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WASTE, FRAUD, AND ABUSE

THURSDAY, JULY 17, 2003

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
WASHINGTON, DC.

The Committee met, pursuant to notice, at 10:17 a.m., in room
1100, Longworth House Office Building, Hon. William M. Thomas
(Chairman of the Committee) presiding.

[The advisory announcing the hearing follows:]

o))



ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS

FOR IMMEDIATE RELEASE CONTACT: (202) 225-1721
July 10, 2003
No. FC-8

Thomas Announces Hearing on Waste, Fraud, and
Abuse

Congressman Bill Thomas (R—CA), Chairman of the Committee on Ways and
Means, today announced that the Committee will hold a hearing on waste, fraud,
and abuse in programs under the Committee’s jurisdiction. The hearing will take
place on Thursday, July 17, 2003, at 10:00 a.m., in the main Committee hear-
ing room, 1100 Longworth House Office Building.

In view of the limited time available to hear witnesses, oral testimony at this
hearing will be from invited witnesses only. However, any individual or organization
not scheduled for an oral appearance may submit a written statement for consider-
ation by the Committee and for inclusion in the printed record of the hearing.

BACKGROUND:

One of the important responsibilities of the Committee on Ways and Means is to
conduct oversight of programs within its jurisdiction to guard against waste, fraud,
and abuse. Misuse of taxpayer funds undermines confidence in government pro-
grams, hurts legitimate beneficiaries, and squanders scarce resources.

Already this year, the Committee has taken legislative action on a number of
measures to protect taxpayer monies, including: closing the loophole that allows
some government workers to avoid the Government Pension Offset, thereby pro-
tecting the Social Security Trust Funds; denying Social Security benefits to fugitive
felons and probation/parole violators; facilitating the proper payment of unemploy-
ment benefits by better sharing new hire data; subjecting payment for durable med-
ical equipment and off-the-shelf orthotics to competitive bidding; reforming Medicare
payment for certain outpatient prescription drugs currently covered; and reforming
the Medicare secondary payor system to prevent companies from improperly billing
Medicare. This hearing will provide the Committee with further opportunities to
identify measures to improve existing programs.

In addition, the Committee will consider the extent to which programs within its
jurisdiction ought to be modernized. Many of these programs are approaching 50
years of age or more, and the Committee has a responsibility to ensure that they
are meeting the needs of beneficiaries today and tomorrow. In the last eight years,
this Committee has made great strides modernizing welfare programs and Medi-
care. Other programs need to be closely scrutinized to ensure they are providing the
best possible service at the least cost to taxpayers.

In accordance with H. Con. Res. 95, the Concurrent Resolution of the Budget for
Fiscal Year 2004, the Committee will submit findings from this hearing to the Com-
mittee on the Budget by September 2, 2003.

In announcing the hearing, Chairman Thomas stated, “The tax dollars that work-
ing Americans send to Washington should be used wisely and for their intended
purpose. That is why Congress has a responsibility to root out waste, fraud, and
abuse where it exists in Federal Government programs.”

FOCUS OF THE HEARING:

The Committee will review programs in its jurisdiction to identify waste, fraud,
and abuse. The findings of the Committee will be submitted to the Committee on
the Budget in accordance with the Concurrent Resolution of the Budget for Fiscal
Year 2004.
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DETAILS FOR SUBMISSION OF WRITTEN COMMENTS:

Please Note: Due to the change in House mail policy, any person or organization
wishing to submit a written statement for the printed record of the hearing should
send it electronically to hearingclerks.waysandmeans@mail.house.gov, along with a
fax copy to (202) 225-2610, by the close of business, Thursday, July 31, 2003. Those
filing written statements that wish to have their statements distributed to the press
and interested public at the hearing should deliver their 200 copies to the full Com-
mittee in room 1102 Longworth House Office Building, in an open and searchable
package 48 hours before the hearing. The U.S. Capitol Police will refuse sealed-
packaged deliveries to all House Office Buildings.

FORMATTING REQUIREMENTS:

Each statement presented for printing to the Committee by a witness, any written statement
or exhibit submitted for the printed record or any written comments in response to a request
for written comments must conform to the guidelines listed below. Any statement or exhibit not
in compliance with these guidelines will not be printed, but will be maintained in the Committee
files for review and use by the Committee.

1. Due to the change in House mail policy, all statements and any accompanying exhibits for
printing must be submitted electronically to hearingclerks.waysandmeans@mail.house.gov, along
with a fax copy to (202) 225-2610, in Word Perfect or MS Word format and MUST NOT exceed
a total of 10 pages including attachments. Witnesses are advised that the Committee will rely
on electronic submissions for printing the official hearing record.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing.
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material
not meeting these specifications will be maintained in the Committee files for review and use
by the Committee.

3. Any statements must include a list of all clients, persons, or organizations on whose behalf
the witness appears. A supplemental sheet must accompany each statement listing the name,
company, address, telephone and fax numbers of each witness.

Note: All Committee advisories and news releases are available on the World
Wide Web at http://waysandmeans.house.gov.

The Committee seeks to make its facilities accessible to persons with disabilities.
If you are in need of special accommodations, please call 202—-225-1721 or 202—-226-
3411 TTD/TTY in advance of the event (four business days notice is requested).
Questions with regard to special accommodation needs in general (including avail-
ability of Committee materials in alternative formats) may be directed to the Com-
mittee as noted above.

Chairman THOMAS. The Chair apologizes to the Members for
his tardiness.

As a Committee with jurisdiction over programs that affect and
improve the lives of nearly every American, we have a responsi-
bilitly to ensure that these programs operate responsibly and effec-
tively.

Not that the Chair is paranoid about whose mike works and
whose doesn’t—does that work any better?

The reason we are meeting today is to take a look at what pro-
grams we have and ways in which we might identify waste, fraud
and abuse that might be in these programs. I know that is a hack-
neyed phrase, but given the size of the Federal Government, given
any project that is at the level of our activity, for anyone who says
that there is no waste or fraud or abuse simply doesn’t realize that
a little bit of an examination will sometimes turn up some inter-
esting behavior.

The current budget resolution for fiscal year 2004 instructed all
congressional Committees to identify waste, fraud and abuse and
report back the findings to the Budget Committee. They will then
analyze and perhaps make some adjustments based on that infor-
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mation. That doesn’t mean Committees in identifying these areas
can’t make changes on their own.

I commend our colleague and Chairman of the Budget Com-
mittee, Mr. Nussle, for his work to protect taxpayers, but basically
all of us are responsible, not just one Committee, for finding waste,
fraud and abuse in our own jurisdiction. In fact, we have done that.
We have taken legislative action to guard the Social Security trust
funds by closing the loophole that allows some government workers
to avoid the government pension offset. We have said that individ-
uals who are fugitive felons and parole violators should not receive
their Social Security benefits. The Committee has acted to imple-
ment improved sharing of new-hire data to ensure unemployment
benefits are properly distributed. Most recently we took legislative
action in H.R. 1, the Medicare Prescription Drug and Moderniza-
tion Act, to reform the Medicare secondary payer system, to halt
improper billing practices, fix the Medicare payment system for
outpatient prescription drugs, and inject a little bit of competitive
bidding structure into the market for durable medical equipment.
These, although sounding modest, would produce $33 billion in sav-
ings.

Joining us today are witnesses from the U.S. General Accounting
Office (GAO), Administration officials, and representatives from
outside groups to help us examine other areas that perhaps we
haven’t focused on. So, we are pleased to have all of you with us
this morning.

Part of the problem is that many of the government programs
within our jurisdiction go back more than half a century or longer,
and so if, in examining these programs, we do want to retain them,
I do think we ought to continue to examine them to make sure that
they are relevant and cost-effective in carrying out the activities
that we continue to support.

With that, I would recognize the gentleman from New York, Mr.
Rangel, for any comments he may wish to make over his micro-
phone.

[The opening statement of Chairman Thomas follows:]

Opening Statement of The Honorable Bill Thomas, Chairman, and a
Representative in Congress From the State of California

As a Committee with jurisdiction over programs that affect and improve the lives
of nearly every American, we have a responsibility to ensure that these programs
operate responsibly and effectively. The reason we’re meeting today is to help iden-
tify waste, fraud and abuse entrenched in the programs we oversee.

The Concurrent Budget Resolution for Fiscal Year 2004 instructed all Congres-
sional Committees to identify waste, fraud and abuse, and then report the findings
back to the Budget Committee. They will analyze the findings and perhaps imple-
ment program reforms. I commend our colleague and Chairman of the Budget Com-
mittee, Mr. Nussle, for his work to protect taxpayers. But removing waste, fraud
and abuse from government programs is all of our responsibilities—it doesn’t just
rest with one Committee.

This Committee has taken legislative action to guard the Social Security Trust
Funds by closing the loophole that allows some government workers to avoid the
Government Pension Offset. We have said that individuals who are fugitive felons
and parole violators should not receive Social Security benefits. The Committee has
acted to implement improved sharing of new hire data to ensure unemployment
benefits are properly distributed.

Most recently, we took legislative action on H.R. 1, the Medicare Prescription
Drug and Modernization Act of 2003, to reform the Medicare secondary payer sys-
tem to halt improper billing practices, fix the Medicare payment system for out-
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patient prescription drugs and inject a little bit of competitive bidding structure into
the market for durable medical equipment. Although sounding modest, we’ve been
told these Medicare reforms, and others, save nearly $33 billion.

Joining us today are witnesses from the General Accounting Office, Administra-
tion officials and representatives from outside groups to help us examine other areas
perhaps we haven’t focused on yet.

Perhaps part of the problem is that many of the government programs within our
jurisdiction are nearly half a century old, or older. As these programs continue to
develop, we retain an ongoing responsibility to guarantee the taxpayer dollars fund-
ing them are spent wisely.

Mr. RANGEL. Thank you, Mr. Chairman. Mr. Chairman, when
I saw the press release from the Budget Committee saying it was
going to root out waste, fraud and abuse in this Administration, I
thought it was put out by the Democratic Campaign Committee.
We got to get to the bottom of all of this criminal activity. I know
it is outside of our jurisdiction, but I don’t know whether you got
the Intelligence Committee listed on this. If you were just talking
about our Committee, I would have thought the Inspector General
would be here from Social Security and someone from the Internal
Revenue Service (IRS), but you have got the U.S. Department of
Justice here. That is serious business, which means we are going
to put someone in jail for fraud and abuse. Mismanagement we ac-
cept over the last few years.

Having said that, I think this is far more serious than just put-
ting people in jail. I am so sorry that Mr. Nussle is not here be-
cause what a time to be the Chairman of the Budget Committee.
We got a $450 billion deficit, and we got the GAO in front of us.
This is going to be very interesting as you share with us, Mr. Walk-
er, how we can balance the budget, because I know that is why you
are here.

Now, somehow I think that through this testimony we are going
to send a letter to the Chairman of the Budget Committee saying
somehow we will be saving $71.4 billion. This could be the most
important hearing that you have ever called, Mr. Chairman, be-
cause if we have these hearings every month, for the next few
years imagine how dramatically we can really eliminate the deficit.
All you have to do is send a letter to Nussle when he is here, and
then at the end of the day we would have rooted out not only cor-
ruption in government, but saved a lot of money.

Mr. Chairman, we got serious things to do. We got to take care
of our foreign sales corporation problems, we got to try to see
whether we can bring our conferees closer together on Medicare.
You and I are going to have to stop the other committees from tak-
ing Medicaid and making that a block grant. We've got to bring
peace in the Middle East. We've got a lot of things to do. If you
want to send a letter to Mr. Nussle, I assure you the Democrats
on our side would agree with you. We will support you, send him
a letter, say, what have you to say? These letters have no con-
sequence on us politically or on the economy.

I am a little embarrassed to be here, but in all due respect to
our witnesses, I hope you will get immunity from any names that
you might feel free to identify—people involved in waste, fraud and
abuse. I hope the Department of Justice will take the time out,
having been a Federal prosecutor myself, not to give us broad gen-
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eral terms and not to get involved in the accounting of how much
savings we got to have by putting people in jail. That you should
do without the encouragement of our Committee, but if the Depart-
ment of Justice is here to talk about fraud—fraud, waste and
abuse, I want names. I don’t want departments and agencies just
to be humiliated and just to be insulted with a broad brush. We
want names, we want to put people in jail, and if this works, who
knows, we may have something to do with the Intelligence Com-
mittee, and we all can move forward.

I wondered why so many Members were absent today, Mr. Chair-
man, until I looked at the agenda, and I know you want to be here
just as badly as I do, so let’s get on with it, and thank you for this
opportunity.

Chairman THOMAS. The Chair thanks the gentleman from New
York for his unbridled enthusiasm. One of the things we all know
is that people who may be well-intentioned, but are involved in
waste, fraud and abuse aren’t always involved in criminal activity.

It is my pleasure to start the hearing off with introducing our
seventh Comptroller General of the United States, who does serve
a 15-year term, which clearly insulates and isolates him to a very
grﬁ?t degree from the political winds that may be blowing hot or
cold.

I believe you are finishing the first one-third of your term. Just
let me say briefly from his biography, that GAO’s mission is to help
improve the performance and assure the accountability of the Fed-
eral Government for the benefit of the American people, and if that
is what your duty is as head of the GAO, I can think of no more
appropriate hearing than this one to invite you to, Mr. Walker. It
is a pleasure to have you in front of the Committee once again. Any
written testimony you may have will be made a part of the record.
You may address us as you see fit for the time that you have.
Thank you very much.

STATEMENT OF THE HONORABLE DAVID M. WALKER, COMP-
TROLLER GENERAL OF THE UNITED STATES, U.S. GENERAL
ACCOUNTING OFFICE; ACCOMPANIED BY MIKE BROSTEK,
DIRECTOR FOR TAX ISSUES, LESLIE ARONOVITZ, DIRECTOR
FOR HEALTHCARE, AND BARBARA BOVBJERG, DIRECTOR
OF EDUCATION, WORKFORCE, AND INCOME SECURITY

Mr. WALKER. Thank you, Chairman Thomas, Ranking Member
Rangel and other Members of the Committee. I do appreciate the
opportunity to be here as an officer of the United States in the leg-
islative branch. The GAO and I take seriously our responsibility to
try to help the Congress discharge its constitutional responsibilities
and to improve the performance and assure the accountability of
the government for the benefit of the American people.

Today’s hearing is about fraud, waste, abuse and mismanage-
ment. I will touch on that, but I also want to touch on a broader
perspective as well. Let me summarize.

The Federal Government is the largest, the most complex, the
most diverse, and arguably the most important entity on the face
of the Earth, bar none. With an entity like that, waste, fraud,
abuse and mismanagement will never be zero, but we should have
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zero tolerance for it, and we should try to do everything that we
can to minimize fraud, waste, abuse, and mismanagement.

Even if we do everything that we can, and I will give you several
examples of where I think additional action is necessary, it won’t
be enough to close our large fiscal gap and our structural deficit.
We are going to have to look at how we can do things more eco-
nomically, more efficiently and more effectively, and we are going
to have to ask some tough questions about what is the proper role
of the Federal Government in the 21st century, how should the
government do business in the 21st century, and in some cases who
should do its business, because there is a huge difference between
wants, needs, affordability and sustainability looking into the fu-
ture.

With that, let me go into the three tiers and give you a few ex-
amples, then open it up for questions and answers, Mr. Chairman.

This Committee has jurisdiction over some incredibly important
programs to the American people: Social Security, including its
sub-elements such as the disability insurance program; Supple-
mental Security Income (SSI); Medicare; Temporary Assistance for
Needy Families (TANF); and also jurisdiction over the tax system,
including the many different tax preferences. You have a huge re-
sponsibility, and obviously periodically conducting oversight over
this portfolio is a very, very critical element to try to help deal with
our structural deficit and growing fiscal gap.

I have with me today several executives from GAO who can get
into more detail if you would like through the question and answer
period, but let me hit the highlights and give you examples of the
three categories that I mentioned.

First with regard to fraud, waste, abuse and mismanagement, I
will give three examples. Many more are in our testimony. In the
SSI Program additional efforts are necessary in order to try to deal
with overpayments to individuals who are violating residency re-
quirements; in other words, they are citizens of the United States,
but they are not resident domestically, therefore they should not be
eligible for these benefits, but are receiving these payments.

Secondly, with regard to the Medicare Program. Much progress
has been made to reduce improper payments from over $20 billion
a year to approximately $13 billion a year, but needless to say,
much more progress needs to be made in order to deal with that
issue.

On tax compliance, both on the individual and the corporate side,
there is a need to strengthen enforcement and to provide for more
accountability, both as it relates to the individual side, such as
earned income tax credit (EITC), as well as corporate tax shelters
and employment taxes.

With regard to economy, efficiency and effectiveness, this Com-
mittee has taken steps on the government pension offset provision
as it relates to Social Security, which is a positive step. Disability
claims must also be improved. Disability programs represent only
about 20 percent of Social Security Administration’s (SSA) benefit
expenses but take up about 55 percent of SSA’s administrative
costs. With regard to the Medicare Program, opportunities for addi-
tional competitive contracting for claims administrators; oppor-
tunity to improve pricing with regard to prescription drugs; the
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need to look at reasonable reimbursement payments for home
health care; and the need to hold contractors, third-party adminis-
trators who administer health care claims, more accountable for
their actions. Clearly there are a range of tax preferences that
could and should be looked at.

As far as fundamental reassessment, reexamination of the gov-
ernment’s role in programs, the Federal disability programs were
designed for 50 years ago. The world has changed. Fundamentally
they need to be reviewed, reexamined, and reengineered for the
modern world and looking forward.

Medicare is not sustainable in its present form. The Hospital In-
surance Trust Fund alone has a $5.9 trillion discounted present
value gap. That is only one part of Medicare. Tax preferences, some
of which were implemented years ago, may or may not be achieving
their intended purpose, including tax preferences for health care,
which comprise over $100 billion per year.

In summary, Mr. Chairman, the Chinese have a curse that says
may you live in interesting times. We clearly do, but I would prefer
not to look at this as a curse, but as a challenge and an oppor-
tunity. Tackling fraud, waste, abuse and mismanagement is tough
work, but it needs to be done, because if there is fraud, waste, or
abuse, it means that we have less money to benefit intended bene-
ficiaries, and it means our fiscal challenges are even greater.

This will not be enough. We will have to address economy, effi-
ciency, and effectiveness, and engage in a fundamental review and
reassessment of government policies, programs, and activities.
Hard work will be required. Tough choices will have to be made.
We also need to quit digging, because the hole is getting deeper
with regard to our fiscal gap.

Thank you, Mr. Chairman. I would be happy to answer any ques-
tions you may have, and needless to say, GAO stands ready to help
this Committee and other committees in addressing these issues.

[The prepared statement of Mr. Walker follows:]

Statement of The Honorable David M. Walker, Comptroller General of the
United States, U.S. General Accounting Office

Mr. Chairman, Mr. Rangel, members of the Committee.

It is a pleasure to be here today as you deal with one of your important obliga-
tions—to exercise oversight over the use of taxpayer funds. No government should
waste its taxpayers’ money, whether we are operating during a period of budget sur-
pluses or deficits. And, as you all recognize, waste, fraud, abuse, and mismanage-
ment are not victimless activities. Our resources are not unlimited, and when they
are diverted for inappropriate, illegal, inefficient, or ineffective purposes, both tax-
payers and legitimate program beneficiaries are cheated. Both the Administration
and the Congress have an obligation to safeguard benefits for those that deserve
them and avoid abuse of taxpayer funds by preventing such diversions. Beyond pre-
venting obvious abuse, government also has an obligation to modernize its priorities,
practices, and processes so that it can meet the demands and needs of today’s
changing world. More broadly, the Federal Government must reexamine the entire
range of policies and programs—entitlements, discretionary spending, and tax pref-
erences [11—in the context of the 21st century. Both the Congress and the executive

[ In this testimony the term “tax preferences” is used to describe provisions in the tax code
sometimes referred to as “tax incentives” or “tax expenditures.” “Tax expenditures” are defined
under the Congressional Budget and Impoundment Control Act of 1974 as “revenue losses at-
tributable to provisions of the Federal tax laws which allow a special exclusion, exemption, or
deduction from gross income or which provide a special credit, a preferential rate of tax, or a
deferral of tax liability.” The Joint Committee on Taxation describes tax expenditures as includ-
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branch have a fiduciary and stewardship obligation to gain control over our fiscal
future.

Periodic reexamination and revaluation of government activities has never been
more important than it is today. Our nation faces large and growing long-term fiscal
challenges. Increased pressure also comes from world events: both from the recogni-
tion that we cannot consider ourselves “safe” between two oceans—which has in-
creased demands for spending on homeland security—and from the U.S. role in an
increasingly interdependent world. Government also faces increased demands from
the American public for modern organizations and workforces that are results-ori-
ented, capable, responsive, agile, and accountable.

This committee has jurisdiction over some of the most important programs in the
Federal Government: Social Security—including related programs such as SSI—
Medicare, and TANF. As the committee with jurisdiction over our tax system—over
raising the revenue to finance government’s activities—you also oversee the growing
number of “programs” conducted through the tax code in the form of tax pref-
erences. By anyone’s definitions, your oversight agenda is massive. It is important
that you take it seriously. Today’s hearing is a positive step in this regard.

And, of course, as everyone on this committee knows well, today discretionary
spending makes up less than 40 percent of the budget. Net interest and other man-
datory spending(2—including the programs under your control—represent over 60
percent of the federal budget. Figure 1 shows the composition of federal spending
in 2003. Including the Iraq war supplemental mandatory spending makes up 54 per-
cent of the budget—up from 25 percent in 1963 before the creation of Medicare and
45 percent in 1983.[131 If you look only at programmatic spending (i.e., excluding in-
terest on the debt) the shares are 58 percent mandatory and 42 percent discre-
tionary.

Figure 1: Composition of Federal Spending, 2003

O Diszreat iomary tard= ary O Hat irterest

Source: GAO analysis of data from the Congressional Budget Office.

Note: Includes $41 billion in discretionary spending and about $1 billion in
mandatory spending for the Iraq war supplemental. Includes $11 billion in
mandatory spending for the 2003 tax cut package.

Direct, or mandatory, spending programs and tax preferences are by definition as-
sumed in the baseline and not automatically subject to annual congressional deci-
sions as are appropriated discretionary programs. In our view, a periodic reassess-
ment of these programs and tax preferences is critical to achieving fiscal discipline
in the budget as a whole. Moreover, such a review can help ascertain whether these

ing any reductions of income tax liabilities that result from special tax provisions or regulations
that provide tax benefits to particular taxpayers.

[21 While Social Security and Medicare are the largest direct spending or mandatory programs,
this category also includes such others as farm price supports, insurance programs, food stamps,
TANF block grants to the states, federal civilian and military pension and health.

[31 Excluding the Iraq war supplemental the figures are 56 percent mandatory and 37 percent
discretionary.



10

programs are protected from the risk of fraud, waste, and abuse, and are designed
to be as economical, efficient, and effective as possible.

As you know, the Budget Resolution directs GAO to prepare a report identifying
“Instances in which the committees of jurisdiction may make legislative changes to
improve the economy, efficiency, and effectiveness of programs within their jurisdic-
tion.” My testimony draws in part on some of the items that will be included in that
report, which is due August 1, 2003. You asked me today to focus on several areas
within this Committee’s jurisdiction: Social Security and disability, unemployment
insurance, Medicare, and tax preferences and compliance activities.

With me today are four GAO Directors with detailed knowledge in these areas:
Barbara Bovbjerg of our Education, Workforce and Income Security Team [Social se-
curity, disability], Leslie Aronovitz and Laura Dummit of our Health Care Team
[Medicare] and Michael Brostek who is a Tax Director in our Strategic Issues Team.

In this testimony, I will discuss program reviews, oversight, and stewardship of
taxpayer funds on three levels:

¢ First are those areas vulnerable to fraud, waste, abuse, and mismanagement.
Payments to ineligibles drain resources that could otherwise go to the intended
beneficiaries of a program. Everyone should be concerned about the diversion
of resources and subsequent undermining of program integrity.

¢ Second, and more broadly, policymakers and managers need to look at ways to
improve the economy, efficiency, and effectiveness of federal functions, pro-
grams, and policies—including specific tax preferences. Even where we agree on
the goals, numerous opportunities exist to streamline, target, and consolidate
programs to improve their delivery. This means looking at program consolida-
tion, at overlap, and at fragmentation. It means improved targeting in both
spending programs and tax preferences.

* Finally, a fundamental reassessment of government programs, policies, and ac-
tivities can help weed out programs that are outdated, ineffective,
unsustainable, or simply a lower priority than they used to be. In most federal
mission areas national goals are achieved through the use of a variety of tools
and, increasingly, through the participation of many organizations, such as
state and local governments and international organizations, that are beyond
the direct control of the Federal Government. Government cannot accept as
“givens” all of its existing major programs, policies, and operations. A funda-
mental review, reassessment, and reprioritization of what the Federal Govern-
ment does, how it does it, and in some cases, who does the government’s busi-
ness will be required, particularly given the demographic tidal wave that is
starting to show on our fiscal horizon.

Before turning to the three program areas on which you asked us to focus today,
let me briefly discuss each of the three levels of review.

Addressing Vulnerabilities to Fraud, Waste, Abuse, and Mismanagement

Programs and functions central to national goals and objectives have been ham-
pered by daunting financial and program management problems, exposing these ac-
tivities to fraud, waste, abuse, and mismanagement. These weaknesses have real
consequences with large stakes that are important and visible to many Americans.
Some of the problems involve the waste of scarce federal resources. Other problems
compromise the ability of the Federal Government to deliver critically needed serv-
ices, such as ensuring airline safety and efficiently collecting taxes. Still others may
undermine government’s ability to safeguard critical assets from theft and misuse.

In recent years, GAO’s work across the many areas of government program and
operations has highlighted threats to the integrity of programs which prompt poten-
tial for fraud, waste, abuse, and mismanagement. As the sections in this testimony
on social security programs and unemployment insurance, health care, and tax
issues illustrate, much of our work for the Congress is in fact dedicated to helping
redesign programs and improve management to address these long standing prob-
lems, in areas ranging from uncollected taxes—both corporate and individual—to
critical entitlement programs that provide health and social services.

In 1990, GAO began a program to report on government operations we identified
as “high risk.” This label has helped draw attention to chronic, systemic perform-
ance and management shortfalls threatening taxpayer dollars and the integrity of
government operations. Over the years GAO has made many recommendations to
improve these high-risk operations. We discovered that the label often inspired cor-
rective action—indeed 13 areas have come off the list since its inception. For each
of these areas, we focus on (1) why the area is high-risk; (2) the actions that have
been taken and that are under way to address the problem since our last update
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report and the issues that are yet to be resolved; and (3) what remains to be done
to address the risk.

In January of this year we provided an update for the 108th Congress, giving the
status of high-risk areas included in our January 2001 report and identifying new
high-risk areas warranting attention by the Congress and the administration.l4]
GAO’s 2003 high-risk list is shown in Attachment I. This Committee has jurisdiction
over a number of these areas. Lasting solutions to high-risk problems offer the po-
tential to save billions of dollars, dramatically improve service to the American pub-
lic, strengthen public confidence and trust in the performance and accountability of
our national government, and ensure the ability of government to deliver on its
promises. We have noted that continued congressional interest and oversight, such
as that exemplified by this hearing today are of crucial importance. In addition, per-
severance by the administration in implementing needed solutions is needed. The
administration has looked to our recommendations in shaping government-wide ini-
tiatives such as the President’s Management Agenda, which has at its base many
of the areas we have previously designated as high risk.

Clearly progress has been made in addressing most of the areas on our current
high risk list, both through executive actions and congressional initiatives. However,
many of these problems and risks are chronic and long standing in nature and their
ultimate solution will require persistent and dedicated efforts on many fronts and
by many actors over a period of time. Some will require changes in laws to simplify
or change rules for eligibility, provide improved incentives or to give federal agen-
cies additional tools, such as additional tools to track and correct improper pay-
ments. Continued progress in improving agencies’ financial systems, information
technology, and human capital management will be vital in attacking and miti-
gating risks to federal program integrity. Some areas may indeed require additional
investments in people, process, and technology to provide effective information, over-
sight, and enforcement that protects programs from abuse. Ultimately, a trans-
formation will be needed in the cultures and operations of many agencies to permit
them to manage risks and foster the kind of sustained improvements in program
operations that is called for. Continued persistence and perseverance in addressing
the high-risk areas will ultimately yield significant benefits for the taxpayers over
time. Finding lasting solutions offers the potential to achieve savings, improve serv-
ices, and strengthen public trust in government.

