from scratch. The program is projecied to
begin running a deficit in 2010 (2007 i interest
income is excluded) and then remain in deficit
indefinitely.”” Because at least 75 percent of Parts B
and D is funded by taxpayers, these programs also
face enormous long-term deficits.

Approaches for a Solution. Medicare reform is
very complex. While Social Security transfers
income from one group to another and therefore
can be fixed with formula changes, fixing Medicare
is more difficult because it is a major part of the
health care economy. Thus far, reforms have cen-
tered on reducing payment rates to doctors and
hospitals, but payment rates are alveady well below
market prices. This amounts to rationing health
care, which may reduce costs but will not advance
better cave or encourage more rational decisions.

Some reforms, which could be made quickly,
would significantly rein in Medicare . One
new approach would be 10 reduce the massive Part
B and Part D subsidies for upper-income families.
These programs are not social insurance: Enrollees
did not eam their benefits with payroll taxes.
Rather. they are large subsidies from taxpayers. Part
B recently began modest income-relating. President
Bush has proposed larger means-testing of Parts B
and D.
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Long-term fundamental reform will likely involve
bringing more choice and competition into health
care, such as moving Medicare from a defined-benelit
system to a defined-contribution system. The Fed-
eral Employees Health Benelits Program (FEHBP)
has held down costs by creating a voucher-type sys-
tem for federal em; loyees to purchase coverage from
competing | hmi th plam that offer differing coverage
and costs.”” By creating more chaice and ¢ competi-
tion, the FEHBP has held down cost increases and
may serve as a model for Medicare reform.

Medicaid. Medicaidt is a federal-state partner-
ship, created in 1965, that provides medical care 1o
46 million low-income individuals. States run their
own Medicaid programs, while Washingion sets
minimum  eligihility and benefit standards and
veimburses states for an average of 57 percent of all
program costs. Approximately one-third of Medic-
aid spending is on senior citizens, partly because
Medicare does not cover most long-term care such
as nursing homes. Overall, Medicaid finances 40
percent of all long-term cave co

The Problem. Federal Medicaid spending is pro-
jected to jump from 1.4 percent of GDP 1o 3.1 per-
cent by 2050, Today, a 1.7 percent of GDP spending
hike would equal $232 billion, or % ‘317 per
houschold. Most of this spending growth will come
from senior ¢i

ens, whose tong-term care costs are
not covered by Medicare.
Two other factors mﬂ also drive up Medicaid
sinflation of health care costs and the funding
structure, which encourages states to overspend on
Medicaid. Because \\}bhmgwn reimburses states
for 57 percent of all costs, every dollar that a state
spends on Medicaid guarantees an additional $1.33
grant from shingron. Consequently, states have

2 %lmn;\c" incentive to allocate their budgets to

expand Medicaid benefits and eligibility le
rather than to provide tax reliefl or Cducanon
regardless of the state’s actual needs

Not surprisingly, approximately 60 percent of
the average state’s Medicaid budget is now spent on
optional services and populanons beyond the fed
eral minimum. =" These optional services, such as
weight-loss help and substance-abuse treatment,
have played a large role in increasing the program’s

spending by an inflation-adjusted 227 percent
since 1990.7

Approaches for a Solution. Converting Medicaid
into a block grant to states would eliminate state
mcentives to overspend on Medicaid. Additionally,
giving states more flexibility to craft different Medic-
aid packages for different individuals based on their
Uﬂiq\lf I)L]HOﬂJI cireumslances cou (l save Fﬂﬂﬂﬂ.\
while irmproving service delivery?® State incentives
to help individuals purchase Eoné term care insur-
ance cou]d also substantially reduce Medicaids bur-
den insofar as these expenses are concerned.

Conclusion

Unless lawma promptly reform Social Secu-
dicare, and icaid, America faces a future
aring taxes and government spending that will
cause poor cconomic performance. Americans will
pay onerous taxes, and future generations will have
lower living standards than Americans enjoy today:
The longer lawmakers wait 1o enact the necessary
reforms, the more painful those reforms will be

—Brian M. Ried! is Grover M. Hermann Fellow in
Federal Budgetary Affairs in the Thomas A. Rae Institute
for Economic Policy Studics at The THeritage Foundation.
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Ms. WATSON. I want to thank all of the witnesses.

Mr. Riedl, when we propose our questions to you, I would like
not only responses to those questions but recommendations. If we
have to reform the entitlement programs, the top three, where does
that leave the safety net for society? So I would like you to let us
know from your investigation research what you would recommend.

Mr. RIEDL. That is a great question. I will be happy to answer
it.

Ms. WATSON. OK. I would like to call on Mr. Bilbray, our ranking
member.

Mr. BILBRAY. Let me just say as a former mayor and county
chairman, let us also not forget about the fact that the Federal
Government thinks of itself in isolation. But then you have the
other segments of the front line service—the counties, the cities,
and the States—and the impact there.

You are looking at just the resources of 40 percent of the Federal
Government. But when we get into this crisis, it is a very real pos-
sibility that we will want to make a priority decision and basically
say that the Federal Government needs to absorb all of the govern-
ment funds that are generated in this country and supersede local
and community funding.

Do the American people want to see now all funding and power
centralized in the Federal system and to literally bleed the local
and community systems dry of any money? Because there is only
so much capital in there. We totally ignore the fact of the eventual
impact on the local communities. We might have to decide, is Medi-
care more important than having sewer service? Is Social Security
more important than having a firefighter? Those are legitimate ar-
guments.

We forget that the great separations of power in this country are
not between the three branches of the Federal Government but ac-
tually between the city, county, State, and Federal Governments.
Those other segments are going to be impacted somewhere down
the line as a revenue source that we could tap into but at what
cost.

Thank you very much. I yield back.

Ms. WATSON. Thank you so much. I thank the audience for being
here with us and for your patience. I will now declare the meeting
adjourned. Thank you.

[Whereupon, at 4:10 p.m., the subcommittee was adjourned.]
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