Improving Economy, Efficiency, and Effectiveness

Important as safeguarding funds from fraud, waste, abuse, and mismanagement
is, I believe that for long-lasting improvements in government performance the Fed-
eral Government needs to move to the next step: to pursue widespread opportunities
to improve the economy, efficiency, and effectiveness of existing federal goals and
program commitments. The basic goals of many federal programs—both mandatory
and discretionary—enjoy broad support. That support only makes it more important
for us to pay attention to the substantial opportunities to improve cost effectiveness
and the delivery of services and activities. No activity should be exempt from some
key questions about its design and management.

Key Questions for Program Oversight

¢ Is the program targeted appropriately?

¢ Does the program duplicate or even work at cross purposes with related pro-
grams and tools?

e Is the program financially sustainable and are there opportunities for insti-
tuting appropriate cost sharing and recovery from nonfederal parties including
private entities that benefit from federal activities?

¢ Can the program be made more efficient through reengineering or streamlining
processes or restructuring organizational roles and responsibilities?

¢ Are there clear goals, measures and data with which to track progress, results
costs, and benefits?

GAO’s work illustrates numerous examples where programs can and should be
changed to improve their impact and efficiency.

For example, our work has shown that scarce federal funds could have a greater
impact on program goals by improving their targeting to places or people most in
need of assistance. Poorly targeted funding can result in providing assistance to re-
cipients who have the resources and interest to undertake the subsidized activity
on their own without federal financing. Moreover, lax eligibility rules and controls

[41U.S. General Accounting Office, High-Risk Series: An Update, GAO-03-119 (Washington,
D.C.: January 2003).
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can permit scarce funds to be diverted to clients with marginal needs for program
funds. Federal grant programs with formula distributions to state and local govern-
ments could be better targeted to places with high needs but low fiscal capacity.
Other programs should be re-examined for perverse incentives (e.g. flood insurance,
which provides an incentive to rebuild in areas vulnerable to flooding).

GAO’s work over the years has also shown that numerous program areas are
characterized by significant program overlap and duplication. In program area after
program area, we have found that unfocused and uncoordinated programs cutting
across federal agency boundaries waste scarce resources, confuse and frustrate tax-
payers and beneficiaries and limit program effectiveness.

And finally, the allocation of costs that once made sense when programs were cre-
ated needs to be periodically reexamined to keep up with the evolution of markets.
In some cases, private markets and program beneficiaries can play greater roles in
financing and delivery of program services.

Reassessing What Government Does

I have talked about the need to protect taxpayer dollars from fraud, waste, abuse,
and mismanagement and about the need to take actions improving the economy, ef-
ficiency, and effectiveness of government programs, policies, and activities. However,
to meet the challenges of today and the future, we must move beyond these levels
to undertake a more fundamental reassessment of what government does and how
it does it.

In part, this requires looking at current federal programs—both spending and
tax—in terms of their goals and results. Why does the program/activity exist? Is the
activity achieving its intended objective? If not, can it be fixed? If so, how? If not,
what other approaches might succeed in achieving the goal/objective? More fun-
damentally, even if a program or activity is achieving its stated mission—or can be
“fixed” so that it does so—where does it fit in competition for federal resources? Are
the taxpayers getting a good “return on investment” from the program? Is its pri-
ority higher or lower today given the nation’s evolving challenges and fiscal con-
straints?

A fundamental reassessment also requires asking whether an existing program,
policy, or activity “fits” the world that we face today and will face in the future. It
is important not to fall into the trap of accepting all existing activities as “givens”
while subjecting new proposals to greater scrutiny than existing ones undergo.
Think about how much the world has changed in the past few decades and how
much it will change in future years. We need a fundamental reassessment and re-
consideration of “the base.” We need to ask: What is the purpose? What tools are
used? What resources? What are the results? What are the costs and benefits? Who
benefits? What other programs or activities exist in the same area or with the same
goal? How do they compare?

I do not need to tell this Committee that any discussion about the role of the Fed-
eral Government, about the design and performance of federal activities, and about
the near-term federal fiscal outlook takes place within the context of two dominating
facts: a demographic tidal wave is on the horizon, and it, combined with rising
health care costs, threatens to overwhelm the nation’s fiscal future. The numbers
do not add up. The fiscal gap is too great for any realistic expectation that the coun-
try can grow its way out of the problem. Figure 2 is just one illustration of this.
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Figure 2: Composition of Federal Spending as a Share of GDP
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Note: Assumes currently scheduled Social Security benefits are paid in full
throughout the simulation period.

Now, Mr. Chairman, Mr. Rangel, members of the Committee, let me turn to each
of the areas that are the subject of this hearing: Social Security programs and un-
employment insurance, Medicare, and tax compliance activities and preferences. In
each of these areas the three levels of review I described are relevant: vulnerability
to fraud, waste, abuse, and mismanagement; improvements in economy, efficiency,
and effectiveness; and, finally, re-examining what government does, how it does
business, and sometimes who does the government’s business. Needless to say, I will
not be discussing all the challenges faced in these program areas or by the depart-
ments and agencies that administer them.

SOCIAL SECURITY PROGRAMS

The Social Security Administration (SSA) faces a number of difficult management
and policy challenges. This Committee has shown great leadership in pressing SSA
to address such concerns, and indeed has achieved many management improve-
ments that have saved millions of dollars, but much remains to be done. First, the
agency needs to ensure the integrity of its three programs—Old Age and Survivors
Insurance (OASI), Disability Insurance (DI), and Supplemental Security Income
(SSI). In particular, it needs to provide continuing management attention to prob-
lems in the SSI program, including monitoring new initiatives to correct program
weaknesses, and addressing the continuing problem of program complexity. Second,
SSA must focus on improving the economy, efficiency, and effectiveness of these pro-
grams. SSA urgently needs to address the disappointing results of its efforts to im-
prove the disability claims process it currently uses. Further, the Government Pen-
sion Offset (GPO) and the Windfall Elimination Provision (WEP) both need atten-
tion to assure they are administered effectively and equitably. Third and finally,
SSA must focus on modernizing its disability programs. GAO has placed modern-
izing federal disability programs on its high-risk list in recognition of the trans-
formation these programs must undergo to serve the needs of 21st century Ameri-
cans.

SSA Needs to Continue to Strengthen the Integrity of the SSI Program of
SSA’s Programs

SSI is the nation’s largest cash assistance program for the poor. The SSI program
poses a special challenge for SSA because, unlike its insurance programs (OASI and
DI), SSI is a means-tested program. For this reason, SSA must collect and verify
information on income, resources, and recipient living arrangements to determine
initial and continuing eligibility for the program.

We designated SSI a high-risk program in 1997, after several years of reporting
on specific instances of abuse and mismanagement, increasing overpayments, and
poor recovery of outstanding SSI overpayments. In response to our high-risk des-
ignation, SSA made sufficient progress in improving SSI’s financial integrity and
management to warrant removing its high-risk designation earlier this year. SSA’s
actions included developing a major legislative proposal with numerous overpay-
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ment deterrence and recovery provisions. Many of these provisions were incor-
porated into the Foster Care Independence Act, which passed in 1999 thanks to the
leadership of this Committee. The act directly addresses a number of our prior rec-
ommendations and provides SSA with additional tools to prevent and recover over-
payments. SSA also took a number of internal administrative actions to strengthen
SSI program integrity, many in response to GAO recommendations.[5! These include
using tax refund offsets for collecting SSI overpayments and more frequent auto-
mated matches to identify ineligible SSI recipients living in nursing homes and
other institutions.

Although SSA’s current initiatives demonstrate a stronger management commit-
ment to SSI integrity and have the potential to significantly improve program man-
agement, challenges remain. In prior work, we have reported that SSI living ar-
rangement and in-kind support and maintenance policies used by SSA to calculate
eligibility and benefit amounts were complex, prone to error, and a major source of
overpayments.l®] We also recommended that SSA develop options for simplifying the
program. Although SSA is considering various options, it has not moved forward in
recommending specific proposals for change.

Our current work, to be issued by the end of this month for the Human Resources
Subcommittee, suggests that some of these complex policies—such as living arrange-
ments—remain a problem. In recent years, SSA has identified a general increase
in the amount of annual overpayments made to (1) individuals who are found to
have violated program residency requirements, or (2) recipients who leave the
United States and live outside the country for more than 30 consecutive days with-
out informing SSA. The Social Security Act requires that an individual be a resident
of the United States to be eligible for SSI benefits.[7] SSA guidelines define a resi-
dent as a person who has established a dwelling in the United States with the in-
tent to live in the country. The Act also stipulates that no individual is eligible for
SSI benefits for any full month that the individual is outside the United States.[8
Further, an individual who is outside the United States for 30 consecutive days can-
not be eligible for SSI benefits until he or she has been back in the country for 30
days. SSA detected overpayments of $118 million for residency violations between
1997 and 2001, but interviews with OIG and agency officials suggest that the agen-
cy detects only a portion of the violations that occur each year, at least in some
parts of the country.

We identified three kinds of weaknesses which impede SSA’s ability to detect and
deter residency violations: First, in asking SSI recipients about their current resi-
dence, field staff often rely on recipients’ own assertions and may accept only mini-
mal documentation from them, such as rent receipts and statements from neighbors
or clergy. Recipients who wish to misreport their residency can manipulate such
documents. Second, the agency makes limited use of tools at its disposal to detect
possible violators. For example, while SSA routinely employs a risk analysis system
to identify SSI recipients who are more likely to incur overpayments, it does not use
this tool to specifically consider and target potential residency violators. Finally,
SSA has not adequately pursued the use of independent, third party data, such as
recipient bank account information, to help detect residency violations. Although
SSA is currently working with an independent contractor to obtain access to SSI re-
cipients’ financial data, the agency plans to use the information only to verify their
financial resources. It does not plan to use the information to detect those who may
be living and making financial transactions outside the United States for extended
periods of time.

As a consequence of the SSI program’s problems, we believe that sustained man-
agement attention continues to be necessary to improve SSI program integrity. Fol-
lowing our most recent review of SSA’s progress,[® the agency agreed with our rec-
ommendations to (1) sustain and expand its program integrity activities underway
and continue to develop additional tools to improve program operations and man-
agement, (2) identify and move forward with implementing cost-effective options for
simplifying complex policies, (3) evaluate current policies for applying penalties for
individuals who fail to report essential eligibility information and remove barriers

[51U.S. General Accounting Office, Supplemental Security Income: Action Needed on Long-
Standing Problems Affecting Program Integrity, GAO/HEHS-98-158 (Washington, D.C.: Sept.
14, 1998).

(6l GAO/HEHS-98-158.

M See 42 U.S.C. sec. 1382c(a)(1)(B)3).

(8 See 42 U.S.C. sec. 1382(f).

[91U.S. General Accounting Office, Supplemental Security Income: Progress Made in Detecting
and Recovering Overpayments, but Management Attention Should Continue, GAO-02-849
(Washington, D.C.: Sept. 16, 2002).
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to their use and effectiveness, and (4) reexamine its policies for waiving recovery
of SSI overpayments

Improving the Economy, Efficiency, and Effectiveness of SSA’s Programs

As important as ensuring the integrity of SSA’s programs is, the agency also faces
difficult challenges in improving the economy, efficiency, and effectiveness of its pro-
grams, including administering certain provisions of the Social Security Act such as
the Government Pension Offset (GPO) and the Windfall Elimination Provision
(WEP). Most importantly, the agency must place greater emphasis on improving its
flawed disability claim process.

Administration of the Government Pension Offset and Windfall Elimination
Provision Remains a Concern

The GPO and the WEP reduce Social Security benefits for those who receive non-
covered pension benefits.[10] The GPO affects spouse and survivor benefits and the
WEP affects retired worker benefits. Both provisions depend on having complete
and accurate information on receipt of noncovered pension benefits. However, such
information is not always available for the state and local pension plans that do not
participate in Social Security. In particular, our prior work found that SSA is often
unable to determine whether applicants should be subject to the GPO and WEP be-
cause it does not have access to any independent source of noncovered pension infor-
mation. Thus, both the GPO and WEP have proven difficult for SSA to administer.
To help correct this situation, we previously recommended that SSA work with the
Internal Revenue Service (IRS) to revise the reporting of pension information on
IRS Form 1099R, so that SSA would be able to identify people receiving a pension
from noncovered employment, especially in state and local governments.[!] How-
ever, IRS does not believe it can make the recommended change without new legis-
lative authority. Thus, in a recent testimony before the Ways and Means Social Se-
curity Subcommittee, we recommended that the Congress consider giving the Serv-
ice the authority to collect this information.[12 We estimate that millions of dollars
in reduced overpayments could be achieved by implementing such payment controls.

In addition to this administrative problem, we continue to be concerned about the
GPO “last day” exemption. As you know, the GPO prevents workers from receiving
a full Social Security spousal benefit on top of a pension earned from government
employment not covered by Social Security. However, the law provides an exemption
from the GPO if an individual’s last day of state/local employment is in a position
that is covered by both Social Security and the state/local government’s pension sys-
tem. In a recent study, we found instances where individuals performed work in So-
cial Security covered positions for short periods to qualify for the GPO last-day ex-
emption. The practices we identified in Texas and Georgia alone could increase long-
term benefit payments from the Social Security Trust Fund by $450 million. In re-
sponse to a recommendation we made, this committee—and subsequently the full
House—passed the Social Security Protection Act of 2003 (H.R. 743), which includes
a provision to lengthen the time period to qualify for the GPO exemption from 1
day to 5 years. The bill is still pending in the Senate, and if passed, will narrow
this loophole significantly.

Efforts to Improve the Disability Claims Process Have Been Disappointing

SSA’s disability determination process is time-consuming, complex, and expensive.
Although the agency has been working for years to improve this process, ensuring
the quality and timeliness of its disability decisions remains one of SSA’s greatest
unmet challenges. Individuals initially denied benefits by SSA who appeal their
claims may wait a year or more for a final decision on their eligibility. These long
waits result, in part, from complex and fragmented decision-making processes that
are laden with many layers of reviews and multiple handoffs from one person to an-
other. The demanding nature of the process can be seen in the cost of administering
the DI and SSI programs. Although SSI and DI program benefits account for less

[19 Social Security’s provisions regarding public employees are rooted in the fact that about
one-fourth of them do not pay Social Security taxes on the earnings from their government jobs.
Even though these noncovered employees may have many years of earnings on which they do
not pay Social Security taxes, they can still be eligible for Social Security benefits based on their
spouses’ or their own earnings in covered employment.

[111See U.S. General Accounting Office, Social Security Administration: Better Payment Con-
trols for Benefit Reduction Provisions Could Save Millions, GAO/HEHS-98-76 (Washington,
D.C.: Apr. 30, 1998).

[121 See U.S. General Accounting Office, Social Security: Issues Relating to Noncoverage of Pub-
lic Employees, GAO-03—-710T (Washington, D.C.: May 1, 2003).
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than 20 percent of SSA’s total benefit payments, they consume nearly 55 percent
of the annual administrative resources.

SSA has also had difficulty ensuring accurate and consistent decisions regarding
a claimant’s eligibility for disability benefits across all levels of the decision-making
process. Our work shows that in fiscal year 2000, about 40 percent of the applicants
whose cases were denied at the initial level appealed this decision and about two-
thirds of those who appealed were awarded benefits at a hearing.[13] The large pro-
portion of cases awarded benefits at the hearings level and the potential inconsist-
ency of decisions at these two levels has raised questions about the fairness, integ-
rity, and cost of SSA’s disability programs.

SSA is at a crossroads in its efforts to redesign and improve its disability claims
process. SSA’s new Commissioner has acknowledged the limited progress to date,
has made the issue one of the agency’s priorities, and has taken the first steps to
address this problem. However, as we testified in May 2002, the agency’s past expe-
rience may argue for SSA to undertake a new and comprehensive analysis of the
fundamental issues impeding progress.[14 Such an analysis should include reas-
sessing the root causes contributing to the programmatic weaknesses in the agency’s
disability determination process that we noted earlier. The outcome of this analysis
may, in some cases, require legislative changes to the disability determination proc-
ess.

Reassessing What Government Does: Disability Programs Must be
Modernized

Although SSA’s disability claims process requires urgent management attention,
the policies underlying federal disability programs also require transformation. Fed-
eral disability programs represent an example of a disconnect between program de-
sign and today’s world—a disconnect great enough to warrant our designation as
a high-risk area this year.[15] Already growing, SSA’s disability programs are poised
to surge as baby-boomers age, yet the programs remain mired in outdated economic,
workforce, and medical concepts and are not well positioned to provide meaningful
and timely support to Americans with disabilities. These outdated concepts persist
despite scientific advances and economic and social changes that have redefined the
relationship between impairments and the ability to work. In addition, while SSA
has taken some steps in trying to return beneficiaries to work, it has not developed,
as we have recommended, a comprehensive return-to-work strategy that focuses on
identifying and enhancing beneficiaries’ work capacities.

Over the last 10 years, the number of working-age beneficiaries of the DI and SSI
programs has increased by 38 percent even as changes in medicine, technology, soci-
ety, and the nature of work have increased the potential for some people with dis-
abilities to return to, or remain in, the labor force. In addition, legislative changes
have also focused on returning disability beneficiaries to work. Specifically, the
Americans with Disabilities Act of 1990 supports the premise that people with dis-
abilities can work and have the right to work and the Ticket to Work and Work
Incentives Improvement Act of 1999 increased beneficiaries’ access to vocational
services.

About 12 years ago, SSA began reviewing relevant medical advances and updating
the criteria used to evaluate disability claims.[26] SSA’s efforts to update the criteria
were curtailed in the mid-1990s by staff shortages, competing priorities, and lack
of adequate research on disability issues. The updates resumed in 1998, but
progress has been slow and the lengthy time frames could undermine the very pur-
pose of an update.

Using outdated information calls into question the validity of disability decisions
and raises the risk of overcompensating some individuals while under compensating
or inappropriately denying compensation entirely to others. SSA needs to reexamine
the criteria—both medical and vocational—it uses to determine whether individuals
are eligible for benefits.

Even if SSA modernizes its criteria, it will continue to face difficulties in return-
ing beneficiaries to work, in part, due to weaknesses in the design of the disability

[131 U.S. General Accounting Office, Social Security Disability: Efforts to Improve Claims Proc-
ess Have Fallen Short and Further Action is Needed, GAO-02-826T (Washington, D.C.: June
11, 2002).

[141U.S. General Accounting Office, Social Security Administration: Agency Must Position Itself
Now to Meet Profound Challenges, GAO-02—-289T (Washington, D.C.: May 2, 2002).

151 GAO-03-119.

[16] These updates include adding or dropping conditions that qualify one for benefits, modi-
fying the criteria needed to establish the presence and severity of certain medical conditions,
and wording changes for clarification and guidance in decision making.
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programs.[17] The current process produces a strong incentive for applicants to es-
tablish their inability to work to qualify for benefits. Moreover, instead of receiving
assistance to stay in the workforce or return to work—and thus to stay off the long-
term disability rolls—an individual can obtain assistance through DI or SSI only by
proving his or her inability to work. And even in its efforts to redesign the decision-
making process, SSA has yet to incorporate into these initiatives an evaluation of
what an individual may need to return to work.

Although the agency has taken a number of actions to improve its return-to-work
practices, it has achieved poor results in this arena and few DI and SSI bene-
ficiaries leave the disability rolls to work. As we have recommended previously, SSA
still needs to move forward in developing a comprehensive return-to-work strategy
that integrates, as appropriate, earlier intervention, including earlier and more ef-
fective identification of work capacities and the expansion of such capacities by pro-
viding essential return-to-work assistance for applicants and beneficiaries.[18]

Modernizing and fully incorporating work-oriented policies in the disability pro-
grams requires fundamental change, such as revisiting the programs’ basic orienta-
tion. Such a reorientation would require examining complex program design issues
such as beneficiaries’ access to medical care and assistive technologies, the benefits
offered and their associated costs, mechanisms to return beneficiaries to work, as
well as the integration of SSA’s programs with other programs and policies affecting
people with disabilities. Success in implementing fundamental change to the ori-
entation of the disability programs will be dependent upon consultation and co-
operation between the executive and legislative branches as well as cross-agency ef-
forts, and will likely require statutory as well as regulatory action.

UNEMPLOYMENT INSURANCE

We have identified program integrity weaknesses similar to those we have identi-
fied in the SSI program in another program that falls under this committee’s juris-
diction: the Department of Labor’s (Labor) Unemployment Insurance (UI) program.
We found problems at both the federal and state level that contribute to overpay-
ments in this program, including an insufficient balance between the need to proc-
ess and pay UI claims in a timely manner with the need to control program pay-
ments.

Of the $30 billion in Ul benefits paid in calendar year 2001, Labor estimates that
a total of about $2.4 billion in overpayments occurred, including about $577 million
(24 percent) attributable to fraud or abuse. Overpayments in the Ul program result
from management and operational practices we identified at both the state and fed-
eral level. At the state level, we found that many states do not sufficiently balance
the need to quickly process and pay Ul claims with the need to control program pay-
ments. For example, we found that five of the six states we visited had diverted
staff from benefit payment control operations to claims processing activities over the
past year in response to increases in the volume of UI claims. Moreover, while a
number of states we visited routinely use independent automated data sources to
verify key information that can affect claimants’ eligibility for benefits—such as an
individual’s wages and employment status—they also rely heavily on self-reported
information from claimants for other important data, such as a claimant’s receipt
of other federal or state program benefits and whether they are citizens of the
United States. Many of these states lack access to data sources for verifying claim-
ants’ identity in a timely manner and thus rely on verification processes that are
incomplete or information sources that are only checked periodically.

In addition to the practices we identified at the state level that contribute to over-
payments, we found that policies and directives from the Department of Labor affect
states’ priorities and procedures in a manner that makes overpayments more likely.
For example, the performance measures that Labor uses to gauge states’ operations
tend to emphasize payment timeliness more heavily than payment accuracy. Labor
has also been reluctant to link the states’ performance on payment accuracy to the
annual administrative budget as a way of providing incentives or sanctions for good
or poor performers. Despite these problems, we found that Labor has taken actions
to improve Ul program integrity by working to obtain data from additional sources
that could help states make more accurate eligibility decisions and developing a per-
formance measure in its fiscal year 2003 performance plan for gauging state pay-
ment accuracy in future years. In addition, under the leadership of this committee,
the House recently passed the Welfare Reform bill of 2003 (H.R. 4), which author-

[11U.S. General Accounting Office, SSA Disability: Program Redesign Necessary to Encourage
Return to Work, GAO/HEHS-96-62 (Washington, D.C.: Apr. 24, 1996).

[181 U.S. General Accounting Office, SSA Disability: Return-to-Work Strategies From Other Sys-
tems May Improve Federal Programs, GAO/HEHS-96-133 (Washington, D.C.: July 11, 1996).
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izes state unemployment insurance agencies to obtain wage and new hire informa-
tion from the Department of Health and Human Service’s National Directory of New
Hires.[29 These data could be used to more effectively verify individuals’ eligibility
for UI benefits.

MEDICARE

Medicare is one of the largest and most complex programs in the Federal Govern-
ment, making it highly vulnerable to waste, fraud, abuse, and mismanagement. We
placed Medicare on our list of high-risk programs more than a decade ago and it
remains on that list today. In fiscal year 2002, Medicare paid about $257 billion for
a wide variety of inpatient and outpatient health care services for over 40 million
elderly and disabled Americans. The Centers for Medicare & Medicaid Services
(CMS) contracts with 38 health insurance companies to pay and process about 1 bil-
lion fee-for-service claims submitted each year by over 1 million hospitals, physi-
cians, and other health care providers. Over the years, we have reported on chal-
lenges the agency has faced to safeguard billions of program dollars and obtain cur-
rent and reliable data to set payments and monitor its programs. While CMS has
made progress in improving Medicare’s financial management, much more could be
done to improve Medicare’s operations.

Oversight of Contractor Performance Critical to Program Integrity

Medicare contractors are charged with ensuring that claims are paid properly and
that fraud or abuse is prevented or detected. However, contractors’ performance has
varied and CMS has not always overseen their efforts effectively, as the following
illustrates:

¢ Medical review—Medical review is a program safeguard designed to detect im-
proper billing and payment. Medical reviews involve detailed examinations of
a sample of claims by clinically trained staff and require that physicians submit
medical records to substantiate their claims. Although our assessment found
that claims administration contractors’ decisions to pay or deny claims were
generally accurate, contractors were less effective at targeting for review those
claims most likely to be billed inappropriately.[20! Furthermore, CMS did not
guide the contractors in selecting the most effective criteria for medical review
or encourage them to share best practices—two steps that could help reduce im-
proper payments.

¢ Communication with physicians—In order to bill Medicare correctly, physicians
need to understand program rules and how to implement billing changes as
they occur. We found that contractors’ communications with physicians were
often incomplete, confusing, untimely, or even incorrect—making it more dif-
ficult for physicians to bill correctly.[21] For example, only 15 percent of the calls
we placed to contractors’ call centers asking “frequently asked questions” were
answered accurately and completely by contractors’ staff. CMS has set few
standards to guide claims administration contractors’ communications with phy-
sicians.

Weaknesses in contractor performance and agency oversight increase the risk of
improper payment. Since 1996, the Department of Health and Human Services’
(HHS) Office of the Inspector General (OIG) has estimated that Medicare’s contrac-
tors improperly paid claims worth billions of dollars each year—more than $13 bil-
lion in fiscal year 2002 alone. While useful to focus attention on the extent of the
problem, this error rate did not provide CMS with information to target improve-
ments. To address this shortcoming, in August 2000, CMS began implementing a
new error rate measurement methodology that will provide national error rates be-
ginning in fiscal year 2003, as well as error rates by contractor, provider type, and
benefit category. Better error rate data is a first step toward enhancing CMS’s abil-
ity to hold individual Medicare contractors accountable or help contractors identify
and take steps to correct problematic billing practices.

Difficulties in Setting Appropriate Payment Rates Increase Medicare Spending

We have reported in many instances that Medicare has paid too much for items
and services provided to its beneficiaries. Such wasteful spending is disturbing news
for both the American taxpayer and Medicare beneficiaries, who pay higher co-pay-

(19 This bill is currently pending in the Senate.

[200U.S. General Accounting Office, Medicare: Recent CMS Reforms Address Carrier Scrutiny
of Physicians’ Claims for Payment, GAO-02-693 (Washington, D.C.: May 28, 2002).

[211U.S. General Accounting Office, Medicare: Communications With Physicians Can Be Im-
proved, GAO-02—-249 (Washington, D.C.: Feb. 27, 2002).
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ments when the amount Medicare pays is too high. While the problem of excessive
Medicare payments has been clearly identified, solutions may not be quick or easy.

o Skilled nursing facilities and home health agencies—Medicare payments are sig-
nificantly more than the cost of caring for beneficiaries in most skilled nursing
facilities and by most home health agencies.[22] In 2000, Medicare paid nearly
one quarter of skilled nursing facility providers over 30 percent more than
costs.[23] In the first 6 months of 2001, Medicare paid, on average, 35 percent
more than providers’ costs for home health care.[24 We have recommended that
CMS minimize excessive payments to home health agencies by introducing risk
sharing.[?5] Risk sharing would limit the total losses or gains a home health
agency could experience by sharing them with the Federal Government. Such
an approach would protect the Medicare program from overpaying for services
and home health agencies from the financial risk of serving beneficiaries with
greater than average needs, when those service costs are not accounted for
under the current payment system.

e Medical equipment and supplies—Over the years, studies have shown that
Medicare has been paying too much—in some cases more than three times sup-
pliers’ acquisition costs—for certain medical equipment and supplies.[2¢! For ex-
ample, we estimated that Medicare could have saved over $500 million in fiscal
year 1996 if it paid rates for home oxygen services comparable to those paid
by the Department of Veterans Affairs (VA).[27] Since then, the Balanced Budget
Act of 1997 reduced oxygen payment rates by 25 percent effective in 1998, and
by an additional 5 percent effective in 1999. Nevertheless, in a demonstration
of competitive acquisition, CMS was able to reduce Medicare’s payments by at
least 16 percent more in the demonstration areas, while requiring suppliers to
meet additional quality standards. Medicare pricing for medical equipment and
supplies is problematic because payments are based on fee schedules that are
generally tied to suppliers’ historical charges to the program—not to current ac-
tual or market prices. Moreover, the process for adjusting these fees nationally
has been cumbersome and rarely used.

e Covered prescription drugs—The pricing of covered prescription drugs—for
which Medicare and its beneficiaries paid more than $8.2 billion fiscal year
2002—is particularly problematic. In 2000, Medicare paid over $1 billion more
than other purchasers for outpatient drugs that the program covers.[28] Medi-
care’s method for establishing drug payments is flawed because it is based on
95 percent of the average wholesale price (AWP), which is neither an average,
nor a price that wholesalers charge. For example, in January 2003, we reported
that Medicare paid significantly more than the two major types of suppliers for
blood clotting factor, which is used to treat people with hemophilia. While Medi-
care received a 5 percent discount from AWP, one type of supplier acquired the
clotting factor at a discount of 35 percent to 48 percent.[29] Similarly, we re-

[221In fiscal year 2001, Medicare paid $13 billion to skilled nursing facilities and $9 billion
for home health services.

[231U.S. General Accounting Office, Skilled Nursing Facilities: Medicare Payments Exceed
Costs for Most but Not All Facilities, GAO-03-183 (Washington, D.C.: Dec. 31, 2002).

[241U.S. General Accounting Office, Medicare Home Health Care: Payments to Home Health
Agencies Are Considerably Higher than Costs, GAO-02-663 (Washington, D.C.: May 6, 2002).

251 U.S. General Accounting Office, Medicare Home Health Care: Prospective Payment System
Will Need Refinement as Data Become Available, GAO/HEHS-00-9 (Washington, D.C.: Apr. 7,
2000) and U.S. General Accounting Office, Medicare Home Health Care: Prospective Payment
gystem Coul()i Reverse Recent Declines in Spending, GAO/HEHS-00-176 (Washington, D.C.:

ept. 8, 2000).

[26] Medicare fee payments and beneficiary cost sharing for medical equipment and supplies,
which includes prosthetics (or artificial limbs or other body parts) and orthotics (or braces) to-
taled approximately $9 billion for calendar year 2002. This category includes some drugs covered
under part B, such as drugs used in a piece of equipment—for example, a nebulizer or an infu-
sion pump.

[271U0.S. General Accounting Office, Medicare: Home Oxygen Program Warrants Continued
HCFA Attention, GAO/HEHS-98-17 (Washington, D.C.: Nov. 7. 1997).

[28] While Medicare does not have a comprehensive outpatient drug benefit, certain drugs and
biologicals are covered under part B of the program, which also provides coverage for certain
physician, outpatient hospital, laboratory, and other services to beneficiaries who pay monthly
premiums. See U.S. General Accounting Office, Medicare: Payments for Covered Outpatient
Drugs Exceed Providers’ Cost, GAO-01-1118 (Washington, D.C.: Sept. 21, 2001).

[29 Hemophilia treatment centers and homecare companies are the two major providers of clot-
ting factors to beneficiaries. See U.S. General Accounting Office, Medicare: Payment for Blood
Clotting Factor Exceeds Providers’ Acquisition Cost, GAO-03-184 (Washington, D.C.: Jan. 10,
2003).
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ported in 2001 that pharmacy suppliers could acquire the two most common in-
halation drugs, which are among the five drugs with the highest Medicare pay-
ments, for a 78 percent to 85 percent discount from AWP.[30 As a consequence
of Medicare’s pricing method, its payments are not related to market prices that
physicians and suppliers actually pay.

We made two recommendations to improve drug pricing that could also be appli-
cable to pricing for medical equipment and supplies. They are to: 1) use information
on market transactions already available to VA and HHS as a benchmark for Medi-
care payment and 2) examine the benefits and risks of expanding competitive bid-
ding.

CMS’s recent competitive bidding demonstration to set fees for selected medical
equipment, supplies, and covered outpatient drugs suggests that such competition
can lead to lower prices. Preliminary annual gross savings from competitive bidding
were estimated to range from 17 percent to 22 percent for the products bid com-
pared to fee schedule amounts. However, CMS would need statutory authority to
use this method of setting fees on a wider scale.

Current Legislation Introduces Operational Changes To Address Certain Program
Administration and Payment Issues

¢ In this session of the Congress, both Houses have passed major legislation
that—if reconciled and signed into law—would restructure Medicare through
adding a prescription drug benefit. Depending on how it is finalized, this legis-
lation may also introduce significant operational changes to the Medicare pro-
gram.

* Competitive contracting for claims administration—Under Medicare’s current
statute and regulations, its contracting authority and practices differ from those
embodied in standard federal contracting law and regulations. One key dif-
ference is that CMS generally does not competitively bid for the services of its
claims administration contractors. Both the Senate and the House bills amend
the Medicare statute to require competitive contracting for claims administra-
tion. This authority has the potential for significantly improving Medicare pro-
gram administration. Nevertheless, managing the transition to a competitive
contracting environment will be an enormous new challenge. Federal agencies
that manage large procurements of contracted services—such as the depart-
ments of Energy and Defense—have had problems with cost and schedule over-
runs and have failed to hold their contractors accountable for performance.[31
CMS would need to carefully manage its own contracting efforts to avoid some
of the pitfalls experienced by other agencies.

e Setting payments for medical equipment and supplies and covered outpatient
drugs—The House and the Senate bills have taken different approaches to this
issue, but both have sections that are designed to address payment-setting for
medical equipment, supplies, and currently covered prescription drugs. The
House passed legislation that would give CMS authority to use competitive bid-
ding to set payments for certain medical equipment, supplies, and certain
drugs. It would also allow market information from these efforts to be used as
a benchmark for national payments. The Senate bill continued to rely on AWP
as a pricing mechanism for currently covered outpatient drugs. However, it al-
lowed CMS to substitute payment amounts that differed from those linked to
AWP, using amounts developed through a new process and based on market
price information from a number of specified sources.

Medicare Reform Calls for Aligning Incentives and Strengthening Account-
ability

The 2003 Trustees’ annual report reminds us that Medicare as it is currently
structured is not fiscally sustainable. The retirement of the baby boom generation
will place huge fiscal pressures on the program. Between now and 2035, the number
of people age 65 and older will double. Federal health and retirement spending on
Medicare and Social Security are expected to increase, as people live longer and
spend more time in retirement, as shown in figure 3.

[30 GAO-01-1118.
[311U.S. General Accounting Office, High-Risk Series: An Update, GAO-01-263 (Washington,
D.C.: January 2001).
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Figure 3: Medicare Is Projected to Grow Dramatically As A Share of GDP
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Notes: Projections are based on the intermediate assumptions of the 2003
Trustees’ Reports for Hospital Insurance (HI) and Supplemental Medical Insur-
ance (SMI).

Moreover, the baby boomers will have fewer workers to support them in retire-
ment. Further fiscal pressures will be placed on the program by a new prescription
drug benefit, although adding coverage that includes protection against financially
devastating drug costs will help beneficiaries who lack prescription drug coverage.

While the demographic trends will affect both Medicare and Social Security, Medi-
care spending growth also reflects rising health care costs. The growth of medical
technology has contributed to the number and quality of health care services, but
has helped increase health care costs, which have risen faster than inflation. Con-
sumers are less sensitive to those costs when third parties pay most of the price
tag. As figure 4 shows, the percentage of health care costs paid through out-of-pock-
et spending has declined in the last 40 years, with private and public insurance pay-
ing a larger share.

Figure 4: Out-of-Pocket Spending Has Declined Substantially Over The Last
Four Decades

1882 1982 2002

Out-of-Packet BE Medicare £ Other Public
Private Health Insurance B Medicaid Other Private

Source: CMS, Office of the Actuary, National Health Statistics Group

Note: The figure for 2002 is estimated. Out-of-pocket spending includes direct
spending by consumers on coinsurance, deductibles, and any amounts not cov-
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ered by insurance. Out-of-pocket premiums paid by individuals are not counted
here, but are counted as part of Private Health Insurance.

Providing tax preferences for health insurance further masks the full costs of care
and can work at cross purposes to the goal of moderating health care spending. This
suggests that some of the solutions to Medicare’s dilemma reside outside the pro-
gram—in the larger arena of the health care system, its cost drivers, and the tax
preferences that support them.

Given this context, aligning incentives to restrain spending growth and strength-
en accountability within the program—while not sufficient by themselves—are still
necessary. This is an ongoing effort that has to be accomplished in myriad small
and large steps in the current program and as changes are made to it. At present,
84 percent of beneficiaries are in the traditional fee-for-service Medicare program.
As a consequence, traditional Medicare is likely to have a significant role for years.
Addressing its flaws—such as billions in improper payments and sometimes overly
generous payments—is critical to any effort to restrain spending growth.

Unfortunately, addressing these flaws is unlikely to be sufficient to restrain Medi-
care’s growth. Substantive financing and programmatic reforms will be necessary to
put Medicare on a sustainable footing for the future. Without such fundamental re-
forms, Medicare’s growth threatens to absorb ever-increasing shares of the nation’s
budgetary and economic resources. As we seek to bring our government in line with
21st century challenges, we must be mindful that health care costs compete with
other legitimate priorities in the federal budget, and their projected growth threat-
ens to crowd out future generation’s flexibility to decide which competing priorities
will be met. The public sector can play an important role in educating the nation
about the limits of public support. In this regard, we are preparing a health care
framework that includes a set of principles to help policymakers in their efforts to
assess various health financing reform options. By facilitating debate, the frame-
work can encourage acceptance of changes necessary to put us on a path to fiscal
sustainability.

TAX COMPLIANCE AND PREFERENCES

Ensuring that taxpayers meet their tax obligations under an increasingly complex
tax code has long presented the IRS with daunting challenges. Although the major-
ity of taxpayers voluntarily and timely pay the taxes they owe, regrettably high lev-
els of noncompliance by some taxpayers persist. Some noncompliance is intentional
and may be due to outright fraud and the use of abusive tax shelters or schemes.
In other cases, noncompliance stems from unintentional errors and taxpayers’ mis-
understanding of their obligations. Regardless of the cause or type of taxpayer—cor-
porate, individual, or other—we have designated the collection of unpaid taxes as
a high-risk area. This high-risk area includes detecting noncompliance and col-
lecting taxes due but not paid. More broadly, Congress has created an increasing
number of tax preferences that IRS must administer. In some cases, those tax pref-
erences are among the largest federal efforts to address social and other problems.
Yet the economy, efficiency, and effectiveness of those preferences in achieving their
purposes are often not well understood. A better understanding of how well these
preferences work would both support improving them as well as reconsidering
whether certain preferences should be retained.

Tax Compliance and Collection Activity Declines Are Of Increasing
Concern

Because of the potential revenue losses and the threat to voluntary compliance,
the collection of unpaid taxes is a high-risk area. Collecting taxes due the govern-
ment has always been a challenge for IRS, but in recent years the challenge has
grown. Collecting taxes due includes both compliance programs, like audits, that
identify those who owe more than they self-report, and collection programs that seek
payment of taxes assessed but not timely paid. However, IRS compliance and collec-
tions programs have seen larger workloads, less staffing, and fewer cases closed per
employee.

For the last several years, Congress and others have been concerned that the de-
clines in IRS’s enforcement programs are eroding taxpayers’ confidence that their
friends, neighbors, and business competitors are also paying their fair share of
taxes, which may put at risk their willingness to voluntarily comply with the tax
laws. Further, there is some evidence that willingness to voluntarily comply with
the tax laws may be declining. A survey conducted by the IRS Oversight Board in
2001 found that the percentage of respondents who thought it was never acceptable
to cheat on their income taxes was 76 percent, which was down from 87 percent
who felt that way in a 1999 survey. Also, 42 percent of respondents to the 2001 sur-
vey said that they believed it was more likely than in it was in the past that people
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do not report and pay their fair amount of taxes and 9 percent said that they were
more likely to take a chance on being audited than they had been before.[32]

Unfortunately, not enough is known at present about the extent of noncompliance
and where problems are the most serious. IRS only recently restarted the research
program necessary to develop this information after many years without such re-
search. When last IRS last conducted detailed compliance research using tax year
1988 data, some types of taxpayers were found to have especially serious compliance
problems. For example, small business noncompliance was about 40 percent, farm
and non-farm sole proprietor noncompliance was about 32 percent, and informal
suppliers’ noncompliance was about 81 percent.[33] While specific, current data is not
yet available, the IRS Commissioner said in May 2002 congressional hearings that
IRS was not providing taxpayers with adequate assurance that their neighbors or
competitors were complying with the tax laws and paying what they owed.

The number of tax returns increases every year. Between 1993 and 2002, the
number of individual returns filed went from 114.7 million to approximately 130
million—a 13 percent increase over those 10 years. IRS projects the number of total
individual returns filed will be 132.3 million in 2003 and continue to increase at an
annual rate of 1.5 percent until 2009. Such a rate of increase would lead to 145.3
million total individual returns filed in 2009. Returns from businesses and other en-
tities have also increased substantially.

While the number of tax returns has increased, key compliance program rates
have declined. In testimonies and reports, GAO has highlighted large and pervasive
declines in IRS’s compliance programs. These programs, not all of which have seen
declines, include computerized checks for nonfiling and underreported income as
well as audits of both individual taxpayers and business entities. Between 1996 and
2001, key programs generally experienced growing workloads, decreased staffing,
and decreases in the number of cases closed per employee. Figure 5 shows the de-
cline in audit rates for different types of taxpayers.

Figure 5: Change in Percentage of Returns Audited, 1996-2001
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Even as these audit rates decline, IRS has faced new challenges in ensuring that
individuals, small businesses, and corporations pay the taxes they owe. IRS’s Chief

[32 These two questions were new in the 2001 survey so there are not comparative figures
from 1999.

[33 Informal suppliers are sole proprietors who operate in an informal business style, such as
door-to-door sales and individuals who moonlight to augment their wage income.
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Counsel has said that, in the 1990s, thousands of corporations and wealthy individ-
uals participated in abusive tax shelters promoted by accounting firms, law firms,
investment banks, and others, and the tax benefits claimed per taxpayer were sig-
nificant. To deal with this and other problems, the President’s fiscal year 2004 budg-
et proposal noted that IRS is shifting enforcement resources from the tax returns
of lower-income individuals and small corporations. One recent IRS initiative re-
sulted in 1,206 taxpayers disclosing transactions involving $30 billion in claimed
losses and deductions.

IRS faces challenges in executing its strategy for dealing with tax shelters and
schemes. As the former Commissioner of Internal Revenue noted, abusive shelters
have been factually and legally complex, accompanied by tax opinions legitimizing
transactions and encouraging litigation. Also, in a September 2001 report, the
Treasury Inspector General for Tax Administration recommended that IRS start
laying a better foundation for its strategy by more precisely estimating the shelter
problem. IRS agreed to estimate abusive corporate shelters’ potential tax revenue
effect.

Another increasingly challenging area is that of corporate inversions. According
to a 2002 Department of a Treasury report, corporate inversions are transactions
that change a U.S.-based multinational group’s structure “so that a new foreign cor-
poration, typically located in a low- or no-tax country, replaces the existing U.S. par-
ent corporation as the parent of the corporate group.”[34 The report stated that al-
though such transactions were not new, they were growing in frequency, size, and
profile. Instead of being motivated by market conditions, they were motivated large-
ly by available tax savings and involved little or no immediate operational change.
According to Treasury, the fact that our tax law operates so that substantial tax
reductions are available through transactions of more form than substance is trou-
bling to both policymakers and the public.

IRS collections programs are also increasingly stressed. As we reported in May
2002, between fiscal years 1996 and 2001 trends in the collection of delinquent taxes
showed almost universal declines in collection program performance in terms of cov-
erage of workload, cases closed, direct staff time used, productivity, and dollars of
unpaid taxes collected.[38 Although the number of delinquent cases assigned to col-
lectors went down during this period, the number of collections cases closed declined
more rapidly, creating an increasing gap. During that 6-year period, the gap be-
tween the new collection workload and collection cases closed grew at an average
annual rate of about 31 percent, as shown in figure 6.[36]

[34 Department of the Treasury, Office of Tax Policy, Corporate Inversion Transactions: Tax
Policy Implications, (Washington, D.C.: May 17, 2002).

(381 U.S. General Accounting Office, Tax Administration: Impact of Compliance and Collection
Program Declines on Taxpayers, GAO-02-674 (Washington, D.C.: May 22, 2002).

36l Workload is the number of delinquent accounts assigned to field and telephone collection.
Work completed is the number of delinquent accounts worked to closure, excluding accounts for
which collection work has been deferred.
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Figure 6: Percentage Gap Between New Collection Workload and Work
Completed, Fiscal Years 1996-2002
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The increasing gap between collection workload and collection work completed led
IRS in March 1999 to start deferring collection action on billions of dollars in delin-
quencies. Officials recognized that they could not work all collection cases, and they
believed that they needed to be able to deal with taxpayers more quickly; particu-
larly taxpayers who were still in business and owed employment taxes.[37]

By the end of fiscal year 2002, after the deferral policy had been in place for about
3 and one-half years, IRS had deferred taking collection action on about $15 billion
in unpaid taxes, interest, and penalties that are likely collectable. IRS’s deferral of
collection action has declined somewhat since the deferral policy was adopted. Al-
though the rate has declined from 45 percent in 2000, in 2002 IRS was still defer-
ring collection action on about one out of three collection cases—about 32 percent.

IRS is working to reverse these declines. One key element of improving IRS’s com-
pliance programs is obtaining current measures of compliance to use in targeting
IRS’s scarce resources to known compliance problems. The National Research Pro-
gram (NRP) is a major effort now underway at IRS to identify the extent and
sources of noncompliance. The current NRP initiative includes individual returns,
including taxpayers reporting income from small businesses. IRS plans to conduct
future iterations of NRP for different types of returns and to return to individual
filers every 3 years. We have reported that the program’s design is likely to yield
the detailed information IRS needs about the extent and causes of noncompliance
and enable IRS to improve its targeting of compliance programs.[38

Another key to improving IRS’s compliance and collections programs is to make
more efficient use of its resources. IRS has a number of reengineering efforts under-
way to improve its compliance and collection processes. These efforts range from rel-
atively small-scale improvements to much more ambitious changes. For example,
IRS is seeking to substantially increase the amount of information available to its
auditors before they first contact a taxpayer. The goal is to make the best use of
the information IRS already has available to it before commencing an audit. IRS
is also seeking to change the way it identifies collections cases to pursue in order

[371IRS considers employment tax compliance to be among the most challenging issues for
small business, since delinquent tax can rapidly compound beyond the employer’s ability to pay.
See U.S. General Accounting Office, Tax Administration: IRS’s Efforts to Improve Compliance
with Employment Tax Requirements Should Be Evaluated, GAO-02-92, (Washington, D.C;
Jan. 15, 2002).

(381 U.S. General Accounting Office, Tax Administration: New Compliance Research Effort is
on Track, but Important Work Remains, GAO-02-769, (Washington, D.C.: June 27, 2002); and
U.S. General Accounting Office, Internal Revenue Service: Assessment of Fiscal Year 2004
Budget Request and 2003 Filing Season Performance to Date, GAO-03-641T, (Washington,
D.C.: Apr. 8, 2003).
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to improve targeting of scarce collections resources towards cases that it is most
worthwhile to pursue.

Yet another key to ensuring that taxpayers meet their obligations is adequately
staffing IRS’s compliance and collections programs. Since 2001, IRS’s budget re-
quests have made increasing its compliance and collection staff one of several key
priorities. However, staffing in two key compliance and collection occupations—rev-
enue agents and revenue officers—was lower in 2002 than in 2000. This continues
a general trend of declining staffing in these occupations for a number of years.

While tax compliance and collection issues can be found in many areas, I would
like to give a few examples of persistent compliance issues. This is by no means an
inclusive list. For example, compliance issues are also pervasive in the area of excise
taxes, such as fuel tax evasion.

Employment Tax Compliance

In fiscal year 2000, IRS collected $1.3 trillion in amounts withheld by employers
from employees’ salaries to cover individual federal income tax, Social Security, and
Medicare taxes; and in employers’ matching amounts for Social Security and Medi-
care taxes. Although the majority of employers withhold, match, and deposit these
taxes as required, for those who fail to do so, the amount of unpaid employment
taxes, penalty and interest has grown significantly. As of September 30, 2001, IRS
data showed that employers owed about $49 billion in delinquent employment taxes,
penalties and interest.

The businesses that failed to remit payroll taxes were typically in wage-based in-
dustries and had few available assets from which IRS could recover these taxes.
They were usually small, closely held businesses using a corporate structure. The
most common types of businesses or industries with unpaid payroll taxes included
construction companies and restaurants, although other types of businesses (includ-
ing computer software, child care, and professional services such as legal, medical,
and accounting firms) also have unpaid payroll taxes. Most unpaid payroll taxes are
not fully collectible, and there is often no recovery potential as many of the busi-
nesses are insolvent, defunct, and otherwise unable to pay.

To the extent that withholdings are not forwarded to the Federal Government, the
business is liable for these amounts, as well as its matching contributions. Under
the Internal Revenue Code, individuals—typically officers of a corporation such as
a president or treasurer—who are determined by IRS to be “willful and responsible”
for the nonpayment of federal income taxes and the employee’s Social Security and
Medicare taxes can be held personally liable for the unpaid taxes and assessed pen-
alties. More than one individual can be found willful and responsible for a business’s
failure to pay the Federal Government withheld payroll taxes and can be assessed
a penalty. IRS considers employment tax compliance to be among the most chal-
lenging issues for small businesses, since delinquent tax may rapidly compound be-
yond the employers’ ability to pay—ultimately placing their business in financial
jeopardy.

In 2002, we reported that IRS had four programs to prevent or reduce employers’
tax delinquencies. Two of these programs were designed to achieve early contact
with employers and two were designed to identify employers with existing, multiple
employment tax delinquencies and help them to return to compliance. However, we
found that IRS had not successfully evaluated these programs. We recommended
IRS do so since without an evaluation IRS does not know the benefits, if any, of
the programs, whether they need to be improved, or whether the programs should
even be continued.[39

Levies of Federal Payments

Many taxpayers who are delinquent in paying their federal taxes are receiving bil-
lions of dollars in federal payments annually. IRS and federal payment records indi-
cate that nearly 1 million taxpayers owed about $26 billion in delinquent taxes as
of February 2002 and were receiving some type of federal payments. To help the
IRS collect these delinquent tax debts, provisions in the Taxpayer Relief Act of 1997
gave IRS authority to continuously levy[49 up to 15 percent of certain federal pay-

[391U.S. General Accounting Office, Tax Administration: IRS’s Efforts to Improve Compliance
with Emﬁnloyment Tax Requirements Should Be Evaluated, GAO-02-92 (Washington, D.C.: Jan.
15, 2002).

(40 Levy is the legal process by which IRS orders a third party to turn over property in its
possession that belongs to the delinquent taxpayer named in a notice of levy. A continuous levy
remains in effect from the date such levy is first made until the tax debt is fully paid or IRS
releases the levy.
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ments made to delinquent taxpayers.[4l] Payments subject to IRS’s continuous levy
program include Social Security, federal salary and retirement payments, and fed-
eral vendor payments. According to IRS, the program resulted in collecting over $60
million in fiscal year 2002 by directly levying federal payments.

GAO has issued three reports including several recommendations focused on in-
creasing collections and assuring that safeguards are in place so that only taxpayers
with valid tax debts are levied. Although progress has been made in establishing
the continuous levy program, several changes to the continuous levy program, which
have yet to be implemented, could yield millions of dollars in additional revenue.
For example, in our 2000 report we estimated that as much as $77.7 million 42 an-
nually in additional revenue could be generated if IRS broadened the program to
include spouses held by IRS to be liable for joint tax delinquencies and individuals
with multiple IRS identification numbers.[43] IRS has not yet implemented this rec-
ommendation.

In our 2001 report, we found that several large agencies were not included in the
continuous levy program.[44 We found, that as of June 30, 2000, about 70,400 indi-
viduals and businesses that received an estimated $8.2 billion annually in federal
payments collectively from three large agencies—the United States Postal Service,
the Department of Defense, and CMS, which disburses Medicare fee-for-service pay-
ments—owed over $1 billion in federal taxes. We estimated that IRS could recover
at least $270 million annually in delinquent federal taxes if these payments were
included in the continuous levy program.

In our 2003 report we found that IRS blocks many eligible delinquent accounts
from being included in the Federal Payment Levy Program, missing an opportunity
to gather information on which debtors are receiving federal payments.[45] IRS offi-
cials imposed these blocks because of concerns that the potential volume of levies—
about 1.4 million taxpayer accounts—would disrupt ongoing collection activities.
However, we estimate that about 112,000 would actually qualify for levy. These tax-
payers were collectively receiving about $6.7 billion in federal payments and owed
about $1.5 billion in delinquent taxes. In January 2003, IRS unblocked and began
matching delinquent taxpayer accounts identified as receiving a federal salary or
annuity payment. IRS officials will not unblock the remaining delinquent accounts
until sometime in 2005.

Earned Income Credit (EIC) Noncompliance

For tax year 2001, about $31 billion was paid to about 19 million EIC claimants.
Although researchers have reported that the EIC has generally been a successful
incentive-based antipoverty program, IRS has reported high levels of EIC overpay-
ments going back to 1985. IRS’s most recent study, released in 2002, estimated that
between $8.5 and $9.9 billion should not have been paid out to EIC claimants for
tax year 1999, and earlier IRS studies also found significant problems with the pro-
gram. Table 1 shows the rates of EIC overclaims estimated by IRS in three EIC
compliance studies.

Table 1: EIC Overclaim Rates for Selected Years—Overclaim rate estimates

Tax year Lower-bound Upper-bound
1994 i - 23.5
L1997 i 23.8 25.6
1999 i 27.0 31.7

Source: IRS reports.

[41] Specifically, the 1997 legislation allows continuous levy of “specified payments,” including
nonmeans-tested federal payments, as well as certain previously exempt payments.

[{‘12] The 95-percent confidence interval for the $77.7 million ranges from $73.5 million to $81.9
million.

[431U.S. General Accounting Office, Tax Administration: IRS’s Levy of Federal Payments Could
Generate Millions of Dollars, GAO/GGD-00-65, (Washington, D.C.: Apr. 7, 2000).

[44U.S. General Accounting Office, Tax Administration: Millions of Dollars Could be Collected
if IRS Levied More Federal Payments, GAO-01-711, (Washington, D.C.: July 20, 2001).

481 U.S. General Accounting Office, Tax Administration: Federal Payment Levy Program Meas-
ures, Performance, and Equity Can Be Improved, GAO-03-356, (Washington, D.C.: Mar. 6,
2003).
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Notes: All overclaim rates were adjusted by IRS to reflect dollars recovered from ineligible recipients. For
1994 only a single estimate was available. In 1997 and 1999, because not all individuals responded to audit
contacts, IRS used certain assumptions to estimate an overclaim rate range. The lower bound assumes that
the overclaim rate for nonrespondents is the same as for the respondents, while the upper bound assumes that
all nonrespondents are overclaims.

Administering the EIC is not an easy task—IRS has to balance its efforts to help
ensure that all qualified persons claim the credit with its efforts to protect the integ-
rity of the tax system and guard against fraud and other forms of noncompliance
associated with the credit. Further, the complexity of the EIC may contribute to
noncompliance. The EIC is among the more complex provisions of the tax code,
which can contribute to unintentional errors by taxpayers. In addition, unlike other
income transfer programs, the EIC relies more on self-reported qualifications of in-
dividuals than on program staff reviewing documents and other evidence before
judging claimants to be qualified for assistance.

Early in 2002, the Assistant Secretary of the Treasury and the IRS commissioner
established a joint task force to seek new approaches to reduce EIC noncompliance.
The task force sought to develop an approach to validate EIC claimants’ eligibility
before refunds are made, while minimizing claimants’ burden and any impact on the
EIC’s relatively high participation rate. Through this initiative, administration of
the EIC program would become more like that of a social service program for which
proof of eligibility is required prior to receipt of any benefit.

According to IRS, three areas—qualifying child eligibility, improper filing status,
and income misreporting (i.e., underreporting)—account for nearly 70 percent of all
EIC refund errors. Although the task force initiative is designed to address each of
these sources of EIC noncompliance, many of the details about its implementation
are still to be settled. A significant change to the initiative was announced on June
13, 2003, when IRS said that its pilot effort to precertify the eligibility of qualifying
children for the EIC would not include requesting claimants to show their relation-
ship to the qualifying child. Because planning and implementation for the EIC ini-
tiative will proceed simultaneously, its success will depend on careful planning and
close management attention.

As with other tax compliance issues such as corporate tax evasion, Congress has
focused oversight attention on the EIC initiative and continued oversight can help
ensure that the initiative balances efforts to reduce EIC overpayments with contin-
ued efforts to maintain or increase the portion of the EIC-eligible population that
receives the credit. Further, Congress can consider making the several definitions
of children in the tax code more uniform. The differing definitions contribute to the
complexity taxpayers face and complexity is widely believed to contribute to errors
taxpayers make in claiming the EIC. As early as 1993 we had suggested that Con-
gress consider changes that would have made the definitions for children more simi-
lar for several tax purposes. More recently, IRS’s Taxpayer Advocate, the Joint
Committee on Taxation, and the Department of the Treasury have made proposals
as well.

The Economy, Efficiency, or Effectiveness of Tax Preferences Are Often Not
Well Understood

Tax preferences are often intended to achieve policy goals that may be similar to
those of federal spending programs. However, data on the economy efficiency, and
effectiveness of tax preferences is often lacking. Further, tax preferences are not
subject to some review processes that would support more integrated and informed
decisions about what the government does and how it does it.

Tax preferences refer to departures from the normal tax structure designed to
favor a particular industry, activity, or class of persons through special deductions,
credits, and other tax benefits. Tax preferences currently in place include programs
to encourage economic development in disadvantaged areas, build affordable hous-
ing, make education more accessible, reduce pollution, and stimulate capital invest-
ment, research, and development. Many tax preferences have counterparts in direct
spending programs created to accomplish similar goals. In some cases, a tax pref-
erence may be among the largest federal efforts dealing with a social issue. For in-
stance, we reported in 1997 that the Low-Income Housing Tax Credit was the larg-
est federal source of federal funds to develop or substantially rehabilitate rental
housing for low-income households.

Tax preferences have become a growing part of the federal fiscal picture over the
past 30 years. Based on Joint Committee on Taxation estimates, the total revenue
loss due to tax preferences increased by twice the rate of overall federal outlays over
the last 10 years. Tax preferences grew about 50 percent, from about $488 billion
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in 1993 to about $730 billion in 2003, while federal outlays grew about 25 percent,
from $1.7 trillion to $2.1 trillion over the same period.[46l

Not only has the dollar sum associated with these tax preferences grown over the
past 10 years, but the number of programs has also increased. The number of tax
preference programs has doubled since the Joint Committee on Taxation started re-
porting on them in 1974, growing from 74 to 148. As shown in figure 7, this growth
continued over the past 10 years, from 124 tax preference programs in 1993 to 148
programs in 2002.[47] Table 2 lists the ten largest tax preference programs in terms
of dollars claimed in 2002.

Figure 7: Growth in the Number of Tax Preference Programs Listed In
Joint Committee on Taxation Reports, 1993 through 2002
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Table 2: 10 Largest Tax Preferences by Estimated Dollars Claimed in 2003

Provision 2(]))0031 IZ;S &{?g:s;egf ?JHI';{S) Description

Net exclusion 83.5 Certain employer contributions to pension plans are
of pension excluded from an employee’s gross income even
contribu- though the employers can deduct the contribu-
tions and tions. In addition, the tax on the investment in-
earnings: come earned by the pension plan is deferred until
Employer the money is withdrawn.

Plans.

Exclusion of 79.6 @ Employer’s can deduct employer-paid health insur-
employer ance premiums and other medical expenses (in-
contribu- cluding long-term care) as a business expense,
tions for but they are not included in employee gross in-
medical in- come. The self-employed may also deduct part of
surance their family health insurance premiums.
premiums
and med-
ical care.

[46] All dollar figures are reported in 2003 adjusted dollars. Though it is not precisely correct
to add up all tax expenditures because some have interactive effects though they are reported
individually, these figures provide a useful gauge of the general magnitude of these provisions.
The tax preference figures only include the portions of the refundable child tax credit and EIC
that offset income taxes paid.

[47] Although we refer to them as tax preferences, these annual figures come from the Joint
Committee on Taxation’s annual reports on tax expenditures.
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Table 2: 10 Largest Tax Preferences by Estimated Dollars Claimed in 2003—Continued

Dollars projected for FY

Provision 2003 (in billions of dollars) Description

Deductibility 69.9 Owner-occupants of homes may deduct mortgage
of mort- interest limited to interest on debt no greater
gage inter- than the owner’s basis in the residence; for debt
est on incurred after October 13, 1987, it is limited to no
owner-occu- more than $1 million. Interest on up to $100,000
pied homes. of other debt (less than market value of resi-

dence) secured by a lien on a principal or second
residence is also deductible.

Capital gains 55.3 Currently, the capital gains rate has been reduced
(except ag- from 20 percent to 15 percent and from 10 per-
riculture, cent to 5 percent for taxpayers in the 10 percent
timber, and 15 percent marginal income tax bracket. The
iron ore, special tax rates (18 percent top rate, 8 percent
and coal) for taxpayers in the 10 and 15 percent tax brack-
(normal tax ets) for assets held over 5 years have been re-
method). moved.

Deductibility 50.9 Taxpayers may deduct state and local income and
of nonbusi- property taxes.
ness state
and local
taxes other
than on
owner-occu-
pied homes.

Depreciation 49.8 A tax expenditure provision that arises from the
of equip- depreciation of machinery and equipment in ex-
ment in ex- cess of the normal tax baseline.
cess of al-
ternative
deprecia-
tion system.

Step-up basis 38.1 Currently the cost basis for an appreciated asset is
of capital adjusted up to the market value at the owner’s
gains at death. With the repeal of the estate tax for 2010,
death. the basis for property acquired from a decedent

will be the lesser of market value or decedent’s
basis.

Deductibility 34.2 Taxpayers may deduct charitable, religious, and
of chari- other non-profit contributions up to 50 percent of
table con- Adjusted Gross Income. Corporations’ deductions
tributions, are limited to 10 percent of pre-tax income.
other than
education
and health.

Earned In- 34.10 The EIC is a refundable tax credit that offsets the
come Cred- impact of Social Security taxes paid by low-in-
it. come workers and encourages low-income persons

to seek work rather than welfare. The EIC is
available to taxpayers with and without children
and depends on the nature and amount of quali-
fying income and on the number of children who
meet age, relationship, and residency tests.
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Table 2: 10 Largest Tax Preferences by Estimated Dollars Claimed in 2003—Continued

Provision | o3l Bibiens of dollars) Deseription
Tax credit for 27.1 Taxpayers with children under age 17 can qualify
children for a $600 refundable per child credit. The credit
under age is phased out for taxpayers at the rate of $50 per
17. $1,000 of modified Adjusted Gross Income above
$110,000 ($75,000 for singles).

Sources: Ten largest tax preference programs taken from program cost estimates identified in the Joint
Committee on Taxation’s December 2002 report, Estimates of Federal Tax Expenditures for Fiscal Years 2003—
2007, report number JCS—5-02. Tax preference descriptions from the U.S. Office of Management and Budget,
Analytical Perspectives, Budget of the United States Government, Fiscal Year 2004 (Washington, DC: Govern-
ment Printing Office) 2003 and Congressional Research Service, Taxation Briefing Book, Individual Capital
Gains Tax Issues; and Federal Taxes: Information on Payroll Taxes and Earned Income Tax Credit Noncompli-
ance, GAO-01-487T, March 7, 2001.

Note (a): This is the single largest health-related tax preference reported by the Joint Committee on Tax-
ation. The Joint Committee on Taxation reports also includes other health-related tax preferences.

I}Lote (b): The tax preference figure for the EIC only includes the portion of the EIC that offsets income taxes
paid.

Despite the importance of tax preferences, the economy, efficiency, and effective-
ness of tax preferences in achieving their purposes is often not well understood, in
part because data on their use and effectiveness may not be available. For example,
we recently studied business tax preferences to encourage the hiring, retention, and
accommodation of workers with disabilities and found that information on the effec-
tiveness of the programs was limited and inconclusive.l[48] In 2002, we studied the
use of tax preferences intended to help families meet the costs of postsecondary edu-
cation and found that Congress did not have the information it needed to weigh the
relative effectiveness of the range of tools created to accomplish this goal.l49 In 1999
we reviewed businesses’ use of empowerment zone tax preferences and had to con-
duct our own survey to find information about businesses that were and were not
using the preferences.[50

When critical information about the economy, efficiency, and effectiveness of tax
preferences is made available, it can be very valuable to congressional decision mak-
ers. For example, in 1993 we described the impacts of a tax credit designed to en-
courage investment in Puerto Rico.[51 This tax preference effectively exempted in-
come earned by U.S. firms from operations in U.S. possessions from federal cor-
porate income taxes. We found that the credit per employee was, on average, slight-
ly higher than the wages paid per employee and in some industries was consider-
ably higher. Congress subsequently chose to phase out the tax credit program.

A decade ago we concluded that greater scrutiny of tax preferences is warranted.
We made a number of recommendations intended to achieve that end, including rec-
ommendations to OMB to incorporate tax preferences, to the extent possible, into
the annual budget review process. Our intent was that tax preferences be assessed
and considered along with related federal efforts so that the relative effectiveness
of both spending and tax preferences could be considered jointly.

However, tax preferences are still excluded from important review processes that
apply to spending programs. Tax preferences are not explicitly covered by the Gov-
ernment Performance and Results Act (GPRA) of 1993 and therefore are not subject
to its requirements that are intended to help ensure that federal programs are
achieving their intended results. However, the Senate Governmental Affairs Com-
mittee Report on GPRA says that tax preferences should be taken into consideration
in a comprehensive examination of government performance.l52 Nevertheless, tax
preferences often are not currently covered by agencies or executive branch proc-
esses that consider the effectiveness of government programs. For example the new

481 U.S. General Accounting Office, Business Tax Incentives: Incentives to Employ Workers
with Disabilities Receive Limited Use and Have an Uncertain Impact, GAO-03-39, (Washington,
D.C.: Dec. 11, 2002).

(49 U.S. General Accounting Office, Student Aid and Tax Benefits: Better Research and Guid-
ance will Facilitate Comparison of Effectiveness and Student Use, GAO-02-751, (Washington,
D.C.: Sept. 13, 2002).

501 U.S. General Accounting Office, Community Development: Businesses’ Use of Empowerment
Zone Tax Incentives, GAO/RCED-99-253, (Washington, D.C.: Sept. 30, 1999).

(511 U.S. General Accounting Office, Tax Policy; Puerto Rico and the Section 936 Tax Credit,
GAO/GGD-93-109, (Washington, D.C.: June 8, 1993).

1521 Report of the Committee on Governmental Affairs, United States Senate, Government Per-
formance and Results Act of 1993, (June 16, 1993, Report 103-58).
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program performance reviews conducted by OMB in connection with the annual
budget process generally do not cover tax preferences.

According to OMB, the Executive Branch is continuing to focus on the availability
of data needed to assess the effects of the tax expenditures designed to increase sav-
ings.[53 Treasury’s Office of Tax Analysis and IRS’s Statistics of Income Division
have developed a new sample of individual income tax filers as one part of this ef-
fort. This new “panel” sample will follow the same taxpayers over a period of at
least 10 years. Data from this sample will enhance OMB’s ability to analyze the ef-
fect of tax expenditures designed to increase savings. Other efforts by OMB, Treas-
ury, and other agencies to improve data available for the analysis of tax expendi-
tures are expected to continue over the next several years, according to OMB. In
practice, data availability is likely to be a major challenge, and data constraints may
limit the assessment of the effectiveness of many provisions. In addition, such as-
sessments can raise significant challenges in economic modeling.

REASSESSING WHAT THE GOVERNMENT DOES SHOULD INCLUDE TAX
PREFERENCES

Given their growth and importance, tax preferences must be part of any com-
prehensive review of existing programs and activities to adapt government for the
challenges of this century. Any reassessment of federal missions and strategies
should include the entire set of tools the Federal Government can use to address
national objectives. These tools include discretionary and mandatory spending, tax
provisions, loans and loan guarantees, and regulations. Spending is most visible and
it is all too easy when we look to define federal support for an activity to only look
at the spending side of the budget. Federal support, however, may come in the form
of exclusions or credits in the tax code. It may come in the form of direct loans or
loan guarantees. It may come in the design of regulations. Yet none of these tools
should be ignored if we are to get a true picture of federal activity in an area. So,
for example, if we are evaluating federal support for health care we need to look
not only at spending, but also at tax preferences. Figure 8 shows federal activity
in health care and Medicare budget functions in FY 2003: $48 billion in discre-
tionary BA, $419 billion in entitlement outlays, $177 million in loan guarantees, and
$129 billion in tax expenditures.[54

Figure 8: Relative Reliance on Policy Tools in the Health Care Budget
Functions (FY 2003)

O Tax Expenditures ODiscretionary budget authority =B Mandatory outlays

Source: GAO analysis of data from the Office of Management and Budget.

Note: Loan guarantees account for about $177 million or 0.03 percent of the
approximately $597 billion in total federal health care resources.

531 U.S. Office of Management and Budget, Analytical Perspectives, Budget of the United
States Government, Fiscal Year 2004 (Washington, DC: Government Printing Office) 2003.
[541 This represents the sum of a number of different tax provisions.
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CONCLUDING REMARKS

There is a Chinese curse that goes “May you live in interesting times.” We clearly
do. I would prefer to see this not as a curse—but as a challenge and an opportunity.

Tackling areas at risk for fraud, waste, abuse, and mismanagement will require
determination, persistence and sustained attention by both agency managers and
Congressional committees. Large and complex federal agencies must effectively use
a mixture of critical resources and improved processes to improve their economy, ef-
ficiency, and effectiveness, Congressional oversight will be key.

We should be striving to maintain a government that is effective and relevant to
a changing society—a government that is as free as possible of outmoded commit-
ments and operations that can inappropriately encumber the future. The difference
between “wants,” “needs,” and overall “affordability” and long-term “sustainability”
is an important consideration when setting overall priorities and allocating limited
resources.

Government must operate in the context of broader trends shaping the United
States and its place in the world. These include:

¢ National and global response to terrorism and other threats to personal and na-
tional security;

¢ Increasing interdependence of enterprises, economies, civil society, and national
governments—also know as globalization;

¢ The shift to market-oriented, knowledge-based economies;

e An aging and more diverse U.S. population;

e Advances in science & technology and the opportunities & challenges created
by these changes;

¢ Challenges and opportunities to maintain & improve the quality of life for the
nation, communities, families & individuals; and

¢ The increasingly diverse nature of governance structures and tools.

In addition to the above trends, large and growing fiscal challenges at the federal,
state, and local levels are of great concern. Furthermore, known demographic
trends, and rising health care costs and other health care related challenges (e.g.,
access, quality) are of growing concern crossing all sectors of the economy and all
geopolitical boundaries.

Government leaders are responsible and accountable for making needed changes
to position the Federal Government to take advantage of emerging opportunities
and to meet future challenges. Focusing on accountable, results-oriented manage-
ment can help the Federal Government operate effectively within a broad network
that includes other governmental organizations, nongovernmental organizations,
and the private sector.

In view of the broad trends and large and growing fiscal challenges facing the na-
tion, there is a need to fundamentally review, reassess, and reprioritize the proper
role of the Federal Government, how the government should do business in the fu-
ture, and—in some instances—who should do the government’s business in the 21st
century. It is also increasingly important that federal programs use properly de-
signed and aligned tools to manage effectively across boundaries work with indi-
vidual citizens, other levels of government, and other sectors. Evaluating the role
of government and the programs it delivers is key in considering how best to ad-
dress the nation’s most pressing priorities. Existing programs, policies and activities
cannot be taken as “givens.” We need to look at “the base” across the board—man-
datory and discretionary spending and tax preferences/incentives. Such periodic re-
views of programs can prompt not only a healthy reassessment of our priorities but
also changes needed in program design, resources and management to get the re-
sults we collectively decide we want from government.

Nﬁedless to say, we at GAO are pleased to help Congress in this very important
work.
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Attachment I: GAO’s 2003 High-Risk List

Year
2003 High-Risk Areas ]%Esglﬁrﬁtsid

Addressing Challenges In Broad-based Transformations
e Strategic Human Capital Management* 2001
* U.S. Postal Service Transformation Efforts and Long-Term Outlook* 2001
¢ Protecting Information Systems Supporting the Federal Government

and the Nation’s Critical Infrastructures 1997
¢ Implementing and Transforming the New Department of Homeland Se-

curity 2003
* Modernizing Federal Disability Programs* 2003
¢ Federal Real Property* 2003
Ensuring Major Technology Investments Improve Services
* FAA Air Traffic Control Modernization 1995
« IRS Business Systems Modernization 1995
* DOD Systems Modernization 1995
Providing Basic Financial Accountability
* DOD Financial Management 1995
* Forest Service Financial Management 1999
¢ FAA Financial Management 1999
¢ IRS Financial Management 1995
Reducing Inordinate Program Management Risks
* Medicare Program* 1990
¢ Medicaid Program* 2003
¢ Earned Income Credit Noncompliance 1995
¢ Collection of Unpaid Taxes 1990
* DOD Support Infrastructure Management 1997
* DOD Inventory Management 1990
« HUD Single-Family Mortgage Insurance and Rental Assistance Pro-

grams 1994
e Student Financial Aid Programs 1990
Managing Large Procurement Operations More Efficiently
* DOD Weapon Systems Acquisition 1990
¢ DOD Contract Management 1992
¢ Department of Energy Contract Management 1990
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Year
2003 High-Risk Areas Designated
High Risk
* NASA Contract Management 1990

* Additional authorizing legislation is likely to be required as one element of addressing this high-risk area.
Source: GAO
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Mr. SHAW. [Presiding.] Thank you, Mr. Walker. Mr. Crane.

Mr. CRANE. Thank you, Mr. Chairman. Mr. Walker, my under-
standing is the IRS’ estimate in 1998 was that $232 billion in taxes
were due, but never collected. Is that correct?

Mr. WALKER. That sounds about right, Mr. Crane.

Mr. CRANE. Can you explain a little bit how the $232 billion
was never collected?

Mr. WALKER. Well, part of the problem is that the IRS to a
great extent—and Mike Brostek may be able to come up with some
more details—has been focused over the past few years on improv-
ing customer service, and a lot fewer resources have been dedicated
to compliance. They have not updated a lot of their programs to be
able to look for noncompliance. In addition to that, they have grow-
ing backlogs with regard to looking at issues that they have identi-
fied.

Mike, could you provide a little bit more detail here?

Mr. BROSTEK. Yes. I am Mike Brostek, and I am Director for
Tax Issues for the GAO.

The trends that Mr. Walker has talked about are in part behind
the uncollectability of those taxes. In part there are a lot of taxes
owed by people who will not be able to pay them, corporations and
individuals who have gone bankrupt or have too few assets to actu-
ally pay all the taxes that are owed. The collectable amount of the
taxes is a smaller amount. It is around $112 billion.

Mr. CRANE. Still substantial. The former Commissioner Rossotti
estimated that in a given year, the IRS assesses almost $30 billion
of taxes that it will never collect. Does that sound correct?

Mr. BROSTEK. I believe what the Commissioner was saying was
that they have identified about that level of taxes that could be col-
lected if they had additional resources to work them. Those would
be cases where they have identified that someone owes taxes, but
they haven’t been able to work the cases.

Mr. CRANE. He estimated further it would cost about $2.2 bil-
lion to collect that money, and that would give us a net gain of al-
most $28 billion.

Mr. WALKER. Sounds like a good return on investment to me.

Mr. CRANE. Right, yes. Let me know if you know of any invest-
ments that I can make in the market that I would get that kind
of return. Thank you. I yield back the balance of my time.

Mr. SHAW. Mr. Rangel.

Mr. RANGEL. Thank you. Mr. Walker, let me join with the
Chairman in lauding the fine work that you do, and the GAO over
the years have been so dependable in a bipartisan way.

Is there such a thing as civil fraud? I am not certain, but I know
that most of the fraud that I have come across has been criminal
in nature, and it would seem to me that while we are investigating
for fraud—and obviously you have said that when a business is this
large, it has to be there—have you referred in the course of your
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ovel‘;sight—have you referred any cases to the Department of Jus-
tice?

Mr. WALKER. When we end up doing work, Mr. Rangel, and
come across issues that we think could be violations of the law,
then we do refer them to the appropriate authorities. If we think
it is a criminal matter, then we would refer it to the Department
of Justice. As you know, the Inspectors General are on the frontline
of fighting fraud, waste, and abuse with regard to their respective
departments and agencies.

Mr. RANGEL. Well, if I didn’t care about you and respect you
so much, I would ask why would not the frontline people be testi-
fying today?

Mr. WALKER. I think at least one Inspector General is going to
be on the next panel, but I am not sure.

Mr. RANGEL. Well, he is a good man, but I think he would
agree that the people from IRS would be able to be in a better posi-
tion to help us out as to how we can save money. You don’t come
here telling us how much money you are going to save us, do you?

Mr. WALKER. We have given in our testimony specific items
that we think that Congress should consider taking action on. We
don’t give you a specific bottom line total, but there is no question
that it is billions of dollars.

I will say, however, I think you are putting your finger on an im-
portant point. If you look at fraud, waste, abuse and mismanage-
ment, most of it is waste and mismanagement, not fraud.

Mr. RANGEL. Okay.

Mr. WALKER. In addition, if you look at improper payments, all
improper payments don’t represent fraud, and some of them are
payments that we should have made, but we don’t have appro-
priate documentation.

My personal view is there is a lot of money that can be saved
in fraud, waste, abuse and mismanagement, but there is much
more money in the next two categories I mentioned, much more
money. That is why I say we need to address all three tiers.

Mr. RANGEL. Well, you do realize that you are being called
today because we have a budget deficit, and we have to save every
dollar that we can and make certain that we eliminate every
wasteful act. It would just seem to me that while you do an excel-
lent job with the overview, that this Committee’s interests could be
better served if we had the front-line troops that deal with the
problems every day and not only tell us what we are losing, but
to suggest to us legislatively how we can correct it, because so
much—so many of these issues we have jurisdiction over, and all
we can do is thank you for the fine work that you have done over
the years. It doesn’t really allow us in our Committee, assuming
that we legislate, to correct the errors that may exist.

You do a great job. The GAO has historically provided a great
service for the Congress. Thank you for making yourself available.

Mr. WALKER. Thank you, Mr. Rangel. We do have specific items
that we would recommend that this Committee and other commit-
tees should consider, such as requiring competitive contracting in
certain areas and a few other activities that could save money.

Mr. RANGEL. Why don’t you just send them to me and the
Chairman, because clearly, this hearing is not for that purpose, but
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it would be that we could do something about it and remedy it if
you would do that. I will make certain that the Minority gets these
things, and we may be able to put them in the form of amendments
in legislation. Thank you so much.

Mr. WALKER. I would be happy to do that, Mr. Rangel. Thank
you.

[An attachment is being retained in the Committee files.]

Mr. SHAW. Mr. Houghton.

Mr. HOUGHTON. Thank you very much. Well, thanks for the
work that you are doing. I think this is a worthy meeting. I dis-
agree a bit with the Ranking Member. It is not just because of the
budget deficit; we always ought to be monitoring what is going on
to make the government more efficient.

I guess the thrust of my basic question is this: There are certain
things legislatively that must be done. For example, in order to col-
lect more money for the IRS, we need more people, and we want
to have a private collection agency. That has to be legislated, but—
and I am not talking about fiscal gaps either—there are certain
things that ought to be the function of the administrative depart-
ment to stay on top of all the time. So, my question, whether it is
in Medicare or Social Security or some of these other things, is the
slippage really a part of people—because we don’t give them
enough money to have enough people, or is it attitude? What is it?

Mr. WALKER. It is a combination of things. I do think that one
of the challenges that we have in government is there has been an
assumption for years that the base of spending, the base of tax
preferences, the base of programs and policies, functions and activi-
ties of government are okay, and, therefore, there is a lot of time
spent each year by both the executive branch and the legislative
branch just debating incremental pluses or minuses from that base.

There has not been enough transparency and scrutiny and ac-
countability with regard to the base. For example, why does this
program exist? How does it measure success? How is it making a
difference? What type of return on investment is it generating?

I think the same thing has to happen for tax preferences. What
impact are they having? What incentives are they creating? That
has not happened for many years, and I think it needs to happen,
because our fiscal gap is large and growing. It is structural, and
we are not going to grow our way out of it.

Mr. HOUGHTON. Yes, but does the remedy rest with us, or does
it rest with the administrative departments?

Mr. WALKER. It rests with both. There are actions that need to
be taken, and we are trying to work in a constructive way on good
government issues with the Office of Management and Budget
(OMB) on things like how to link resources to results. One of the
things the Administration is doing right now is trying to look at
20 percent of major government programs each year and assess the
effectiveness of those programs and what type of outcomes are
being achieved. Last year was the first year for this.

We are trying to work in a constructive way, but clearly there
are legislative issues that have to be addressed as well. There has
to be more data-sharing to try and minimize improper payments,
to be able to require or encourage competitive contracting for
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things like Medicare payment administrators and things of that na-
ture.

Mr. HOUGHTON. Yes, but you said there used to be a slippage
?f about $20 billion in Social Security. Now it is down to $13 bil-
ion.

Mr. WALKER. Medicare. That was for Medicare.

Mr. HOUGHTON. I thought you said Social Security.

Mr. WALKER. No, sir. Medicare.

Mr. HOUGHTON. Medicare, okay. What should we do? Is there
something we should do, or what is the proper target? Should it be
$7 or $5 billion. Is this an administrative or a function of the Com-
mittee on Ways and Means?

Mr. WALKER. Well, for one thing, with regard to Medicare,
there are a lot of things that have been done. I think in some cases
this is an example similar to the IRS. The U.S. Department of
Health and Human Services (HHS) may not be dedicating enough
resources to be able to try to deal with improper payments.

I think the other thing that can be considered is that a vast ma-
jority, if not all, of Medicare payment responsibilities are placed
with third-party administrators. We need to look at the contractual
arrangements with those third-party administrators. We need to
look at competitive bidding. We need to provide incentives in those
contracts and accountability mechanisms for contractors to be able
to get better control of improper payments.

I think there is also additional transparency that is needed over
some of these payments to try to look for improper billings or
upcoding of certain services. More rigorous enforcement is going to
be part of it as well. There is no doubt about that. It may cost a
little money to save money, but in the net you could be a lot better
off.

Mr. HOUGHTON. Thank you very much.

Mr. SHAW. Mr. Walker, could you be a little more specific in
pursuing what Mr. Houghton is speaking of? You talk about
upcoding, and I guess services that weren’t rendered, perhaps like
overpayments in hospitals for certain drugs that are administered
to patients. Exactly what is it we are looking for?

Mr. WALKER. There are several issues. Number one, sometimes
you will end up having services that weren’t rendered that are
being billed for. Sometimes more expensive services are being
billed than are actually provided. That is called upcoding, where
providers say they did something more expensive than they actu-
ally did. Alternatively they may claim that they did something that
was more expensive that wasn’t necessary. Sometimes you can
have a circumstance in which something is paid twice, which we
may or may not catch down the road. Leslie, you want to come up
and give a couple of more examples?

Ms. ARONOVITZ. My name is Leslie Aronovitz. I am one of the
directors in health care.

In terms of the error rate, there are a lot of categories of pay-
ment errors. In addition to what Mr. Walker was talking about,
one is the category of uncovered services. This is where Medicare
is paying erroneously for services that should not be covered. Also,
there are documentation errors, where there is insufficient docu-
mentation to support the medical necessity of that particular serv-
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ice. Under Medicare, if a service is not proven to be medically nec-
essary, it is not supposed to be paid for.

Mr. SHAW. I think all of us in Congress from time to time re-
ceive something from constituents, a Medicare bill in which they
sent it in and says, hey, this said you paid for this particular serv-
ice, and I don’t think I got it. I have one sitting on my desk right
now from a dermatologist to a constituent in which Medicare paid
for several procedures. The constituent said he was in there 10
minutes, and the procedures didn’t happen.

What would be your advice as to people that think that they are
probably the patient that has been victimized, in effect, through
Medicare payments for services that weren’t rendered, and what
could Congress do legislatively in order to change that?

Mr. WALKER. My understanding is—and I would like for Leslie
to provide more detail—that many times the recipient of the serv-
ices does not receive adequate information in order to be able to do
what you are talking about. Therefore, part of the problem that we
have in health care, which, as you know, is a huge part of our
budget and of our economy, is that we don’t have adequate trans-
parency over who allegedly provided what to whom. Therefore we
are not able to have a check and balance, where the individual can
say, exactly as you said, I was there for 10 minutes, there is no
way he or she did all these different things. Leslie.

Ms. ARONOVITZ. That is absolutely correct. In addition to that,
when a beneficiary is aware that Medicare is paying for a service
on their behalf that they did not obtain there is a phone number,
on the explanation of Medicare benefits for reporting those discrep-
ancies. The discrepancies would be reported to the Medicare Claims
Administration contractor. The contractors have an obligation to
pursue those matters and to make sure that, in fact, the provider
was not paid erroneously.

Mr. WALKER. I believe, Mr. Shaw, that there needs to be more
transparency. We need to look at what can be done to make sure
that the person who received the services has an understanding in
general terms of what the taxpayers are being billed for, which
may or may not have been provided, and we need to have better
accountability over the contractors to make sure they are following
up on this. We need to look at related contract provisions to find
out what kind of financial incentives or accountability mechanisms
can be put in place if they don’t already exist.

Mr. SHAW. We ought to put in some type of standard accounting
and billing principles. Anyone who has been in a hospital lately
knows that you get a flood of bills if you are lucky enough to be
insured. I just went through some major surgery at the beginning
of this year, and the bills keep coming in. Believe me, when I think
the whole thing has settled down, I will check my credit rating and
be sure nothing fell through the cracks. It is very confusing, but
luckily I can try to match it up with my Blue Cross/Blue Shield
coverage to make sure everything has been done correctly, but
sometimes it is not.

My wife had a cataract operation just at the end of last year, and
the insurance carrier on a preferred provider let a charge go
through for $8,000 when it should have been negotiated down to
$2,000 and something, and it was a mistake. We called it to the
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attention of Blue Cross/Blue Shield. They corrected it and went
back and got it straightened out.

I can tell you, in particular for older people, it is so confusing,
you end up with just a big wad of bills, and you have no idea what
they are. There ought to be some uniformity put in place.

Nancy, I think this is something that your Subcommittee could
really address, and it would do a great service not only in Medi-
care, but for other people. The uninsured are the ones that would
have gotten that $8,000 bill instead of the $2,000 and something
bill. The uninsured are those that least can afford to pay for these
type of services. I think this would be something that would be cer-
tainly on the fringe of your jurisdiction, if not squarely within your
jurisdiction. I would hope that you might want to take a look at
it. Mr. Cardin.

Mr. CARDIN. Thank you, Mr. Chairman. Mr. Walker, it is al-
ways a pleasure to have you before our Committee. I will change
gears a little bit and look at another area.

You issued a June 2003 report in regards to the Medicaid
home—and community-based waiver program under the Social Se-
curity Act, and, of course, the waiver program not only affects Med-
icaid, many individuals receive Medicare covered services as well.
The waiver program is a very valuable program. It allows our con-
stituents to get long-term care services in a more convenient and
a more acceptable way. It also, we hope, saves the Federal Govern-
ment money under the total health care costs of our country. So,
it is an important program, provides States flexibility.

Your report, though, pointed out a couple points. First the
amount of Federal funds in the waiver program has increased dra-
matically from fiscal year 1991. The total amount spent on the
waiver program was $1.6 billion or 5 percent of our long-term care
Medicaid cost. Ten years later that grew to $14 billion—about $4
billion and 19 percent of all of our long-term care Medicaid costs.
Eight hundred thousand people are currently being served.

Now, I am not going to go through all the findings of your report,
but it was pretty damning as to the quality assurance standards,
that the Centers for Medicare and Medicaid Services (CMS) was
not even inquiring into a significant number of the cases on quality
assurance; that the amounts, I think, were—we had 42 waivers, or
18 percent of all waivers in effect for 3 years or more serving
132,000 beneficiaries were never reviewed. The application process
does not give us any real comfort level as to what is happening as
far as quality assurance itself. The local reports were—in many
cases one-third were at least 1 year late in being filed.

I guess my point is as we look at waste, fraud, and abuse, as we
look at our responsibilities on oversight, it is always convenient to
try to give more flexibility to the States, to look at changing pro-
grams from specific Federal required programs to a block grant
type of expectations of the States. If we are not providing the over-
sight, if we are not providing the quality assurance, to me that also
falls under waste, fraud, and abuse. I am just interested as to
whether you have any further help for us or guidance to us as to
how we can do a better job in one of our principal responsibilities
of oversight.
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Mr. WALKER. I think one of the things we have to recognize is
that there has been an increase in the number and types of activi-
ties involving a partnership between the Federal and State govern-
ments. These may be block grants or other approaches, but Federal
taxpayers are paying money and the programs are being adminis-
tered solely or partially by the States. One of the things that we
have to do is to recognize that the Federal Government has a re-
sponsibility to make sure that there is adequate transparency, ap-
propriate accountability and enforcement mechanisms to make sure
that the Federal dollars are being used for the intended purpose.
I will tell you that this is one area where more action needs to be
taken, and expect that there are others as well.

Mr. CARDIN. I might ask you to give us some more specifics on
this. This is a $14 billion program currently, and the report indi-
cated that there were faults both at the Federal agency level, CMS,
and in not oversighting the way it should, as well as with local gov-
ernment. I think we need more guidance from GAO as to how we
can make sure the quality assurances are built into these programs
without overburdening the intent of the program to give flexibility
to the States, but if we don’t have any—the purpose of these pro-
grams are to provide quality service to our constituents for long-
term care. If that is not happening, then we are not carrying out
our responsibilities.

So, I think we need some help from you as to what we can do
with CMS or what we can do with local governments in this waiver
process to make sure that we have a greater expectation on quality.

Mr. WALKER. Let me note now for the record that we are re-
quired by the budget resolution to send a report to the Congress
by August 1, 2003 with some specific suggestions of areas that Con-
gress may want to look into. I will make sure that we try to include
something in this area.

Mr. CARDIN. I thank you for that, Mr. Walker. I yield back.

Mr. SHAW. Mr. Ryan. Ms. Dunn.

Ms. DUNN. Thank you very much, Mr. Chairman, and welcome,
Mr. Walker. It is good to have you with us today.

I liked very much your point you made in your opening state-
ment about how it is difficult in a government the size of ours to
have zero fraud, waste, abuse and mismanagement, but we should
have zero tolerance. I think that is well worth remembering. We
on this Committee want to support you in that principle and make
sure that we watch over our government in every way where we
can be in control to make sure that mismanagement, fraud, waste,
and abuse are eliminated, and efficiency and integrity continue as
part of the government which we oversee.

Your testimony goes into detail about noncompliance, the stress
on IRS collection programs and complexity in the Tax Code, abuse
of tax shelters, and the cost of tax preferences. Can we fix these
problems without major reform or simplification of the Internal
Revenue Code? In other words, are the complexities of the Tax
Code and the problems with compliance simply two sides of the
same coin?

Mr. WALKER. Well, I think there are several steps that will be
necessary. Clearly there are things that can and should be done ad-
ministratively through placing a higher priority on enforcement,
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possibly some targeted resources to try to be able to make sure
that the IRS does that and captures the return on investment that
Mr. Crane talked about before.

I do, however, believe that some of the problems with this area
has to do with the complexity of our laws. I am a Certified Public
Accountant (CPA). I will tell you I do my own tax return. I cannot
imagine somebody that doesn’t have a degree of financial expertise
even trying to do their tax return and doing it properly. If you look
at the EITC, where the error rate is estimated at about 30 percent,
a lot of it is because of the complexity and because it is intended
to help generally less educated and poorer individuals. We need to
recognize reality—that our laws are overly complex, and, therefore,
even people in good faith may not be able to comply because of that
complexity. So, ultimately we are going to have to streamline and
simplify a lot of the Tax Code.

Ms. DUNN. As Congressman Shaw was talking about his experi-
ence, it reminded me of a fairly recent experience I had helping my
father through a surgical operation with the piles and piles of bills
that came in for months after the surgery. It made me very dis-
tressed about the effect, especially on seniors who don’t have any-
body to help them work through the process. In a quick discussion
we just had with one of our excellent staff who said when she re-
tires, she is going to go into the business of helping seniors wade
through this morass. These are folks who have paid their bills
through their lives and in some cases are threatened by the threat
of them turning these bills over to collection agencies, and that is
a very frightening thing for them.

I don’t know if there is anything we can do about this, but
maybe, Congressman Shaw, we ought to think about making a law
against turning over those bills to collection agencies.

Another problem, of course, is that seniors tend to pay those bills
as soon as they come in because they wish to be living their lives
with integrity and making sure that they are responsible for what
they have to endure. Yet then you move into an area where you
are trying to get the refund because the insurance company is real-
ly going to pay that check. So, that, too. I wanted you to know how
concerned I am about that same issue. I would like to delve into
it further. Are there any suggestions you have?

Mr. WALKER. Absolutely. I think there has to be more trans-
parency over what the government is being billed for. Secondly, I
think we have to have more accountability in the contracts with
the administrators who administer the Medicare payments system.
Thirdly, I think we have to recognize reality that some of the indi-
viduals involved, the senior citizens, may need help. They may
need help in trying to be able to ascertain whether or not this is
a legitimate charge or not. We may have an interest in trying to
make sure that they get help, because if they get that help, it could
end up saving us money.

So, I would be happy to work with Mrs. Johnson and her Sub-
committee to try to come up with some ways to look at this area,
because I think it is a large and growing problem.

Ms. DUNN. Good. I appreciate your answers. Thank you very
much, Mr. Walker. Yield back.
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Mr. SHAW. Thank you, Ms. Dunn. I think that this is something
that we desperately need to attack. What really happens on these
billings is that you expect to get one from the hospital, maybe one
from the anesthesiologist, and one from the surgeon, but there are
so many subcontractors within the hospital, you get all of these
things. I think some central billing agency within the hospital
should be set up so someone says, here is my bill, and here is what
I spent, instead of this stuff trickling. It trickles in, I can tell you
by my experience. Mine is still trickling in from 6 months ago. We
are still getting bills. You kind of go crazy. Thankfully we set up
a file when they first started coming in so we could try to keep up
with them. If we hadn’t done that, we would be totally lost.

I had trouble. I, too, was a CPA, but to try to wade through these
hospital billings and the physician billings and try to figure out
what they are doing is really next to impossible.

Ms. DUNN. Would you yield for a moment? I wonder, I remem-
ber our former Chairman of this Committee Mr. Archer was about
the only person on the whole Committee who did his own income
taxes. I wonder sometimes if it wouldn’t be interesting to inquire
that the point—if there is anybody on our Committee that does his
own income taxes.

Mr. SHAW. I think the next question is if you do your own taxes,
could you do it without a computer. This is one of the big, big prob-
lems. I talked to my CPA, and I said when the alternative min-
imum tax (AMT) came in, that is it, I will have to do something
else. Of course, I didn’t practice—I practiced law for all those years
and didn’t practice accounting, but I did my own tax return until
the AMT came in. At that point I turned it over to a CPA. My CPA
says that he couldn’t do many of the tax returns that he does with-
out the computer.

Mr. WALKER. I will tell you, if I may, Mr. Chairman, a recent
personal frustrating experience. As you know, both you and I are
CPAs. I can’t imagine how a typical American would deal with this.
I do my own tax return. You are right; with AMT it is a lot more
complicated, but that is not the only complication. I ended up send-
ing mine in. I got a notice back from the IRS saying I overesti-
mated my income and underestimated my taxes, which obviously
doesn’t make sense, and I don’t agree with them, and so I called
them to say, well, there is obviously a problem here, let’s fix it.
This was 4 months ago. They still haven’t assigned it to anybody
yet, and so there is nothing that I can do. In the meantime I am
trying to file my return for this year. I am not going to accept what
they say because I know they are wrong, and I am a CPA. So, I
can just imagine what the typical taxpayer has to deal with here.

Mr. SHAW. That would be very interesting to see who is as-
signed your return.

Mr. WALKER. I know the Commissioner, but I am resisting call-
ing him. Hopefully the system will work in time.

Mr. SHAW. Interesting exercise. Now we are going to hear from
a physician. Mr. McDermott.

Mr. MCDERMOTT. Do you know if they are doing A-76 at IRS?

Mr. WALKER. I don’t know, Mr. McDermott. I can try to find
out.
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Mr. MCDERMOTT. It would work much better if it was
privatized, don’t you think?

Mr. WALKER. No, I don’t necessarily think that.

Mr. MCDERMOTT. Why are you, a government official, sitting
there trashing them?

Mr. WALKER. Oh, no, no. I am not trashing them. Let me clarify
what I said. What I am saying here is a real life experience. It is
a fact. It may be an exception. I am not saying it is representative
of what they do. I am saying it is frustrating.

Mr. MCDERMOTT. Did you look into whether we had cut the
budget such that there were not sufficient agents to handle all this
stuff? We made about a 19-percent reduction in the budget with an
increase in number of claims filed. How does that work?

Mr. WALKER. Mr. McDermott—you brought up a good point. I
mentioned before that one of the problems that the IRS has, while
they haven’t been able to do as much in enforcement, is because,
first, it hasn’t been as high a priority, and second, they don’t think
they have enough resources to do that. In any case it is not an en-
forcement issue. I would say it is a taxpayer service issue.

Mr. MCDERMOTT. Well, let me move to another issue because
I listen to this, and I have read your report. On page 24 you say,
well, this is where we got the problem with the EITC. Maybe it is
not page 24, but when I look at this tax gap map that came from
the IRS Office of Research, 2003, they say that out of that $232 bil-
lion, $65 billion of it is business income that is badly reported in
unpaid amounts, and self-employment tax is $45 billion. Now, that
is almost half, but instead what you recommend or what you com-
ment on is that the IRS is looking at EITC, which is $7.8 billion.
Now, I don’t understand why you would look for the big savings of
waste, fraud, and abuse in $7.8 billion when apparently the busi-
ness and self-employment and if you add to that the non-business
income, which is another $30 billion, you have got way over half
of the money in those three areas, and the IRS is focusing on EITC.
Why that? How do they set that as a place to look for the money?

Mr. WALKER. There is absolutely no question that there are
problems on the corporate side. In many cases the problems on the
corporate side are much greater than the problems on the EITC,
and there is absolutely no question that more time, attention, and
resources need to be allocated there. The uncollected taxes area is
individuals, partnerships, and corporations, but one of the things
I tried to mention in my opening statement is there is increasing
concern with regard to tax shelters and tax schemes involving cor-
porations and high-income individuals, and that is real money.

Mr. MCDERMOTT. I think that you are really raising the ques-
tion—the former IRS Commissioner Rossotti said the most serious
tax noncompliance areas are promoters of tax schemes of all vari-
eties, misuse of devices such as trusts and offshore accounts to hide
or improperly reduce income, abusive corporate tax structures,
under-reporting of tax by high-income individuals, and the failure
to file and pay large amounts of unemployment tax by employers.

It seems to me if you are looking to save money—when I used
to write budgets at the State level, it must be different up here at
the Federal level, but we always used to go where the big money
was when looking at Medicaid and the school budgets and because
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there is no sense in looking at the State part. The State part is
0.07 percent of the State budget. You don’t waste your time over
there.

This looks like the IRS is wasting its time for some reason. I
would like to understand how they made that decision. Is there a
Committee in the IRS that says, let’s look and see where we should
go after—where we should look?

Mr. WALKER. Well, Mr. McDermott, I think you would have to
ask Commissioner Everson that. I will tell you this: Recently there
has been an effort on behalf of Commissioner Everson to allocate
more time, attention, and resources to corporate tax shelters and
to tax schemes involving high-income individuals. It is clearly
needed and necessary. I question whether or not that they have an
adequate amount of resources, time, and attention focused on that.
There is big money there, and there are a lot of people who are try-
ing to do what is arguably legal and acceptable rather than what
is ethically and economically right. Mike, do you want to provide
some details there?

Mr. BROSTEK. Well, I would just like to add that the IRS has
had a structured process for deciding that those items that you
read off were their priority items. They do an annual survey of
their chief officers in the IRS to get their opinion on where are the
largest problems; and in order to come up with that list, they fol-
lowed a systematic voting process to decide that those were among
the largest issues that they should address, and they have been
trying to adjust their internal resources to focus on those areas.

Mr. MCDERMOTT. May I just say, in closing, Mr. Chairman, in
fiscal year 2004, the IRS put in $200 million for auditing, $100 mil-
lion to EITC, and $100 million to all the rest of that system. Now,
I don’t know who is running this Committee, but, boy, somebody
has got a fix on EITC that doesn’t make much sense. Thank you,
Mr. Chairman.

Mr. SHAW. Mr. Herger.

Mr. HERGER. Thank you, Mr. Chairman. Mr. Walker, I note in
your testimony that you have focused on residency fraud in the SSI
program, which occurs when individuals claim to be living in the
United States for purposes of collecting SSI benefits, but actually
are living outside of the country, which is not allowed under the
program.

Can you review for us what else your investigation found, and
what steps you recommend for the SSA, or us here in the Congress,
to take to prevent continued abuse of this type?

Mr. WALKER. With your permission, Barbara Bovbjerg is the
executive responsible for this work, and I will ask her to address
that.

Ms. BOVBJERG. My name is Barbara Bovbjerg; I am Director
of Education, Workforce, and Income Security.

As you know, Mr. Herger, we are about to issue a report to you
at the end of this month on this important topic. This is a place
where the SSA has had difficulty addressing some of the—it may
be fraud, it certainly is abuse—issues in the SSI Program.

This is the program in Social Security where beneficiaries are re-
quired to maintain residency in the United States. Social Security
reports that it has identified $118 million in overpayments associ-
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ated with this requirement. Based on our work for you, we have
reason to believe the overpayments are much higher.

We have found that there are really three weaknesses in this
program. The SSA relies on self-reported residency information,
and we believe they need to verify that. The SSA also doesn’t make
full use of tools that it has to look at residency. It can make home
visits, for example, and it could do a more risk-based assessment
of which beneficiaries it maybe ought to take a closer look at, like,
for example, beneficiaries who are using post office boxes. The
Agency also hasn’t pursued independent sources of information,
like recipient bank account information, to detect non-residents.

We are planning to make recommendations to the SSA to ad-
dress these issues; perhaps unannounced home visits, a more tar-
geted review of beneficiaries; or use of the entry/exit data that
Homeland Security is developing. Our report will be issued at the
end of the month, and we would be happy to talk with this Com-
mittee about that at any time.

Mr. HERGER. Thank you very much. I might ask, Mr. Walker,
are there implications of this same sort of abuse of other programs
under the jurisdiction of the Committee on Ways and Means?

Mr. WALKER. There is no question that there is a significant
issue associated with improper payments beyond SSI and Medi-
care. This is an area that we are working on, along with the In-
spectors General and OMB. The OMB is requiring additional trans-
parency with regard to improper payments and also requiring, at
our suggestion, that there be a plan for how you are going to try
to go about estimating them and reducing them. I believe this is
both appropriate and long overdue.

Mr. HERGER. Well, thank you very much. Mr. Chairman, I want
to thank you again for having this hearing. We are certainly a very
generous people, the American people, but the taxpayers do have
the right to see that their dollars are spent in the way they were
intended and not spent in ways that are breaking the law. Again,
I thank you for your work, and I look forward to working with you.

Mr. WALKER. Thank you.

Mr. HERGER. Thank you.

Mr. SHAW. Mr. Neal.

Mr. NEAL. Thank you very much, Mr. Chairman. I know some
of the Members of the Committee have spoken earlier; they left,
but I would point out that I have got a great tax simplification bill
that we could all sign on to. I have got a great piece of legislation
that deals with AMT that we could all sign on to. They should be
bipartisan measures.

Most importantly, in the 11 years I have been on this Committee,
we have talked a lot during the last few years about tax simplifica-
tion. We have done very little, and—very, very little. We did have
hearings here at one point, I remember, some years ago in which
we were going to pull the Tax Code up by its roots and change it,
but I regret to tell you today we have made very little progress on
it.

Our former friend and colleague on this Committee—my class-
mate, incidentally—Mr. Hancock, did a great job here some years
ago of pointing out some of the abuses that he believed were occur-
ring at the IRS. In fact, they were documented by “60 Minutes”
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and a number of other instances. In particular, he had some con-
stituents who felt that the IRS had overreached in its effort to col-
lect back taxes from this family; and once they got into this web,
there was little opportunity for them to get out.

The issue at the time was from the majority here, that the IRS
was too assertive in collecting taxes that were owed to the govern-
ment. In fact, the argument here was that the IRS acted like
thugs; in particular, this contracting out had become a problem.

Now, in your testimony, you suggest that there has been an in-
crease in people who, you believe, cheat on taxes or those who be-
lieve that the IRS is no longer going to do anything to them. Is it
your position that this Committee and perhaps the majority in the
House of Representatives overreached in its effort? Or are you ar-
guing today that we should consider a more aggressive effort to
step up what was the best voluntary tax compliance system in the
history of the world?

Mr. WALKER. First, I think it is fair to say that historically
there may have been some abuses. The fact of the matter is—is
that we have issued several reports on this issue and found that
while clearly there will be some abuses from time to time, given
the nature of the responsibility IRS has, there was not pervasive
abuse as some asserted years ago. Culturally what ends up hap-
pening is that Congress passed a law that said, you shall not do
certain things.

Obviously people want to comply with the law, but culturally
what happened is, the pendulum, in my view, swung dramatically
to where the IRS is now focused overwhelmingly on customer serv-
ice, not on compliance. I believe that in a voluntary tax system you
need to simplify to try to help provide reasonable assurance that
people can comply in good faith, more needs to be done there.

You also need to have an effective enforcement program so that
people know that they are at risk if they don’t comply. You need
to do that not only civilly, but in appropriate circumstances, crimi-
nally, because otherwise it has a very adverse effect on the willing-
ness of corporations, individuals, and others to comply.

As we have said, the IRS needs to be spending more time and
allocating more of its resources, and may need additional resources,
to enforce areas including, in the corporate high-income areas.

Mr. NEAL. Thank you, Mr. Walker. The second question: I know
many of our colleagues in this body are going to spend a lot of en-
ergy and a lot of time on ensuring that lower income workers don’t
get a penny more than they should from the EITC. I understand
that the zeal that they undertake in asserting that there is some
abuse as it relates to the EITC, but let me direct your attention
to your testimony, Mr. Walker, about corporations that move to
Bermuda for the purpose of escaping American corporate taxes.
Now, a year ago the Speaker was quoted in a column by David
Rogers of the Wall Street Journal saying that there would have to
be a vote in the Congress on the issue.

That is a year ago; we haven’t had a vote on this issue yet. Mem-
bers of this Committee who were all worked up about it during the
election season last year scheduled as kind of a hasty matter a cou-
ple of small hearings, and the issue kind of fell off the table.
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Today you are acknowledging that corporate inversions have be-
come a problem and that those who move to Bermuda for the pur-
pose of escaping corporate taxes really get away with it.

We have estimated up to $5 billion due in taxes, it has been sug-
gested, could be collected over the next 10 years—$5 billion at a
time when we have 146,000 troops in Iraq; and we are going to
need that money for Afghanistan, we are going to need it for Iraq,
and we are going to need it perhaps to do a better job of collecting
through the IRS.

Would you talk a little bit about corporate inversions and this
notion of those who move offshore with a post office box for the
purpose of avoiding their tax burden share?

Mr. WALKER. At the high level—and Mike can provide some
more detail—there are a number of tax techniques that corpora-
tions have followed in order to try to minimize their taxes, one of
which has to do with their legal structure and where they are dom-
iciled. There has been an interest, for legal purposes, in being dom-
iciled in other countries in order to minimize U.S. taxes. This is a
problem that has grown.

We do live in a globalized world; there is no doubt about that.
There is a lot of activity going on where people are trying to dot
the I's and cross the T’s to be able to say that arguably, legally
they are okay, but from an ethical and economic substance stand-
point, one would have to raise real questions whether this is appro-
priate. I think it is an area that needs more attention and more
enforcement activity, but, Mike, do you want to elaborate?

Mr. BROSTEK. The only thing I would add on that is, the IRS
does face a large problem in policing corporate tax shelters and
other sophisticated shelters, in part because they are deliberately
constructed to walk the fine line between what is legal and what
is not legal many times; and it takes an intense amount of inves-
tigation to determine whether a situation is problematic. The inver-
sion situation is a case where it is not necessarily illegal for a cor-
poration to do that type of thing.

Mr. NEAL. Mr. Chairman, could I have 30 more seconds?

Mr. SHAW. You are already 2 and a half minutes over. I would
tell the gentleman that the House has already passed an inversion
moratorium, and on April 3, 2003 the House passed 247 to 175 the
energy bill which contained this provision, and it is awaiting action
in the Senate.

Mr. NEAL. I appreciate that, Mr. Chairman, but the truth is, we
have not done what we pledged to do a year ago. Could I have 30
seconds more?

Mr. SHAW. Well, this Committee has and the House has. We are
awaiting action by the Senate. Very, very quickly, because we have
got to move on.

Mr. NEAL. Thank you, Mr. Chairman. What would you do to an
individual taxpayer who moved to Bermuda and set up a post office
box a‘171d said that they were no longer going to pay their individual
taxes?

Mr. WALKER. I would have to think about what I think the ap-
propriate action is there. I do believe that, as we have seen of late
with some of the accountability failures in the private sector, we
are facing a troubling trend in this country where people are trying
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to do what is arguably legal and what is minimally acceptable rath-
er than what is ethically and economically the right thing to do.
I don’t have an easy answer, but I do think it’s a problem.

Mr. NEAL. Thank you for those 30 seconds, Mr. Chairman.

Mr. SHAW. Mr. McCrery.

Mr. MCCRERY. Thank you, Mr. Chairman.

Mr. Walker, I just have one question and it relates to the ques-
tion of employment taxes. In your testimony, you point out some
figures that are rather startling. You say that as of the close of fis-
cal year 2002, there were approximately $49 billion in delinquent,
unpaid employment taxes.

Can you suggest anything that the Congress ought to do to
change the law or encourage the IRS to change regulations which
would make us more efficient in collecting those taxes?

Mr. WALKER. Mike Brostek, please.

Mr. BROSTEK. The thing that we have found when we have
looked at the employment tax situation is that in many cases these
are smaller businesses who get themselves into financial difficul-
ties, and they don’t pay their employment taxes because they are
a source of funds to stay in business.

The effective way of trying to deal with that is to stop the prob-
lem before it grows out of hand. So, the IRS has created various
programs to intervene early when a taxpayer gets into that type of
situation, to try to educate them that they need to be paying those
taxes, or even to take enforcement action early on. However, those
programs have been very small in IRS, and they haven’t been eval-
uated to see if they are very effective.

I think encouraging IRS to determine what are the effective tools
to use in addressing the situation is an appropriate thing to do.

Mr. MCCRERY. Well, what about using technology to have a
more direct submittal of those taxes, filing them electronically or
something like that?

Mr. BROSTEK. Currently, the IRS does make available elec-
tronic payment of employment taxes through the Internet to all
businesses that want to. It is not a requirement that all do. You
might want to consider whether there should be an expansion of
the requirement.

One thing to keep in mind in considering such an expansion is
the burden that smaller businesses might face in being required to
file in that fashion.

Mr. MCCRERY. What would the burden be? Buying a computer
and having an Internet service?

Mr. BROSTEK. It may be a fairly minimal burden, but not all
small businesses do have computers and Internet connections.

Mr. WALKER. I think one other thing that we have to look at—
and this is an example of it—is how, leveraging technology, can the
IRS become aware in a more timely manner when somebody has
not paid unemployment taxes, who has previously paid unemploy-
ment taxes.

Frequently what ends up happening is, as Mr. Brostek said, you
will have a small business. This is a significant amount of cash by
the time you take the employee’s portion and the employer’s por-
tion, if they are having cash flow problems. They may have paid
their payroll taxes for both the employer and employee for a period



53

of time, then all of a sudden they don’t transmit it in a timely man-
ner, hoping that things are going to turn around; and they may not
turn around.

So, I think one of the things that has to happen is, how can we
get more timely notification, leveraging technology, of who is not
paying so we can intervene earlier.

As to the other question, I would say, you may want to consider
additional penalties that you can bring to bear that would encour-
age people not to use that option. They knew that if they really
thought they were going to turn around, that they were going to
end up paying a big price and, therefore, that wouldn’t be some-
thing that they might do as a first resort. It was something that
they would do more as a last resort.

Mr. MCCRERY. Well, I agree with the first part of your state-
ment, that is, that we ought to think of ways to encourage employ-
ers not to get in that trap in the first place.

The second part with respect to increasing penalties doesn’t seem
to me to be an effective tool since we know that we are already as-
sessing substantial penalties and we are not collecting those. So, I
don’t think that is a very effective way to address this.

I would rather we try to think of innovative ways to make the
collection smoother, quicker, more practical, and not tempt those
employers to dip into that and misappropriate those funds for pur-
poses that were not intended.

Mr. WALKER. I agree. I think realistically we have to be able
to help them be able to do it, but we have to know when they are
not doing it; in other words, when they discontinue, we need to be
able to intervene in a timely manner. Quite frankly, I don’t know
that the IRS has that capability right now.

Mr. BROSTEK. It is something that IRS is hoping to do a better
job of, identify when that pattern of payments is broken.

As you are probably aware, there are a number of fairly complex
filing requirements for employment taxes that are graded according
to the size of the business. If you are a very large business, you
have a daily filing requirement, and it is easy to track patterns
there. The smaller firms may only have to file on a monthly or a
quarterly basis. Since those are often the ones that have the filing
problem, detecting when they have broken a pattern can be a little
difficult for IRS.

Also, because those smaller businesses often are seasonal busi-
nesses—a lawn-mowing business in the summer, a Christmas sale
at the Christmas season—the payment pattern may have some
natural fluctuation that has to be discerned, but the overall point
is correct. The more progress that can be made in determining
when the pattern has been broken, the better, because that is when
the IRS needs to intervene.

Mr. WALKER. We ought to be able to leverage technology more
in that regard. Technology that is working for us, not against us.

Mr. MCCRERY. Right. Good. Thank you, Mr. Chairman.

Mr. SHAW. Mr. Portman.

Mr. PORTMAN. Thank you, Mr. Chairman. I want to thank Mr.
Walker for being with us again and providing us some good, hard-
headed analysis, particularly raising again the concern about enti-
tlement spending and the degree to which mandatory spending
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over the next 20 years is going to take over our budget. We need
to look at Medicare and Social Security.

I think, though, in the short term probably our best chance of
dealing with some of the issues before this Committee today is
looking at the tax side, looking at the Tax Code. I appreciate your
raising the SSI issue again, however—also, some other tough
issues.

On tax compliance, you just responded to some of Mr. McCrery’s
good questions. In general, if you could, give us a sense of the de-
gree to which you think the compliance problem is related to the
complexity of the Tax Code. I ask this question because I think
there are a couple of ways the GAO could help us in this regard.

Mr. WALKER. First, I think there are two dimensions of the
complexity problem. One is that if our laws are very complex, then
even individuals who want, in good faith, to do the right thing,
have difficulty sometimes in doing the right thing, because they
don’t understand the law.

The second is, if our laws are very complex, then that provides
opportunities for legal and financial engineering to be able to do
things that you can try to dot the I's and cross the T°s in order to
be able to argue that this is legal, and therefore it is tax minimiza-
tion rather than tax evasion. So, I think complexity is relevant in
both dimensions.

Mr. PORTMAN. To the extent you can put a finer point on that,
I think that would be very helpful in going forward.

Obviously, we have not done much in terms of simplifying the
Tax Code in the last several years. We talk about it a lot, and it
is something I think that is on the agenda for, I hope, Members
of the Committee on both sides. I think that one of the issues here
with regard to fraud and abuse and with regard to mispayments
is complexity.

Let me skip quickly to electronic filing. Some of the complexity
of the Tax Code and some of the mistakes and erroneous payments
are due to the fact that people file paper returns. I am amazed by
those numbers. You get a 22 percent error rate with paper returns,
less than a 1 percent error with electronic. We have got an 80 per-
cent goal by the year 2007.

We have come up with some creative ways to try to deal with
that, some of which is controversial. Anything you can do, I think,
to help continue to keep us focused on that would be helpful. Elec-
tronic filing is part of the answer, and I don’t think we have an
adequate focus on it, although we are now up to, I think, 42 per-
cent this year on electronic filing.

Quickly, in terms of the Tax Code, we talked a little about the
small business side and some of the concerns here on compliance.
We are increasing funds on compliance, as you know; we are trying
to get that pendulum to swing back not just on taxpayer service,
but on enforcement compliance.

With regard to EITC, a perennial problem. We now know that
in food stamps, for instance, you have, what, about a 6 or 7 percent
error rate. With regards to SSI, a big program, a problem, as you
stated earlier, we have got a 6 percent error rate. We think—based
on the 1999 figures from the IRS and U.S. Department of Treas-
ury—we think there is a 28 to 32 percent or 34 percent error rate.



55

So, about a 30 percent error rate in the EITC, which is now be-
tween, we think, $8.5 and $10 billion; and that is based on 1999
figures.

We have talked about this certification process. Can you give us
a sense of where you think the IRS is on EITC? Are we getting a
hold of this problem? We have heard concerns raised by this Com-
mittee on the other side that we are doing too many audits of
EITC, yet I am told only 4 percent of EITC returns are being au-
dited in any respect.

What is your solution to this, and what have you guys come up
with to try to help us with regard to EITC compliance?

Mr. WALKER. Well, first, I think that clearly the IRS has been
noted as dedicating a significant amount of resources to try to get
a handle on the EITC. I would respectfully suggest that they need
to be dedicating more resources on some of the other areas where
there are a lot of dollars involved, whether it be corporate tax shel-
ters or high-income tax devices.

Mr. PORTMAN. Let me follow up on that, though. Are you say-
ing that a 30 percent error rate is not a problem?

Mr. WALKER. No, no, I am not saying that at all. I am saying
it is a problem, and I am saying

Mr.o PORTMAN. They should divert resources from that to other
areas?

Mr. WALKER. Well, not necessarily. I think we need to look at
it as return on investment. Thirty percent is unacceptable. On the
other hand, where do we believe the biggest problem is? As was
mentioned before, Commissioner Rossotti, who is on GAQO’s audit
Committee, has estimated that there is a lot more money in some
of these areas where IRS has not dedicated enough time, attention,
and resources.

So, yes, we need to get the 30 percent down, but we also have
to make sure that we recognize that there are other areas that in-
volve a lot more money that we need to start getting on the beat
more.

Mr. PORTMAN. You think there is a 30 percent error rate in
some of these other areas, for instance, even small business, where
probably the biggest number of dollars is involved?

Mr. WALKER. Well, 30 percent is one of the highest error rates
that I have seen, no doubt about it. On the other hand, I think
there are a couple of ways to look at it, one of which is the error
rate, the other of which is how much money is involved, and third-
ly, what type of individuals are involved.

Mr. BROSTEK. One of the significant issues there is that we
don’t have current information on the compliance rate in most
areas of the Tax Code because IRS has not been doing standard
statistical measurements of that component.

Mr. PORTMAN. We are moving ahead with the new compliance
measurement?

Mr. BROSTEK. Yes. They have a measurement program for the
individual taxpayers. That is updating work that was last done in
1988, for tax year 1988. There were significant areas of noncompli-
ance found in the tax measurement in 1988. Small businesses had
a noncompliance rate, if I recall correctly, around 30 percent. Inde-
pendent businessmen—informal suppliers, I believe they called
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them—had a noncompliance rate of 81 percent. So, there were
other pockets of compliance problems that were detected through
that compliance measurement program.

We are very pleased that they are doing it, because when they
get the data, it will help them in allocating the resources to where
the problems are. We are looking forward to them rolling forward
and doing similar compliance measurements not just for the indi-
vidual taxpayers, but for the small businesses and others as well.

Mr. PORTMAN. Well, there is no question we need the compli-
ance data. My time is up—and I apologize, Mr. Chairman—but I
think it—it concerns me that you are saying that we should divert
resources away from an area where we know we have got a prob-
lem with 30 percent noncompliance based on 1999 figures.

It is not a matter of resources, it is a matter of focus. This certifi-
cation program, for instance, would simply have people say in ad-
vance what their residence is, how many children they have, and
so on. It concerns me that GAO would say this is not a big enough
problem, that we ought to be diverting resources because there
might be more money somewhere else, even though we don’t know
as much about that problem.

So, I would hope that GAO would continue to help us to get a
hold on this and on the small business front, and on compliance in
general and on complexity. Thank you, Mr. Chairman.

Mr. WALKER. I agree. Let me just say, Mr. Portman, we know
what we know. We know that this is a problem, but we are also
confident that there are other problems, and that is why it is im-
portant that the IRS do what they are doing now. They are focus-
ing their time and attention on this area because they know about
it. They need to continue to do that, but there could be other areas
that are problems that they need also to be focused on. That is
what we are saying.

Mr. PORTMAN. This Committee has been supportive of them
moving ahead with this new compliance data, which was a political
problem over the last two decades almost.

Mr. SHAW. Ms. Tubbs Jones is recognized.

Ms. TUBBS JONES. Oh, I didn’t think I would get a chance
right behind my colleague from Ohio. What I want to say, ask a
question about is, you are saying that because in EITC, the amount
of money is smaller compared to the possible or likely noncompli-
ance in larger areas; so 30 percent of $10 is not a lot compared to
10 percent of $100 million, for lack of a better explanation?

Mr. WALKER. That is correct.

Ms. TUBBS JONES. Thank you. Let me, first of all, say I am
pleased to be a part of this hearing today. I agree entirely that we
need to take a direct approach to address fraud, waste, and abuse
as it relates to the issues that fall within our jurisdiction, and that
a mindset of passing the buck along to others, as was said, just
doesn’t cut it.

I am reminded that when I was a Cuyahoga County prosecutor
and I took over a unit that dealt with welfare fraud, we focused
all these dollars on women who got a second check because the first
one came late, and they had children who needed to get to school
with clothes and needed to have food to eat.
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So, we prosecuted these women for a check for $330, and then
when they were indicted. After we went through the process of in-
dicting them and using the grand jury and the prosecutors, we
then took them to court; then we assigned them a lawyer for which
we paid more dollars. Then, after we assigned them a lawyer, we
then put them on probation. Then they had review for that. Then
we spent more money and we took their next welfare check and
used it to reimburse them for the loss of the last welfare check.

I don’t want to minimize looking at the fraud, waste, and abuse,
but I applaud you for understanding the importance of allocating
the resources where they need to be allocated, not just rolling it
around, particularly on the people who are at the lower rung of the
ladder. Even if we looked at all the money that is expended in
some of these lower areas, if we just focused on maybe two or three
larger pockets, we would get much more money back than we are
getting right now.

So, I just applaud you for understanding what we are talking
about with regard to EITC. The difficulty in establishing some of
the preliminary issues that are being proposed by the administra-
tion to try and cut off the payments. So, I am just so happy to hear
you say those kinds of things.

I am almost forgetting what else I wanted to ask you. Oh, I do
have a question. What if, in the area where we are dealing with
employers, we were to require that employers pre-certify to the
IRS, before filing their tax return and claiming deductions for hav-
ing paid their employees’ tax dollars into the government, that they
have turned over to IRS all of the money that they owe IRS with
regard to tax withholding for their employees? Do we require them
to pre-certify them right now?

Mr. WALKER. No, we don’t.

Ms. TUBBS JONES. Wouldn’t that be a heck of an idea, to re-
quire them to pre-certify that? That might deal with some of the
issue of taxes not—employees’ dollars not being paid in?

Mr. WALKER. Well, part of the question would be, what is the
sanction if they certify falsely?

Ms. TUBBS JONES. Well, we can think about that, too. Don’t
think that I am just sitting here trying to think of ways to lock up
people. That was my job before I came here, and I guess I think
about it sometimes still, but I am just suggesting that might be
something that you might include as you go through the process of
looking at this. What else do I want to ask you about?

Mr. WALKER. I think your point is, take a concept and see if
we }I;rlight be able to apply it in a broader way, and we will look
at that.

Ms. TUBBS JONES. Absolutely, Mr. Walker. In fact, I am going
to—if any of my colleagues who ran out of time want to use some
more time, you just answered the perfect question I wanted to ask
about EITC and allocation of resources. So, Mr. Chairman, even
though you don’t think I ought to do this, I am yielding back the
balance of my time, and I have time left.

Mr. SHAW. Miracles do happen. Mr. Hulshof.

Mr. HULSHOF. Thank you, Mr. Chairman. Really a couple of
follow-ups to my friend, Mr. Neal from Massachusetts, who is very
passionate about corporate inversions and asked you some ques-
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tions about that. I know that is really beyond the scope of this
hearing, Mr. Walker, and your appearance today, but I would com-
mend to him or others that are interested in this area of inter-
national tax policy, 2 days ago Pamela Olson testified before the
Senate Finance Committee on this subject, and I will just read one
sentence from the testimony:

“Both the increase in foreign acquisitions of U.S. multinationals
and the corporate inversion activity of the past few years evidence
the potential competitive disadvantage created by our international
tax rules.”

The reason I point this out is because our Committee, I think,
is going to be charged with dealing with international taxation,
with the foreign sales corporation situation and the World Trade
Organization.

So, I commend this testimony to any Member of this Committee
that has focused on corporate inversions because I think this is a
symptom of a larger problem that our Committee will have the op-
portunity to address in the future. Let me say to my friend from
Ohio

Ms. TUBBS JONES. Which one?

Mr. HULSHOF. You, Ms. Tubbs Jones, my good friend, which
would be you, as opposed to my semi-good friend here.

I can assure the gentlelady that no one on this Committee wants
to cut off payments from the EITC. I dare say that there are things
that—it might be that this error rate in the EITC is our fault.

In fact, Mr. Walker, let me move to you, because in your testi-
mony, in your written testimony or report—specifically on page 39
if you need to reference it—you mentioned that, for instance, the
several definitions that we have of, “children” in the Tax Code, if
we were to make simple changes in the definition of what is a child
and make that uniform, that somehow might impact positively the
ability to be compliant with the EITC. Would you elaborate on that
just a bit?

Mr. WALKER. For example, one could have a child, but it may
not be a dependent child; this could be a broken family; you could
have two people who, it is their child but only one has responsi-
bility for the care and feeding; and so, therefore, both could end up
trying to claim credit for something that only one is entitled to.

So, this is an example of where even if people want to in good
faith be able to comply, they may not be able to.

Mr. HULSHOF. I would say, in prior hearings—and I just know
this, Ms. Tubbs Jones, because this happens to be an area of in-
quiry when we had representatives from the Department of Treas-
ury under President Clinton’s Administration; and I remember the
discussion about the EITC, about noncompliance and what have
you.

I seem to recall that then, a couple years ago, there was a 23 per-
cent error rate with EITC. Now, unfortunately, the pendulum is
swinging in the wrong direction; that is, now we have between, as
was pointed out by my other friend from Ohio, 27 and 32 percent.

So, I think that is the gist of this inquiry; we have identified an
area of noncompliance, and if it is our fault, we should help fix it.
So, that is the point of the inquiry. Any additional comments?




59

Mr. BROSTEK. Your recollection is, I believe, correct, that there
was an estimated 23 percent error rate in the past for the program.
The only caution I would have is that the methodology for meas-
uring it at that time differs from now, so it is not clear that there
is a trend.

Mr. HULSHOF. Thank you for making that clarification to us.
Specifically, and again focusing on this area a little further, you
mentioned, Mr. Walker, citing the IRS, that three areas—quali-
fying child eligibility that we discussed briefly, improper filing sta-
tus, and income misreporting—account for roughly 70 percent of re-
fund errors. Is that right?

Mr. WALKER. That is my understanding, yes.

Mr. HULSHOF. Are there individuals or families out there that
should be getting the EITC that aren’t?

Mr. WALKER. Oh, I am sure there are some that aren’t filing
for it that are eligible for it.

Mr. BROSTEK. We did an estimate of that about a year and a
half or so ago, and the extent to which people are not claiming it
who appear to be qualified varies based on whether you are a mar-
ried couple with children or whether you are a single individual.

Overall, about 75 percent of those eligible, we estimated, were re-
ceiving the EITC. So, one out of four who was eligible is not. For
those with children, around 90 percent of those eligible are receiv-
ing EITC. For single individuals, that declines to the 40 percent
area, as I recall.

Mr. WALKER. Let me quickly say that when I was practicing
public accounting in the private sector I used to provide assistance
to low-income individuals a couple of days a year to try to help
them file their tax returns; and this was one of the issues that was
a key issue. Namely, who was eligible for the EITC. Most people
who came in had no idea what it was, and so you had to end up
asking some tough questions with regard to, well, do you have a
child? Is it a dependent child? You also had to look at what their
income level was.

So, yes, there is a problem both ways. Some people are getting
it who aren’t eligible, and some people who aren’t eligible are get-
ting it.

Mr. HULSHOF. Thank you. Thank you, Mr. Chairman.

Mr. SHAW. Mr. Becerra has agreed for Mr. Lewis to go next.

Mr. LEWIS OF GEORGIA. As a matter of fact, I don’t want to
get into the debate with the gentleman from California or you, Mr.
Chairman, but I think I was sitting here when the gentleman from
California came in.

Mr. SHAW. Well, I am recognizing you.

Mr. LEWIS OF GEORGIA. Thank you very much, Mr. Walker.
Thank you very much for your testimony.

I agree that we need to root out waste, fraud, and abuse in these
problems, but I have one question. Could you tell me or tell Mem-
bers of this Committee whether there is a greater degree of waste,
fraud, and abuse in the basic human needs programs than in the
programs of the U.S. Department of Defense?

We make a great deal about waste in Social Security, Medicare,
Medicaid, and we heard about EITC. Now, I would like for you to
elaborate and make some comparison.



60

Mr. WALKER. There is a lot of waste, fraud, abuse, and mis-
management in both, including in defense programs. If you look at
our high-risk list, which we publish every 2 years, the most recent
being in January 2003, there are 25 high-risk areas. The Depart-
ment of Defense has 9 of the 25 high-risk areas.

Areas such as contract management, financial management, and
acquisitions. The Department of Defense is an “A” on effectiveness
in fighting and winning armed conflicts, however, they are a “D”—
and I am grading on a curve—in economy, efficiency, transparency,
and accountability. There are billions of dollars wasted there.

Mr. LEWIS OF GEORGIA. What are your recommendations?

Mr. WALKER. Well, we have had numerous recommendations.
Part of the recommendations are, greater contractor accountability,
following commercial best practices with regard to how we go about
designing and developing weapons systems, and part of which is
asking tougher questions about what systems do we really need
versus systems that people want.

Another issue you can look at is, I don’t know if it is still true
today, but we were paying $4 million a day to former Iraqi military
and civilians. I will double-check that, but I think that should not
be coming out of taxpayer funds. It should come out of Iraqi funds
or Iraqi oil revenue.

Mr. LEWIS OF GEORGIA. Are the people in the Department of
Defense responding to your recommendation?

Mr. WALKER. I will say that these problems are longstanding.
They have been there for years; they have spanned Administra-
tions, they have spanned Congresses.

Some are going to take years to solve, but I will also say that
Secretary Rumsfeld and his team are spending more time and en-
ergy on trying to deal with some of the basic management prob-
lems in Department of Defense than has happened in years.

The problem is, as you know, they are also focused on Iraq and
Afghanistan and other problems around the world, and so we are
ﬂot &naking as much progress as we would like to. They are trying

ard.

Mr. LEWIS OF GEORGIA. Would you say to this Congress and
to the administration that we should have the same zeal about
doing something about waste and fraud and abuse in the Depart-
ment of Defense program as we do in these basic human needs pro-
grams?

Mr. WALKER. We should have zero tolerance wherever it is.

Mr. LEWIS OF GEORGIA. Thank you, Mr. Walker.

Mr. SHAW. Ms. Johnson is recognized.

Mrs. JOHNSON OF CONNECTICUT. Thank you, and welcome,
Mr. Walker. You said in your opening comments that Medicare
needs to do a lot better job, and pointed at drug pricing, con-
tracting reforms, and a couple of other areas. We do have in our
proposed bill both pricing reforms, contractor reforms, an ombuds-
man, a number of things that you mentioned. Have we done it sat-
isfactorily? Or if you have recommendations as to how that lan-
guglge could be strengthened, would you be able to provide that to
us?

Mr. WALKER. We will take a look at it, and we will respond di-
rectly, Mrs. Johnson.
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Mrs. JOHNSON OF CONNECTICUT. There is more reform—
and I wish there were more Members of our Committee to hear
this. There are more reforms to the system and management of
Medicare in this bill than in any bill we have ever brought to the
floor of the House. So, I hope the record will note that clearly.

Then you also mentioned some of the problems with undercoding
and the need for aggressive enforcement.

It is also true that we have a growing problem with—you talked
about overcoding. We have a growing problem with undercoding,
and if you have a big problem with undercoding, it means that your
providers are too afraid to code accurately and, therefore, err on
the side of coding at a lower level. Then they get paid less, and
there are a lot of reasons to be concerned about the systemic under-
coding problem that is developing. Would you agree with that?

Mr. WALKER. Well, I think we need to try to get it right. It is
similar to what we talked about—the EITC. You want to keep peo-
ple who are ineligible from getting it, but you want to make sure
people who are eligible do get it.

Mrs. JOHNSON OF CONNECTICUT. I agree, but when we go
in and do audits, we penalize physicians, hospitals, others if they
have overcoded. We do not repay them if they have undercoded. We
don’t offset undercodes with overcodes.

So, there is a fundamental reform in our audit effort that we
need to make, because right now we are just looking at the half of
the glass that is either full or empty and not balancing off. So, I
urge you and your people to begin considering that, because I be-
lieve we are doing not only damage in terms of morale, but in
terms of guaranteeing the resources that are necessary to support
the services that we put so much stake in.

Then on to this issue of transparency, and particularly in billing,
you have got to help us. The reason you can’t understand the
bills—and I found it frankly downright embarrassing that, as
Chairman of the Subcommittee on Health and being Medicare eligi-
ble myself, for a simple break of the ankle, I could not follow the
bills that came to me. I could not tell from the ones that said “This
is not a bill” whether it was or was not, or how it had paid or who
got paid what and whether anybody got paid what they ought to
have gotten paid. It is shameful.

The billing system is the outward consequence of the underlying
payment system. So, I can’t make it—I will work at it. I take Clay’s
comment very seriously. I can imagine, with the complexity of his
medical issues, it must have been horrendous. It is unfair, because
our seniors have no idea where they are in—and, therefore, they
have no sense of the cost of service and so on and so forth.

We need your help. How do we straighten this out? What are the
inter-overlapping circles? Why do we get so many pieces of paper
that seem to relate to similar, varied, or different things?

So, what is that relationship between this terrible billing experi-
ence that we have and the underlying payment systems, which we
experience differently even in this bill? We talk about doctor reim-
bursements, we talk about hospital reimbursements, and so on,
and yet that is not how the system works itself out. So, we do need
a lot of help on that.
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Then, just lastly, let me ask you to go over a little more clearly
than you did at one point in your testimony about this tax not col-
lected. How much of it actually represents taxes that cannot be col-
lected because somebody went bankrupt, but we are required to
hold that liability on our books for 10 years in case they hit the
jackpot?

So, how much of it is the kind of debt that is very unlikely to
be collected? How much of it could be collected, for instance, by ap-
plying the continuous levy policy all across the board to govern-
ment agencies as well as the private sector? Give us a little more
insight into what is the realistic number, rather than $232 billion.

Mr. BROSTEK. As I think I may have mentioned earlier, I be-
lieve my recollection is that the estimate is around $100 billion to
$112 billion in uncollected assessments that has some collection po-
tential. It is obviously much less than the full number. Tax debts
are statutorily required to be carried on IRS’ books for 10 years.
So, there are a lot of old debts that are on there that are never
going to be collected.

Mrs. JOHNSON OF CONNECTICUT. I believe you should
change the way you report this, so that you report $100 billion, and
then you report this other amount that is held on the books in case
something miraculous happens and a taxpayer can repay, because
I think it is misleading to taxpayers and to legislators.

Mr. WALKER. I think that is a good point, Mrs. Johnson. There
are really two numbers here. One number is what the IRS is statu-
torily required to keep on its books; the other is what is realistic
as far as being collectible. That is really the financial statement
number, and I think we can provide greater transparency there.

Mrs. JOHNSON OF CONNECTICUT. Thank you. There is one
other comment that I want to make, and that is that you also need
to give us more help on this issue of clarity of the law. In the EITC,
we have had fraud estimates. Sometimes fraud has been up to 34
or 35 percent; then it has been down to 20 or 21 percent. It is a
function of how we write the law.

There is no way the IRS can possibly enforce this so that the
fraud rate is down in any reasonable area, and I think you ought
to take all those sections of the law where we have an 80/20 per-
cent noncompliance rate, and help us straighten out, how do we fix
the law so it is enforceable. If you think we are going to do this
all with technology, Chairman Rostenkowski used to say, “Sim-
plicity is the enemy of equity,” and in politics, we like to pursue
equity and fairness.

It is true, the fairer the bill, the more hopelessly complex it be-
comes. So, you need to begin posing for us the reforms that would
make the law enforceable and, therefore, more equitable; at least
then everybody covered by the law would be paying.

So, I hope that you will both be taking more seriously your re-
sponsibility to help us get to the first cause rather than just trying
to get heavier and heavier systems to go after the money.

Mr. WALKER. I think, Mrs. Johnson, there are certain things we
can do although I will argue that this is part of the IRS’ basic re-
sponsibility. We are happy to help the Congress look at this inde-
pendently, when they get done with their analysis that they are



63

updating from 1998 as to where they believe the compliance prob-
lems are. I think your idea is excellent.

That is, the IRS ought to be asked, and then we can look at it
independently, for those areas where there is estimated to be high
noncompliance, to what extent is that because of complexity in the
law, to what extent is that because of administrative issues. There
ought to be a focused effort on that.

In the longer term, I think one of the things that this Committee
and this Congress is going to have to consider is, to what extent
do we want to consider more consumption-based taxes? I think the
experience of most other major democracies around the world is,
eventually you need to move in that direction, given the economic
trends that are going on in the world.

Mrs. JOHNSON OF CONNECTICUT. Can you consider that a
question asked, that that kind of analysis be done of the IRS re-
port? Or do we have to put that in writing to you?

Mr. WALKER. Consider that we will do it.

Mrs. JOHNSON OF CONNECTICUT. Thank you.

Mr. WALKER. I also think that it is part of IRS’ basic manage-
ment responsibility to do that in allocating their resources to get
the biggest return on investment.

Mrs. JOHNSON OF CONNECTICUT. Thank you.

Mr. SHAW. Mr. Becerra.

Mr. WALKER. I will do that under my own authority.

Mr. BECERRA. Thank you, Mr. Chairman. Mr. Walker, thank
you very much. I guess with the 5 minutes, let me try to focus a
bit more on the EITC, because we have said so many things about
it. I want to make sure we have these numbers that we have being
throwing about somewhat correct.

We estimate that about $8 to $10 billion are in overpayments; we
pay more than we should. That is an estimate based on 1999 data,
which does not, of course, take into account some of the changes
we have made to try to make some of those corrections. So, it could
actu‘)ally be less that we are overpaying people under the EITC, cor-
rect?

Mr. BROSTEK. That is true. The Department of Treasury in
doing a study last year looked at the statutory changes, and they
estimated that the change that was made to the adjusted gross in-
come tie-breaker rule would reduce that problem by about $1.4 bil-
lion, I believe. They didn’t believe that the other statutory changes
that had been made would have reduced the remainder materially.

Mr. BECERRA. So, it could be between $8 to $10 billion, but it
could be less because of the new changes that have been put into
effect. That corresponds to the $230-plus billion that we don’t col-
lect that is due to the Federal Government, which means that all
of America’s taxpayers who voluntarily and in good faith pay their
taxes, they are paying and having to carry a load through their tax
payments for all the people who are not paying the $230-plus bil-
lion that they owe the Federal Government in taxes. That comes
out—the $8 to $10 billion or so comes out to about 3 or 4 percent
of that $230-plus billion that is not paid to the Federal Govern-
ment.

We heard numbers of $100 million being spent for compliance
purposes under the EITC to try to reduce that number of overpay-
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ments out of about $200 billion that the IRS will be spending for
compliance purposes. So, if I have got this correct, we are spending
close to 50 percent of the IRS budget to go after the tax cheats,
to go after less than 4 percent of the problem.

When you take into account that EITC is a program that, for the
most part, helps working Americans who earn likely less than
$30,000 or $32,000, because you don’t qualify for the EITC unless
you are a working American earning less than about $30,000 to
$35,000, we are going after those folks—spending half of our re-
sources for noncompliance to go after our modest-income working
families. Yet, if I have this correct, we have in the case of the es-
tate tax, where we are talking about only the 2 percent wealthiest
families in America, costing the Federal Government in non-tax
payments almost half of what we believe we are not collecting or
we are overpaying in the EITC.

So, here we spend 50 percent of our resources to go after our
modest-earning families, American families, and I don’t know of
anything that has been said that we do to try to go after the taxes
that are owed by the 2 percent wealthiest families in America. Can
you tell me what is wrong with that picture?

Mr. WALKER. Well, let me say several things. First, the $200
to $300 billion is a balance sheet number. That is an accumulated
number. In addition to that, some of that is not likely to be col-
lected because the reasons that have been stated before.

Number two, the IRS for years has not updated its estimation of
compliance in some of the areas that you refer to, which they are
doing now. I would respectfully suggest that, when they do that,
one of the things that this Congress needs to do is to try to make
sure that, first, they have adequate resources to try to enforce all
the laws where there are big dollars involved; and secondly, that
they are allocating their resources in a prudent manner to try to
get the most recovery with whatever resources they are given.

Mr. BECERRA. I think you have already answered this, because
you mentioned something earlier, but do we believe that the—do
you believe that the IRS is currently allocating its resources to at-
tack noncompliance in a prudent manner?

Mr. WALKER. No. I think they can do much better.

Mr. BECERRA. One of our witnesses to come, Mr. Burman from
the Urban Institute, will mention—at least he mentions in his tes-
timony, that half of noncompliant taxpayers with incomes over
$100,000 get off scot-free, and we don’t fine them. These are tax-
payers with over $100,000 in income. Yet we are devoting this
money, and we should go after all tax cheats, those who do. Isn’t
it true that two-thirds of all the folks who file for the EITC, the
tax credit, actually use professional tax preparers?

Mr. BROSTEK. Yes, sir. It may be 70 percent this year.

Mr. BECERRA. So, either we have a whole bunch of tax pre-
parers who are trying to commit fraud—and I don’t think that is
the case—or we have just a very complex program under the EITC,
and a lot of folks are making genuine mistakes. If that is the case,
then it makes it even more difficult to understand why we are de-
voting so many dollars—and, again, these are taxpayer dollars—for
the purposes of seeking out the tax cheats.
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We are forgetting over half of the $100,000 income earners and
above who are cheating the tax system, and we are going after
those who are making $30,000 or less in working income.

So, I appreciate your testimony, and I hope we come up with
some prudent solutions because it seems like we are going after the
folks who work hard and make innocent errors, for the most part,
and avoiding all the folks who are making big money and could pay
some real taxes to make it fair for all of those who are paying their
fair share. Thank you, Mr. Chairman.

Mr. SHAW. Mr. Collins.

Mr. COLLINS. Thank you, Mr. Chairman. I find it of interest to
listen to my colleagues as they talk about different categories of
people who either falsely or by error file their tax returns for pay-
ment or for receiving a credit. My question to you revolves around
something that you said you were going to voluntarily do just a few
minutes ago, and that is run a study on the consumption angle of
collecting taxes.

Mr. WALKER. Mr. Collins, I think what I agreed to do was that
when the IRS gets done updating their analysis of where they be-
lieve there are compliance problems—in other words, the estimated
noncompliance rate—then try to be able to look at what might be
some of the reasons for that noncompliance—to what extent might
it be complexity in the law and, therefore, Congress needs to think
about making changes in the law; to what extent might there be
administrative issues associated with it—not on consumption taxes,
per se, just with regard to compliance under the current tax law.

Mr. COLLINS. I understood you to say you were going to look
at and evaluate a consumption tax. Be that as it is, in analyzing
the different taxes, you talked—you have spoken a good bit about
the EITC and the income tax, the corporate tax. I know we have
a panelist that is going to follow you that is going to be speaking
on compliance of fuel taxes. What about other areas of excise tax
that we levy at the point of sale? Have you done a study to see
where or how much there is fraud or abuse involved in the collec-
tion of those taxes?

Mr. BROSTEK. No, we have not, Mr. Collins.

Mr. WALKER. The point that I made before on a consumption
tax, you are correct, I did say something about consumption tax.
It was in a little bit different context. I believe I said on that, that
ultimately we may need to look to go more toward consumption
taxes rather than income taxes as many other industrialized na-
tions have already done around the world.

Mr. COLLINS. Well, that is exactly what you said, yes, and that
was my point. But you haven’t done a study to determine the dif-
ference between fraud or errors in the collection of taxes or filing
of taxes based on the income tax versus an excise tax, which is just
a consumption tax within itself, have you?

Mr. WALKER. No, sir, we have not.

Mr. COLLINS. Well, I think it would be a good idea to look in
that direction, because you talk about other industrialized nations,
many of them have a consumption tax. That is a border correction
provision when it comes to trade in exports and imports. We don’t
have that; and that is something that I am very interested in, and
a lot of other people are very interested in, particularly a lot of peo-



66

ple in Georgia. I think it is a good idea and a good opportunity for
us to begin to look in that direction.

I know one of our colleagues from Georgia has introduced the fair
tax, which is a national retail sales tax measure, for that purpose.

If we can find that we have better compliance there, better collec-
tion, less complexity, less cost in compliance, then that is some-
thing that we should be looking at and reviewing. I think it is
something that you should take a real strong look at and do some
study in.

Mr. WALKER. I think it is not only relevant to look at it from
the standpoint of domestically, but also, what are the experiences
of other countries as well, because others have done more of this
than we have.

Mr. COLLINS. Well, they have. Our Tax Code is a large portion
of the overall cost of producing in this country; it is built into the
cost of production. Whether you are producing a good or delivering
a service, the Tax Code is built into that cost, and if you have no
way to correct it, if you export it, or you have no tax that you are
levying on something that is being imported, it is very difficult for
the products that the American worker is producing or the service
they are delivering to compete in the world market.

So, I think it is of utmost importance that you and others and
the IRS review how the consumption tax compares to the income
tax, and how it would better our position as a workforce in the
marketplace.

Mr. WALKER. I believe we have done some related work.

Mr. BROSTEK. We have looked at various issues involved in im-
plementing a consumption tax; a value-added tax, in particular, is
what we looked at. We can send you a list of the reports we did
there. Those reports, as I recall, didn’t look at the amount of eva-
sion that might occur in a consumption tax versus an income tax.

[The information follows:]

GGD-98-37; Tax Administration: Potential Impact of Alternative Taxes on Tax-
payers and Administrators

GGD-93-55; Tax Policy: Implications of Replacing the Corporate Income Tax
With a Consumption Tax

GGD-93-78; Tax Policy: Value-Added Tax: Administrative Costs Vary With Com-
plexity and Number of Businesses

GGD-90-50; Tax Policy: State Tax Officials Have Concerns About a Federal Con-
sumption Tax

GGD-89-125BR; Tax Policy: Value Added Tax Issues for U.S. Policymakers

GGD-89-87; Tax Policy: Tax-Credit and Subtraction Methods of Calculating a
Value-Added Tax

——

Mr. COLLINS. Well, the implementation, cost of compliance of
what we have today is another thing, and also, errors in compli-
ance is another. So, I think it would be a good work for you if you
would do some studying and reporting in the overall area of how
we transfer from this, what the results would be to go to a con-
sumption tax.

Mr. WALKER. We will see what we have done and speak with
you, Mr. Collins. I will say that, as you pointed out before, the pri-
mary responsibility for tax policy and the primary responsibility for
tax administration, at least in the executive branch, would presum-
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ably be the Department of Treasury and the IRS respectively. They
should be looking at these issues, too, but we are happy to look at
what we have done and what the gaps might be and what might
make sense in that regard.

Mr. COLLINS. My response to that, David, is don’t pass the
buck.

Mr. WALKER. Oh, I am not. I didn’t say I was. I just said that
I think other people should be working here, too.

Mr. COLLINS. You are here in front of me, and I am suggesting
that you do it, sir.

Mr. WALKER. I hear you, Mr. Collins.

Mr. SHAW. Mr. Pomeroy.

Mr. POMEROY. Thank you. Mr. Walker, it is good to see you
again. It seems to me like this is a room, the Committee on Ways
and Means room, where we hear an awful lot about tax simplifica-
tion except when we mark up a major tax bill. Seems there that
we are much more interested in getting in every ideological, par-
tisan, or special interest giveaway that might be in the minds of
the Majority, and the end is a Tax Code that, far from being sim-
pler, is even more complex.

We passed a couple lollapalooza tax bills in the last few years.
In your opinion, have we made the Tax Code simpler or more com-
plex by the addition of the tax reforms of the 2001 and 2003 pack-
ages?

Mr. WALKER. Without making a judgment of those two pack-
ages, let me just say, Mr. Pomeroy, that I believe that there have
been problems for years, and it spans both parties. I believe that
our tax system is overly complex, and we have a long way to go
in really and truly simplifying it. We have not helped a lot lately,
but it is a bipartisan problem.

Mr. POMEROY. I will certainly acknowledge that the majorities
of either party have had the same tendency. It just happens that
the Majority at the present time is on the other side of the aisle.

I gleaned from your parsed answer that we have not made things
easier. We have made the Tax Code more complex. A consumption
tax is pretty simple. It is also pretty regressive. Generally speak-
ing, under a consumption tax format as opposed to the present
array of revenue provisions in our Tax Code, you would move to-
ward a system where the wealthiest would pay even less, and ev-
eryone else would pay more. Is that generally how

Mr. WALKER. Well, it depends on how the consumption tax is
designed. Obviously there are ways to design a consumption tax
where basic essentials could be exempt from that consumption tax.
I think one of the things we have to keep in mind is not only what
is administratable and what is equitable and the fact that we
have—how does our system promote savings, because with savings
you get investment, with investment you get improved produc-
tivity, with improved productivity you get more economic growth,
with that you get better quality of life.

I would respectfully suggest we have a problem now because our
system is not promoting savings. In many cases you have people
with significant net worth and significant assets that are con-
suming a lot, but may not be earning a lot of taxable income. So,
it doesn’t necessarily have to be regressive if you take steps to ex-
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empt certain types of things that would otherwise bear a greater
burden on lower-income individuals.

Mr. POMEROY. I believe a fair reflection of consumption-based
systems globally would in the end find them more regressive than
progressive.

Let’s look at the issue before us, which is where the money is
that we might collect, and I am particularly interested in your
thoughts as a former accountant, major accounting firm. A friend
of mine who was serving as a partner in one of the major account-
ing firms expressed privately to me his discomfort with a new
realm of professional responsibility, the marketing of tax shelter
schemes. It was all—he felt like a life insurance salesmen, not to
make that—that was too pejorative. He felt like a salesman in
terms of going out to market stuff. He views the accountants in
providing services needed to help companies with complex financial
matters, not hawking tax avoidance schemes of questionable merit.

Now recently we heard from some of your—by the way, I think
your tax staff is excellent in many different areas where I have
heard them testify. I heard testimony about the tax avoidance
schemes and marketed by major accounting firms in the areas of
avoiding unemployment tax, shifting the status of permanent em-
ployees to temporary employees and moving them back and forth
for purposes of bringing it down. Unethical, indeed illegal under
State laws, but these are the schemes being marketed by, again,
major, well-identified, highly credible firms. There are other exam-
ples of where tax shelters of a highly questionable nature have
been marketed aggressively by these accounting firms.

Have you watched this phenomenon, and, if so, do you believe
that this might be an area where the IRS ought to significantly en-
hance its enforcement activities?

Mr. WALKER. We have done some monitoring and do have con-
cern about tax shelters and tax schemes. This is an example of
what I said before, where there is an attempt to engineer through
law and through financial transactions things such that they are
arguably legal and—but they are on the edge. There are a variety
of dimensions here. One dimension is that under the new inde-
pendence rules that we promulgated and also that are in Sarbanes-
Oxley, there are restrictions on what kind of tax services CPAs can
provide that deal with, in effect, structured transactions.

I think it is important to note that CPAs aren’t the only ones
doing this. There are a variety of professionals, including lawyers,
investment bankers, and a variety of others are marketing these
types of schemes. So, this is not something that is just an issue
with regard to CPAs.

Mr. POMEROQOY. I noted in the last GAO testimony they did not
name names, but I want anyone paying attention to this rep-
resenting a well-established name carrying high public trust and
goodwill for which they have invested an awful lot of money and
marketing that we ought to be coming to a point where we are not
going to take this anymore. We will name names. The quickest way
for you to tarnish the reputation of fine firms is to engage in this
tawdry marketing of inappropriate tax shelters and schemes. I
really do think that ought to be an area beyond the IRS even
where the GAO and Congress can play a useful role.
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Mr. WALKER. Having practiced public accounting in the private
sector for a number of years, there are firms, and they aren’t CPA
firms, I might add, that are in the business of marketing tax
schemes and tax shelters where they will take a percentage of the
savings achieved through the scheme. They are not typically CPA
firms. So, I think it is important to note.

I will tell you this: I am a CPA. I recently met with leaders in
the profession to say that while the profession took a recent hit on
the auditing side, that they better be concerned about the tax side,
too, because there is growing concern that there are a lot of these
schemes and shelters that are being entered into that are arguably
legal, but they don’t pass a straight face test. I think this is a mat-
ter of reputational risk for a variety of parties.

Mr. POMEROY. The Chairman has been very indulgent with my
time. I would close by saying I would like to work with you on fash-
ioning a request for a GAO study. The one on unemployment was
just targeted to that area. I would like a broad review of the pro-
motion and marketing of these kinds of schemes, study by the
GAO. It might give both guidance to Congress and the IRS in
terms of an enforcement response. Thank you.

Mr. SHAW. I think this concludes the questioning by the Mem-
bers of Mr. Walker. I want to be able to set the record straight be-
cause there has been a great deal of discussion by Members up
here as to how much money we are spending for enforcement of the
EITC. It has been pointed out to me that the total fiscal year 2004
budget request contains $3.976 billion for general tax law enforce-
ment and only $251 million for EITC compliance. This means that
only 6 percent of the total enforcement budget is being spent for
EITC compliance, according to the figures that are before me. So,
I don’t think there is this lopsided going after low-income people.
I think clearly it would show—assuming these figures are correct,
I think clearly it would show that we are trying to go where the
money is and where the fraud is. Mr. Walker, you might comment
on that briefly, and then we are going to move.

Mr. WALKER. I don’t have the numbers in front of me. I will say
this: That I think one of the things we have to do is to reinforce
that the IRS needs to update, and they are updating their meth-
odologies to try to ascertain where the compliance problems are.
After they do that, we then need to look at to what extent is it be-
cause of its complexity, and to what extent is it because of adminis-
trative or other issues. Then they need to reallocate their resources
on a more informed basis to where they are likely to get the best
return for the taxpayer. I think that is a principle that is just a
basic management 101 that needs to be followed.

Mr. SHAW. Many people don’t really realize it, but in some of
these large corporations IRS agents actually have offices within the
corporation to perform audits on a daily basis. I was speaking to
one of the tax staff of one of the large corporations last night, and
he was telling me that 10,000 man-hours a year are spent just on
trying to keep things together as far as the income tax return and
the reporting process. So, it is an expensive proposition for busi-
ness, and also I think it shows that the IRS is trying to do its best,
although not perfect, as none of us are, I think, that——
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Mr. WALKER. I wouldn’t want my remarks to in any way, shape
or form be viewed as negative against the dedicated public servants
of the IRS who are trying to do their best. I also will acknowledge
that the current Commissioner, Mark Everson, who I know well
and have worked with in his prior capacities, is trying to place ad-
ditional time and attention in some of the areas that we have
talked about today. There is no question about that.

Mr. POMEROY. Would you yield just for a moment?

Mr. SHAW. Very, very quickly. We really have to move on.

Mr. POMEROY. Not to quibble with what you said, but maybe
give the other side of the coin in terms of additional revenue
sought this year, about $200 million additional noncompliance
money sought, half for the EITC noncompliance issues, half for
other noncompliance, and that does not comport with lost revenue.
That would appear like we are really loading up the audit and com-
pliance enforcement activities on the low end and not making a
similar effort on other areas of taxed on compliance.

Mr. CARDIN. I would ask unanimous consent that we could put
in the record at this point charts that are attached to Len Bur-
man’s testimony that deals with the outlays for enforcement of
EITC and all taxes for fiscal year 1997 through 2004, and also a
chart showing the amount of taxes that are not collected versus the
individual corporate and EITC.

Mr. SHAW. Without objection.

Dave, it is nice as always to see you. You have been a good friend
of this Committee. You can see that you have earned a great deal
of respect from both sides of the aisle.

Mr. WALKER. Thank you, Mr. Chairman.

[Questions submitted from Mr. Herger to Mr. Walker, and his re-
sponses follow:]

Questions from Representative Wally Herger to the Honorable David M.
Walker

Question: The 1996 welfare reform law included provisions to prohibit
felons and probation and parole violators from receiving SSI and TANF
benefits. What are the results of this provision? Does Congress need to look
at ways to strengthen it? If so, how?

Answer: As you know, the Personal Responsibility and Work Opportunity Rec-
onciliation Act 1996 (PRWORA) amended the authorizing language in statutes gov-
erning the Supplemental Security Income (SSI), Temporary Assistance to Needy
Families (TANF), Food Stamp, and housing assistance programs by prohibiting fugi-
tive felons and probation and parole violators from receiving benefits under these
programs. In a September 2002 report, we found while there has been some
progress in implementing the provisions in the welfare reform law, we also found
that the law has not been implemented aggressively in all programs.! In particular,
the Department of Housing and Urban Development (HUD) has done little to ensure
that fugitive felons do not receive housing assistance. We made a number of rec-
ommendations to the Secretaries of HUD, Health and Human Services (HHS), and
Agriculture aimed at strengthening the oversight and implementation of the fugitive
felon provisions. At this time, we do not believe that the Congress needs to take
additional steps to improve the fugitive felon provisions pertaining to the SSI and
TANF programs.

Question: Earlier this year GAO added Federal disability programs to its
list at high risk of waste, fraud, and abuse. This includes the Supplemental
Security Income (SSI) and Social Security Disability Insurance (DI) pro-
grams. Why were these programs added to the high-risk list? How much is

1See U.S. General Accounting Office, Welfare Reform: Implementation of Fugitive Felon Pro-
visions Should Be Strengthened, GAO-02-716 (Washington, D.C.: Sept. 25, 2002).
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fraud in these programs costing the taxpayers each year? Do you have spe-
cific recommendations for addressing this problem?

Answer: As you know, GAQO’s high-risk program has increasingly focused on those
major programs and operations that need urgent attention and transformation in
order to ensure that our national government functions in the most economical, effi-
cient, and effective manner possible. As such, we added modernizing federal dis-
ability programs to our high-risk list because the existing programs—including
SSA’s DI and SSI Programs and the disability programs administered by the De-
partment of Veterans Affairs—are grounded in outmoded concepts of disability. In
particular, these programs are not in line with the current status of science, medi-
cine, technology, law, and labor market conditions. Moreover, the programs have
been growing and are poised to grow even more rapidly as more baby boomers reach
their disability prone years. This growth is taking place despite greater opportuni-
ties for people with disabilities to work and is occurring at the same time that agen-
cies such as SSA are struggling to provide timely and consistent disability decisions.
While SSA is taking some actions to address these problems in the short term,
longer-term solutions are likely to require fundamental changes including legislative
action.

In prior work, we have noted a number of actions that SSA should take to mod-
ernize its disability programs. GAO believes that SSA should take the lead in exam-
ining the fundamental causes of program problems, such as outmoded disability cri-
teria. It should also seek both management and legislative solutions as appropriate
to bring their programs in line with the current status of science, medicine, tech-
nology, law, and labor market conditions. At the same time, SSA should continue
to develop and implement strategies for improving the accuracy, timeliness, and
consistency of disability decisionmaking. Further, the agency should pursue more ef-
fective quality assurance systems.

While we are not able to accurately estimate the overall extent of fraud in the
disability programs at this time, we are initiating work that will examine overpay-
ments and other potential problems in SSA’s DI program.

Question: In a September 2002 report, GAO indicated that information
was “not available” regarding erroneous payments reported by the TANF
program in 2000. Such information was available from other needs-based
Federal programs such as SSI, Food Stamps, and housing assistance. Re-
ported erroneous payments in those three programs totaled nearly $4 bil-
lion. Unfortunately, it just doesn’t make sense that there wouldn’t have
been any erroneous payments in the TANF program. Since the report came
out last year, is there any better information about erroneous payments in
the TANF program? Are states actively working to detect and prevent
fraud and abuse in their TANF programs? Is there anything we can do to
help them?

Answer: Data on erroneous payments were available under the TANF program’s
predecessor—Aid to Families with Dependent Children—through the Federally re-
quired quality control system. That quality control system is no longer required
under TANF. However, HHS is taking steps to develop an error rate for the pro-
gram as requested by the Office of Management and Budget (OMB). OMB Circular
No. A-11 requests information on erroneous payments for selected agency programs
and specifies reporting requirements for the programs where erroneous payment
data currently are not available. HHS recently testified that it would seek legisla-
tiglll\l to authorize the collection of data necessary for determining an error rate in
TANF.

GAO is beginning a study on state and federal internal controls in place to ad-
dress fraud and improper payments for Administration for Children and Families
(ACF) programs. This study is being done for the Chairman of the Senate Com-
mittee on Finance. This work will provide a broad overview of control activities in
place for all ACF programs, as well as more in-depth information for selected ACF
programs, which may include the TANF program.

Question: Mike Rice of the United Council on Welfare Fraud said that a
survey they conducted found that “40 of 42 fraud directors polled were of
the opinion that child care fraud posed a problem in their states.” Further,
his group “recommends that, due to the substantial increase in child care
fraud funding made available to the states and the growing number of in-
stances of fraud in Child Care Assistance,” various measures should be
taken to better prevent fraud in this area. Have you done any work that
would provide background for us on child care fraud and abuse issues? If
not, would you be willing to explore such issues in cooperation with us?

Answer: While GAO has not done any work on fraud related to the Child Care
and Development Block Grant, it is considering addressing the issue as part of the
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ongoing study—noted above—on state and Federal controls to address improper
payments in ACF programs. We would also be happy to work with you to identify
any additional work that would meet your needs. It is also important to note that
OMB has requested HHS to develop information on erroneous payments for the
Child Care and Development Fund, along with the TANF program and other ACF
programs. In response, HHS has said it is considering how to develop an error rate
for this program in a cost-efficient manner.

Question: The Social Security Administration recently began a pilot
project requiring photo identification for individuals applying for dis-
ability benefits. Do you know why that was initiated? Do other benefit pro-
grams (i.e. cash welfare/TANF, child care, foster care and adoption pay-
ments, and unemployment benefits within Ways and Means jurisdiction)
use photo identification to confirm that people claiming benefits are who
they say they are? Should they?

Answer: We are aware that SSA is developing a photographic identification pilot
as part of its broader efforts to improve SSI program integrity. However, we are not
currently aware of similar steps being taken in other benefit programs. We would
be happy to work with this subcommittee to help determine the scope and nature
of such procedures in other programs, and whether such tools might help improve
the integrity of other benefit programs.

Question: Current law provides for automatic offsets of Federal income
tax refunds to cover child support debts, among other purposes. It has
been suggested to the Committee that it makes sense to also allow offsets
of such refunds to recover welfare and unemployment benefit overpay-
ments. What are your thoughts on this?

Answer: In a recent report, we noted that the Social Security Administration
began using tax refund offsets in 1998 to recover outstanding debt in the SSI pro-
gram.2 At the end of calendar year 2001, this initiative has yielded $221 million in
additional overpayment recoveries for the agency. While we have not specifically
recommended that the tax refund offset be used in other programs such as welfare
or unemployment insurance, our work suggests that administrative offsets can be
a useful tool to recover overpayments and strengthen the integrity of benefit pro-
grams.

Mr. SHAW. The next two panels have agreed to combine their
testimony. I have been told that there is going to be a vote on the
floor. There will probably be a series of votes at about 1:00 p.m.
I will try as hard as I can to complete this hearing before those
votes because there will be a substantial number of votes, and I
would like for the Committee to be able to move on.

So, first of all, we have Mr. Joseph R. Brimacombe, Deputy Di-
rector, Compliance Policy, Small Business Self-Employed Division,
IRS, New Carrollton, Maryland; and the Honorable James Huse,
who is the Inspector General of the SSA. We also have Bill Jordan,
who is the Senior Counsel to the Assistant Attorney General for
the Civil Division of the Department of Justice. All of these people
?re the frontline people that Mr. Rangel said he wanted to hear
rom.

We also have Len Burman, who is a Senior Fellow at the Urban
Institute; Hon. James Moorman, President and Chief Executive Of-
ficer of the Taxpayers Against Fraud; and Michael Rice, who is the
President of the United Council on Welfare Fraud (UCOWF), from
Rochester, New York.

We welcome all of you gentlemen. We have all of your written
testimony, which will become a part of the record. Because of the
length of this hearing, any way that you might be able to summa-

2See U.S. General Accounting Office /Supplemental Security Income: Progress Made in Detect-
ing and Recovering Overpayments, But Management Attention Should Continue,] GAO-02-849
(Washington, D.C.: Sept. 16, 2002)
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rize would be appreciated. As I said, your entire statement will be
made a part of the record. Thanks for your patience.

I think there is probably a little more interest than we thought
with regard to the first witness, and, therefore, we ran a little
longer than usual.

Mr. Brimacombe, I hope I am pronouncing your name correctly.
You are going to have to speak directly in the mikes. As Chairman
Thomas says, this is 1950s technology, and we really need to up-
date it, and some of these mikes are beginning to break down up
here, so I hope you can hear me.

STATEMENT OF JOSEPH R. BRIMACOMBE, DEPUTY DIRECTOR,
COMPLIANCE POLICY, SMALL BUSINESS AND SELF EM-
PLOYED OPERATING DIVISION, INTERNAL REVENUE SERV-
ICE, NEW CARROLLTON, MARYLAND

Mr. BRIMACOMBE. Mr. Chairman and Members of the Com-
mittee, my name is Joseph Brimacombe, Deputy Director of Com-
pliance Policy, Small Business and Self Employed Operating Divi-
sion. I appreciate the opportunity to describe recent compliance
trends and issues in highway-related excise taxes and to highlight
IRS activities to address them.

The IRS is responsible for the administration of more than 40
separate excise taxes including motor fuel. Motor fuel excise taxes
are an important source of Federal and State revenues and finance
a large share of the improvement to the Nation’s transportation
system. Motor fuel, which includes gasoline, diesel fuel, kerosene
and special fuels, accounts for more than 90 percent of trust fund
receipts. Tax receipts deposited in the Highway Trust Fund ac-
count totaled $34.2 billion in fiscal year 2002.

Increased excise tax rates at the Federal and State levels have
created incentives for tax evasion. The IRS uses its enforcement
power to collect the taxes due; however, we simply do not have the
resources to attack every case of noncompliance.

The IRS currently has 140 employees to monitor 1,400 terminals,
all fuel wholesalers and retail outlets and U.S. border crossings.
They also conduct periodic inspection of on road vehicles.

The IRS has identified and is addressing critical areas of non-
compliance. The first problem is the continued misuse of dyed die-
sel fuel. The IRS has assessed over 900 penalties totaling over $1.8
million since October 1, 2002 for this misuse.

Another compliance challenge is the smuggling of motor fuel.
This (l)ccurs at the border crossing at ports of entry for ocean-going
vessels.

A further critical compliance problem is the use of altered fuels
through cocktailing. This evasion technique increases profits by ex-
tending the taxable fuel with used motor oil and other petroleum-
based products.

The diversion of aviation jet fuel to highway use to avoid motor
fuel taxes is an ongoing compliance problem. Exempt removal of
undyed jet fuel from the rack creates tax evasion incentives and op-
portunities that result in loss to the Federal and State aviation
taxes as well as diesel fuel excise taxes.

Last, the Committee asked that we address the mobile machin-
ery exception from the definition of a highway vehicle. In creating
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the Highway Trust Fund, the Congress expressed its intention that
the highway program be funded on a pay-as-you-go basis, appor-
tioning the cost of the highway program among those vehicles that
use the highway. The mobile machinery exception was intended to
apply to vehicles that make minimum use of the highways and
serve solely as a permanent mount for job site machinery, such as
a job site crane. The Department of Treasury has delayed issuance
of regulations pending congressional action and is working with
Congress to develop a statutory definition of highway vehicles.

In the last decade there have been four major excise tax compli-
ance success stories. The first of these is moving the point of tax-
ation for motor fuel to the terminal rack. Second is requiring home
heating oil and other diesel products to be dyed red if sold tax free.
The third is the taxation of undyed kerosene at the same basis as
diesel fuel; and finally, the development and implementation of the
excise files information retrieval system.

In conclusion, Mr. Chairman, I believe that we are making
progress in our goals to ensure that the Federal motor fuel taxes
are reported, paid, collected, and made available to the highway
trust fund. We are using technology in the administration of the
excise tax program more efficiently and effectively than ever. I
want to thank you for your continued support.

[The prepared statement of Mr. Brimacombe follows:]

Statement of Joseph R. Brimacombe, Deputy Director, Compliance Policy,
Small Business and Self Employed Operating Division, Internal Revenue
Service, New Carrolton, Maryland

Mr. Chairman and Members of the Committee, I appreciate the opportunity to de-
scribe recent compliance trends and issues in highway-related excise taxes and to
highlight Internal Revenue Service activities to address these matters.

Background

The Internal Revenue Service is responsible for administration of more than 40
separate excise taxes, including motor fuel. Motor fuel excise taxes are an important
source of federal and state revenues and finance a large share of improvements to
the nation’s transportation system. Six separate excise taxes are levied to finance
the Federal Highway Trust Fund program. Three of these taxes are imposed on
highway motor fuels. The remaining three are a retail sales tax on heavy highway
vehicles, a manufacturers’ excise tax on heavy vehicle tires, and an annual use tax
on heavy vehicles.

Motor fuel, which includes gasoline, diesel fuel, kerosene and special fuels, ac-
count for more than 90 percent of trust fund receipts. It is taxed when it moves out
of the bulk transportation and storage network—a refinery, pipeline, barge, or ter-
minal and into tanker trucks at the terminal rack. At this point, generally all gaso-
line is taxed and diesel fuel is either taxed or dyed if it is intended for nontaxable
purposes. The owner of the fuel as it passes the terminal rack—the position hold-
er—is liable for payment of the tax. All persons owning taxable motor fuels before
tax is paid must be registered with the IRS. Additionally, terminal operators must
be registered with the IRS. This policy of taxing fuel at the terminal rack is an im-
portant part of our overall compliance system.

One major fuel component is not subject to the tax at the rack system. Most avia-
tion jet fuel is a special grade of kerosene. The Internal Revenue Code allows
undyed aviation grade kerosene (jet fuel) to be removed from terminals without pay-
ment of the Highway Trust Fund tax if the Secretary determines that the kerosene
is destined for use as a fuel in an aircraft. Under Treasury regulations, this exemp-
tion is generally allowed if the buyer of the jet fuel at the terminal rack certifies,
in writing, that the jet fuel will be used as a fuel in an aircraft. If the jet fuel is
later diverted from aircraft use, the seller of the jet fuel at that time is liable for
the Highway Trust Fund tax.

Taxpayers report their excise tax liability quarterly on Form 720, which is due
one month following the close of the quarter. On the Form 720, taxpayers itemize
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their liability; for example, reporting the number of gallons of each type of fuel and
the tax due, and claims of nontaxable use of the fuel. Any balance due or overpay-
ment is settled at the time the Form 720 is filed. Highway motor fuels are taxed
as follows: 1) gasoline at a rate of 18.4 cents per gallon, 2) diesel fuel and kerosene
at 24.4 cents per gallon; and 3) special motor fuels, such as propane, at various
rates up to 18.4 cents per gallon. Gasohol, a mixture of ethanol and gasoline, is
taxed at rates ranging from 13.2 to 15.436 cents per gallon, depending on the con-
centration of ethanol in the mixture.

’I};‘a%){; receipts deposited in the Highway Trust Fund Account totaled $34.2 billion
in 2002.

Compliance Problems

Maintaining the flow of receipts into the Highway Trust Fund requires continuing
efforts to secure better tax compliance. Federal and state excise tax rate increases
over the years have increased incentives for tax evasion with the tax exceeding the
profit margin and/or the cost of the product in many instances. The corresponding
ongoing revenue losses are a significant problem for tax administrators and honest
business taxpayers facing competition from tax evaders.

When taxpayers do not voluntarily meet their tax obligations, the IRS must use
its enforcement powers to collect the taxes due. It is not possible to seek out every
case of non-compliance, therefore we must apply our resources to where non-compli-
ance is greatest while still maintaining adequate coverage of all other areas.

The IRS has identified, and is addressing, critical areas of excise tax non-compli-
ance. These include the continued misuse of dyed diesel fuel, “bootlegging” to evade
payment of taxes at a higher rate, “smuggling” to evade payment of any and all
taxes, “cocktailing” to illegally reduce the effective tax rate, and the diversion of
aviation jet fuel to highway use to illegally evade motor fuel taxes. Another issue
that affects the funds flowing into the Highway Trust Fund is the loss of revenue
from taxpayers claiming exemptions from tax for off-road highway use.

The first of these critical compliance problems is the continued misuse of dyed die-
sel fuel despite the numerous legislative and regulatory steps taken by Federal and
State Governments. The IRS currently has approximately 140 Fuel Compliance Offi-
cers (FCOs) to monitor 1,400 terminals, all fuel wholesalers, thousands of retail
motor fuel outlets, and U.S. border crossings. Additionally, these personnel are
charged with conducting periodic inspections of on-road vehicles on highways
throughout the country.

The FCOs continue to uncover fuel misuse. For example, since the start of the
fiscal year beginning October 1, 2002, the IRS FCOs have assessed over 900 pen-
alties, totaling over $1.8 million for misuse of dyed diesel fuels. Over 70% of the
penalties involved the misuse of fuel by taxpayers in the construction and agri-
culture industries. Both of these industries are subject to broad-based tax exemp-
tions for non-highway use of motor fuels thereby presenting opportunities for abuse.

A second significant compliance problem is motor fuel “bootlegging”. This form of
tax evasion occurs when a low tax jurisdiction is near a high tax jurisdiction and
taxpayers scheme to evade payment of taxes at a higher rate, “bootlegging” the fuel
from a lower-taxed rate jurisdiction. It frequently occurs between states—costing
states tax revenues and their share of the Federal Highway Trust Fund. For exam-
ple, if the tax rate in Georgia is 7.5 cents, taxpayers may illegally bootleg the fuel
to North Carolina where the tax rate is 24.2 cents. This difference is huge in an
industry where over 30 million gallons are transacted daily.

A third critical compliance problem is smuggling of motor fuel that involves the
illegal introduction of fuel within the United States to evade payment of excise
taxes. This problem occurs at border crossing points and ports of entry for ocean-
going vessels. There are 55 border crossing points between Canada and Mexico and
more than 9 million trucks crossing these borders each year. Currently, illegal
smuggling activity can only be detected by conducting border checks. This includes
detaining a truck, reviewing the manifest, extracting a sample of the cargo, and
analyzing the sample to determine if the substance matches the description on the
manifest. The 140 FCOs perform all fuel compliance activities throughout the coun-
try, including periodic border checks. These border checks are further constrained
by potential disruption of international traffic due to the time required for each
truck inspection under the existing processes. In addition to the border crossing
points, the U.S. Army Corps of Engineers reports that there are over 300 facilities
throughout the U.S., capable of receiving fuel products from water-borne traffic.

Another critical compliance problem is the use of adulterated fuel through
“cocktailing” or blending the product. This tax evasion technique increases profits
by extending diesel fuel with used motor oil and other distillates including pollut-
ants, cleaning agents, and unfinished refinery products. This form of tax evasion is
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attractive for two reasons. First, the substances used to extend the fuel are often
not regulated; therefore, these quantities are not in any fuel reporting system. Sec-
ond, in some cases, the substances are regulated as waste materials, providing an
unscrupulous individual an opportunity to get paid to dispose of the product(s) and
then blend them into gasoline and get paid again. This tax evasion technique results
in an ongoing revenue loss and also may be dangerous to the public when hazardous
waste is blended with taxable fuels.

The diversion of aviation jet fuel to highway use to avoid motor fuel taxes is an
ongoing compliance problem. Exempt removal of undyed jet fuel from the rack cre-
ates tax evasion incentives and opportunities that result in loss of federal and state
aviation taxes, as well as diesel fuel excise taxes, because the “jet” fuel can readily
be used in on-road diesel trucks.

Lastly, the Committee has asked that we address the issue concerning the Mobile
Machinery Exception from the definition of highway vehicle and how funds are di-
verted from the Highway Trust Fund. In creating the Highway Trust Fund, the
Congress expressed its intention that the highway program be funded on a pay-as-
you-go basis, apportioning the cost of the highway program among those vehicles
that use the highway. Thus, the taxes on fuel, the sale of heavy vehicles and tires,
and heavy vehicle use are the sources of revenue for the Highway Trust Fund be-
cause these taxes apply to “vehicles used on, or suitable for use on, highways.” The
Treasury Department has delayed issuance of regulations regarding mobile machin-
ery pending congressional action and is working with Congress to develop a statu-
tTory d%‘ﬁnigion of a highway vehicle as part of the reauthorization of the Highway

rust Fund.

Compliance Strategies and Successes:

In the last decade there have been four major Excise Tax compliance success sto-
ries. First, moving the point of taxation for motor fuels to the terminal rack signifi-
cantly reduced opportunities for tax evasion, some of which had been carried out
on a multi-million dollar scale by sophisticated criminal organizations. Second, re-
quiring home heating oil and other diesel products to be dyed red if sold tax-free
eliminated another key source of evasion. The third has been the taxation of undyed
kerosene on the same basis as the regular diesel fuel with which it is often mixed.
The fourth, and most recent, was the implementation of the Excise Summary Ter-
minal Activity Reporting System (ExSTARS) to collect and share information about
the movement of all fuel and related products throughout the country.

What is ExXSTARS?

Matching information received from employers, financial institutions, and other
businesses with information reported by taxpayers has long been recognized as one
of the most powerful tools that the IRS has used to ensure income tax compliance.
In fact, third parties report approximately 80 percent of the personal income re-
ceived by taxpayers. Through its document matching programs, the IRS is able to
use this data as an effective compliance tool.

Recognizing that compliance with the excise tax laws of this country would be
greatly enhanced by a similarly constructed excise information matching system, the
Congress, in response to industry concerns, mandated the development of such a
system in the 1990s. ExSTARS is the information reporting system created as a re-
sult of this congressional mandate that enables the IRS to track all fuel transactions
that occur within the fuel industry’s bulk shipping and storage system—refineries,
pipelines, barges, and terminals. It provides tracking capabilities of fuel from the
pipeline system to the point of taxation for the Federal Excise Tax at the terminal
rack. This information will then be matched by the IRS to fuel sales transactions
reported by the terminals and to verify the tax liabilities reported on the quarterly
Forms 720.

The design, development, and implementation of ExSTARS is a tribute to the
working collaboration between the IRS, contractors, Federal Highway Administra-
tion, state tax administrators, and industry stakeholders over more than a five-year
time period. This success story was a direct result of the sustained investment pro-
vided by the Congress through the Transportation Equity Act for the 21st Century.

ExSTARS was initially implemented in April 2001 and imposed information re-
porting requirements on the 1,440 terminals registered to transact fuel sales in this
country as well as the pipelines and barge carriers that transport the fuel from the
refineries to the terminals. The IRS is currently receiving information reports on 10
to 14 million fuel transactions monthly. Approximately 60% of these are filed elec-
tronically. It is both impractical and cost prohibitive to work with the remaining
40% that are filed on paper documents. The implementation of ExSTARS caused the
petroleum industry and the related petroleum product carriers to incur significant
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new reporting requirements. During this initial period of implementation, the IRS
has worked closely with the affected companies to ensure that the information we
receive is accurate. Some companies encountered problems in meeting the filing re-
quirements to ensure accuracy. Therefore, the IRS has worked with the industry to
extend filing requirements. This extension was provided to facilitate electronic filing
and allow each impacted taxpayer the opportunity to be compliant with electronic
data information (EDI) filing requirements.

Other Key Internal Revenue Service Compliance Strategies

While ExSTARS will enhance compliance efforts, including misuse of dyed fuel—
there will remain those instances of willful non-compliance that will continue to re-
quire IRS intervention. In several of these areas, the IRS is developing sophisticated
and state-of-the-art technologies to address excise tax evasion techniques such as
smuggling, bootlegging, and cocktailing.

For example, the IRS has developed a “fuel fingerprinting” technology to combat
fuel tax evasion occurring “below the rack”—particularly bootlegging, smuggling,
and adulterated fuel through “cocktailing” or blending the product. Fuel
fingerprinting is a technique that examines the “chemical fingerprint” of samples
taken from retail stations for adulteration or for a mismatch with samples taken
from the terminal racks that normally supply those stations. This technology allows
for the detection of untaxed kerosene intended to be used as aviation fuel,
“transmix” taken out of pipelines, waste vegetable oils, used dry-cleaning fluids, and
other chemicals that may be mixed with diesel fuel and find their way into the
tanks of trucks on the road. Fuel fingerprinting provides a more efficient and com-
prehensive method to monitor compliance compared to traditional audit techniques.

In another example, the IRS is also developing state-of-the-art technology to iden-
tify smuggling of motor fuel at U.S. border points of entry and ocean-going vessels
and barge traffic over intercoastal waterways. Under existing processes, illegal
smuggling activity can only be detected by physically detaining a truck at the bor-
der, reviewing the manifest, extracting a sample from the propulsion tank, and ana-
lyzing the sample to determine if the substance matches the description on the
manifest. The IRS is working with the Department of Energy’s Pacific Northwest
National Laboratory (PNNL) to design, develop, and test a new technology called
an Acoustical Identification Device (AID) that uses hand-held sonar technology to
identify the liquid contents of sealed containers, such as tanker trucks. Concurrent
with this effort, PNNL is working with the United States Customs Service to use
the same technology for other purposes, such as drug interdiction and border inspec-
tions for security purposes.

The IRS has initiated efforts in response to emerging findings and concerns re-
garding the exempt removal of undyed jet fuel from the rack for use in on-road die-
sel trucks. Through use of its fuel fingerprinting technology, the IRS has identified
instril{nces of jet fuel being sold as diesel fuel in retail outlets and in highway diesel
trucks.

Additionally, in recent years, the IRS has expanded its compliance efforts by mak-
ing the Form 637 Registration Program—that allows a taxpayer to engage in tax-
free transactions—the cornerstone and first step in compliance. Fuel is taxed when
it moves out of the bulk transportation and storage network—a refinery, pipeline,
barge, or terminal—and into tanker trucks at the terminal rack. The IRS conducts
periodic compliance checks with these taxpayers to ensure that the taxes are col-
lected consistent with the statutes and that, any and all, transactions involving a
tax exemption are accounted for. By strengthening this up-front compliance activity,
downstream compliance problems can be minimized.

Surface Transportation Reauthorization Proposal

The Administrations surface transportation reauthorization proposal, the Safe,
Accountable, Flexible, and Efficient Transportation Equity Act of 2003 (SAFETEA),
was submitted to the Congress in May 2003 and contains a number of modifications
to the collection highway-related excise taxes. These proposals would provide more
resources to a collaborative government-wide enforcement effort at Federal, state,
and local levels. In addition, more than $200 million would be directed to highway
use tax evasion projects over the six-year reauthorization period.

Conclusion

Mr. Chairman, in conclusion, I believe that we are making progress in our goals
to ensure that federal motor fuels taxes are reported, paid, collected, and made
available to the Highway Trust Fund. We are using technology in the administra-
tion of the excise tax program more efficiently and effectively than ever before.
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The progress we have made to date is due in no small measure to your continued
leadership, guidance, and active support of our Excise Tax Programs. We are
pleased to report the successes described here today, and I thank you for your con-
tinued support of our efforts to address and eliminate noncompliance with federal
excise tax requirements.

Mr. SHAW. Thank you, sir. Mr. Huse.

STATEMENT OF THE HONORABLE JAMES G. HUSE, JR.,
INSPECTOR GENERAL, SOCIAL SECURITY ADMINISTRATION

Mr. HUSE. Good afternoon, Mr. Chairman, Mr. Cardin, and
Members of the Committee on Ways and Means. Our efforts to
identify and prevent fraud, waste, and abuse in Social Security pro-
grams are at the core of our mission in the Office of the Inspector
General of Social Security. In the interest of brevity, I ask that my
written testimony be entered into the record.

Today I would like to focus on my office’s efforts to reduce im-
proper payments in all of Social Security’s programs and spend a
moment discussing the provisions of H.R. 743. Our office aims to
not only identify fraudulent and erroneous payments, but also to
prevent such payments from being issued in the first place. Our
audits focus on ways SSA can better manage its programs in order
to realize dollar savings. Although the Agency has made progress
in improving payment accuracy in recent years, more needs to be
done. Considering the $483 billion volume of benefit payments SSA
makes, even the smallest percentage of fraud, waste, and abuse can
result in the loss of millions of dollars.

In fiscal year 2002, SSA identified and reported $3.6 billion in
overpayments in its programs. These statistics represent only the
identified overpayments in these programs. Although a portion of
these overpayments could not be prevented under current laws and
regulations, another portion can be attributed to fraud, waste, and
abuse. The SSA also collects only a small portion of these overpay-
ments and also has the authority to waive collections of overpay-
ments under the Social Security Act. I have provided you addi-
tional details on waivers in my written testimony. Again, I reit-
erate that because of these circumstances, prevention is the key.

Our Cooperative Disability Investigations teams have proven to
be an effective tool in fraud prevention, because the teams prevent
payments from ever being made to those who are undeserving. To
further our efforts to assist SSA in preventing and detecting im-
proper payments, we plan to conduct a comprehensive review of
about 1,500 disabled cases to determine the appropriateness of the
payments to these individuals. This review should take between 12
and 15 months to complete.

We also have audit work both completed and underway to ad-
dress improper payments. In one review, we recommended that
SSA strengthen its controls to prevent SSI payments from being
paid to recipients outside the United States who are ineligible for
payment. We also have work underway to evaluate situations
where recipients repeatedly claim that they did not receive their
monthly payment, and then negotiate both the original and the re-
placement checks SSA provides. In one case we investigated, a
woman filed false non-receipt claims in 16 of 19 months for benefits
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payable to her son. In another investigation a parent filed false
non-receipt claims 14 times in 30 months.

Our investigators are involved in a nationwide project to uncover
such fraud, and we are also conducting an audit on SSA’s proce-
dures for controlling these double check negotiations. When these
two projects are completed, we will report on their results to Con-
gress.

We worked closely with you and your staff during the last legis-
lative session to develop a proposal that provides greater oversight
of representative payees and expands the Title XVI fugitive felon
provisions to the Title II program.

I am pleased that the provisions in H.R. 743 will address some
of the issues we have identified over the years with respect to both
fugitive felons and representative payees. If enacted, it will provide
greater protection to some of the most vulnerable individuals in our
country and enhance SSA’s ability to be a good steward of its pro-
grams. It will also allow my office to ensure fraud, waste, and
abuse are minimized.

Mr. Chairman, I would be remiss if I did not briefly mention So-
cial Security number integrity and our efforts to protect the num-
ber from misuse.

Last week I testified before the Subcommittee on Social Security
on the need for legislation to strengthen protections for the integ-
rity of the Social Security number, an area where we have worked
with the Subcommittee for a long time. I would also comment to
this Committee that misuse of the Social Security number—which
plays so critical a role in problems ranging from identity theft to
homeland security—remains one of the key tools for those whose
fraudulent acts cause some of the erroneous payments we are try-
ing to reduce.

With that I will conclude my remarks by saying that we have
worked with the Subcommittee on Social Security of this Com-
mittee a long time to accomplish the goals with fugitive felons and
representative payees. This legislation will give us some of the key
tools we need to do our job well. At this time, I would be happy
to answer any questions the Committee might have. Thank you.

[The prepared statement of Mr. Huse follows:]

Statement of The Honorable James G. Huse, Jr., Inspector General, Social
Security Administration

Good morning, Chairman Thomas, Ranking Member Rangel, and Members of the
Committee on Ways and Means. Last week, I submitted testimony for the record
to the House Committee on the Budget on our efforts to identify and prevent fraud,
waste, and abuse in the programs that Social Security administers. Since these
issues are at the core of our mission in the Office of the Inspector General (OIG),
I welcome the opportunity to testify before you today.

I want to first reiterate what I told the Budget Committee last week: that the
prevention of program fraud, waste, and abuse is more cost-effective and more
meaningful because it occurs before benefits are ever paid. To that end, our office
has focused not merely on identifying erroneous payments, but also preventing such
payments from being issued in the first place. My office endeavors not only to deter
and punish those who would defraud the Social Security Administration (SSA), but
also to find those savings that may be realized through better management and less
waste.

Today’s hearing will give me the opportunity to discuss the fugitive felon, pris-
oner, and representative payee provisions in H.R. 743, as well as our efforts to im-
prove SSA’s payment accuracy and reduce improper payments in all of SSA’s pro-
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grams. It will also allow me to discuss how important it is that we all protect the
integrity of the Social Security number (SSN).

First, we must recognize that the Agency has made progress in improving pay-
ment accuracy in recent years as demonstrated by the removal of the Supplemental
Security Income (SSI) program from General Accounting Office’s (GAO) high risk
list this year, a place it held since 1997. SSA has undertaken many projects to iden-
tify how it could do more to reduce improper payments and/or to recover amounts
overpaid due to fraud, waste and abuse. For instance, the Agency has been working
to improve its ability to prevent overpayments by obtaining beneficiary information
from independent sources sooner and/or using technology more effectively. In this
regard, SSA has initiated new computer matching agreements, obtained on-line ac-
cess to wage and income data, and implemented improvements in its debt recovery
program.

SSA has also made great progress in reducing benefit payments to prisoners.
SSA’s Actuary estimated $3.46 billion in savings for the 7-year period covering cal-
endar years 1996 through 2001 due to Social Security Act provisions prohibiting SSI
and Old Age, Survivors and Disability Insurance (OASDI) benefits to prisoners. In
addition, we are currently completing an audit involving SSA’s fugitive felon pro-
gram that will report on SSA’s savings and recoveries since this program’s incep-
tion. The preliminary results from our current fugitive audit found that SSA has
saved and/or recovered an estimated total of $79.9 million in SSI funds through its
joint effort with OIG to match fugitive warrant data from Federal, State, and local
law enforcement agencies against SSA’s payment records.

Despite significant strides, more needs to be done. In fiscal year (FY) 2002, SSA
issued $483 billion in OASDI and SSI benefit payments to 53.1 million people. Con-
sidering the volume and amount of payments SSA makes each month, even the
smallest percentage of fraud, waste, and abuse can result in the loss of millions of
dollars. It can also harm SSA’s stewardship of its programs and weaken America’s
faith in Government overall.

In FY 2002, SSA identified and reported $1.6 billion in overpayments in the
OASDI program and $2 billion in overpayments in the SSI program—a total of $3.6
billion in overpayments. The Agency must now expend scarce resources to recover
these overpayments and return them to the OASDI Trust Fund and the General
Fund. Although a portion of these overpayments could not be prevented under cur-
rent legislative or regulatory requirements, another portion of these overpayments
is attributed to fraud, waste, and abuse. These statistics represent only the identi-
fied instances of overpayments in SSA’s program. They do not represent “unde-
tected” overpayments stemming from fraud, waste, and abuse.

According to SSA, it collected about $1.9 billion in overpayments in FY 2002 for
periods prior to and including FY 2002, but waived about half a billion dollars in
overpayments and deemed a similar figure uncollectible. (See the charts attached
to this testimony.)

By way of definition, SSA has the authority under the Social Security Act to
waive collection of an overpayment. If collection is waived, the individual is no
longer liable for the debt and SSA can not collect the overpayment amount at a
later date. In contrast, SSA may recover at a later date funds that SSA deemed
uncollectible. But if that person comes back into pay status or other circumstances
arise that indicate the person can repay the debt, SSA can try to recover the funds.
For example, once a debt is determined to be uncollectible, SSA can still recover the
funds through the tax refund offset program with the Department of the Treasury.

We need to gather additional information about the fraud in SSA’s various pro-
grams by quantifying the amount through in-depth audit work and investigation.
To initiate this process, we are going to focus on SSA’s disability programs because
GAO designated the modernization of Federal disability programs as a high risk
area and because SSA’s disability programs attract so much fraud and abuse.

We will conduct a comprehensive review in which we will sample and analyze
about 1,500 disabled cases to determine the appropriateness of the payments to
these individuals. This work will focus on four disability diagnosis codes that our
prior audit and investigative work have shown to be the most problematic. Due to
the comprehensive nature of our planned review and the resources needed to inves-
tigate this type of activity, we expect this study to take between 12 and 15 months
to complete.

In addition to our planned work to quantify the amount of unidentified improper
payments due to fraud, waste, and abuse in SSA’s disability program, our Coopera-
tive Disability Investigations (CDI) teams—which first opened in FY 1998—are at
the forefront of our efforts to identify and prevent fraud. The CDI teams investigate
suspicious disability claims under the DI and SSI programs. These teams combine
the talents of OIG special agents and personnel from SSA, the State DDS, and State
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and local law enforcement. Today, 17 CDI units have been opened in 16 States and
we plan to add CDI units on a year-to-year basis, depending on availability of funds.
In the first six months of this year, we reported that the CDI units had confirmed
733 fraud cases out of 1,483 referrals, obtained recoveries and restitution totaling
$879,235, and saved the Social Security program over $43 million.

Our work on the audit side has also identified fraud, waste, and abuse in other
areas of SSA’s programs. For example, last year we recommended to SSA that it
strengthen its existing controls to prevent SSI payments from being erroneously
paid to recipients who are outside the United States and therefore ineligible for pay-
ment. Our work showed that SSA’s systems generate a foreign address alert for in-
dividuals receiving both SSI and OASDI benefits when the OASDI record shows an
address outside the country. This alert notifies SSA that it needs to investigate and
determine whether the individual is still eligible for SSI payments. However, we
found that if individuals had their payments direct-deposited to a bank outside the
U.S., an alert was not generated. Although SSA agreed with the intent of our rec-
ommendation, the Agency did not want to implement it until it conducted a cost-
benefit analysis. We continue to urge SSA to implement our recommendation.

Another area of concern to me is the practice of recipients who claim repeatedly
that they did not receive their monthly payment. They then negotiate both the origi-
nal and the duplicate check that is provided by the Agency. In one case investigated
by our office, a woman filed false non-receipt claims in 16 of 19 months for benefits
payable to her son, an SSI recipient. Sentenced to 5 years probation, she was or-
dered to pay restitution of over $7,000 and there were program savings of $34,000.

In another case, over $13,000 in overpayments appear on two children’s records
due to their mother filing false non-receipt claims 14 of 30 months, or 47 percent
of the time. Based on these and other cases, our investigators are involved in a na-
tionwide project to comprehensively uncover those who abuse the replacement check
process. In addition, we are currently conducting an audit on SSA’s procedures for
controlling duplicate SSI checks issued to and cashed by the same recipient and for
recovering overpayments resulting from these double check negotiations. When
these two projects are completed, we will report on their results. Based on our work,
SSA has already revised its procedures to improve its controls over double check ne-
gotiations and recovery of related overpayments.

Now I would like to turn our attention to the provisions of H.R. 743. We worked
closely with your staff during the last legislative session to develop a proposal that
provides greater oversight of representative payees and expands the Title XVI fugi-
tive felon provisions to the Title II program.

First, let me address the representative payee provisions. There are currently
about 5.4 million representative payees who manage benefits for about 7.6 million
beneficiaries. I have previously recounted in testimony before this committee, sev-
eral instances in which representative payees misused funds intended for bene-
ficiaries in their charge. The effect on the lives of the beneficiaries in those cases
was catastrophic.

I applaud H.R. 743’s improved oversight provisions, as well as additional civil and
administrative penalties to allow my office to more effectively combat this problem.

As we have pointed out in audit reports and prior testimony, legislation is needed
to ensure the integrity of the representative payee process at several stages. This
includes a spectrum of activities ranging from selection, monitoring, and oversight
to proper accounting when funds are misused and measures designed to punish and
deter such misuse. I believe this legislation makes important strides in each of these
areas.

At the outset, closer attention to the initial selection process can resolve many po-
tential problems before they arise, so it is critical that SSA more thoroughly screen
potential representative payees. In October 2002, we issued a report that identified
121 individuals serving as representative payees for others whose own SSI benefits
were stopped by SSA because they were fugitive felons or parole or probation viola-
tors. As you know, current SSA policy permits fugitive felons and parole or proba-
tion violators to serve as representative payees. We also completed an additional
audit in March 2003 wherein we quantified the number of representative payees
who were fugitive felons regardless of whether they were receiving SSI payments.
In this audit, we estimated that fugitives would manage approximately $19 million
in Social Security funds each year if SSA does not take action to replace them as
representative payees.

Our work also shows that once an appropriate representative payee is selected,
it becomes incumbent upon SSA to adequately monitor that individual or organiza-
tion to ensure that benefits are being used as intended to aid the beneficiary and
that the representative payee continues to be suitable. We published an audit report
entitled “Nonresponder Representative Payee Alerts for Supplemental Security In-
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come Recipients” on September 23, 1999. That report recommended that SSA de-
velop procedures to redirect benefit checks to field offices and require representative
payees to provide accounting forms before releasing checks when attempts to obtain
required forms have failed. SSA agreed with this recommendation in principle, but
chose not to take action until the supporting legislation was enacted. This is also
the case with our fugitive representative payee audit recommendations. Enactment
of this legislation will result in SSA’s implementation of some important prior rec-
ommendations in this area.

In April 2003, we issued a report on SSA’s oversight of representative payees and
concluded that SSA’s representative payee review methodology should be modified
to ensure that representative payees are using Social Security funds only for the
benefit of the vulnerable beneficiaries they represent. We made several rec-
ommendations for SSA to improve its oversight of representative payees, and the
Agency generally agreed with most of them.

Even with improved oversight, there will always be representative payees unable
to resist the temptation to misuse individuals’ funds. When this occurs, SSA should
reissue the funds, and the representative payee who misused the funds should be
held liable to repay them. Unfortunately, under current law, SSA has authority to
reissue misused benefits only if the Agency finds that it has been negligent. This
withholds benefits from those who need and deserve them.

H.R. 743, however, would eliminate the requirement that benefits can be reissued
only upon a finding of SSA’s negligence. Instead, the Agency would be able to re-
issue benefits to those who are vulnerable even absent a finding of negligence. Fur-
ther, this legislation makes the representative payee liable for the amount of bene-
fits misused.

Once the beneficiary’s needs have been addressed, attention then turns to pun-
ishing and deterring misconduct by representative payees. We have found the Civil
Monetary Penalty (CMP) program to be an effective tool against fraud in other
areas. Unfortunately, as previously reported to you, we have reviewed potential
cases for enforcement under the CMP program and found that the current CMP
statutes do not adequately address some of the most egregious situations involving
representative payees. To remedy this, we proposed two amendments to the CMP
statutes, both of which are included in H.R. 743.

The first is amending Section 1129 of the Social Security Act to allow the imposi-
tion of CMPs for the willful conversion of a beneficiary’s funds by a representative
payee. For example, the benefits of a disabled child whose mother (as a minor her-
self) could not serve as her son’s representative payee, were instead paid to the fa-
ther. The father, who did not live with the child and the child’s mother, converted
more than $10,000 of his child’s benefits to his own use. The U.S. Attorney declined
to prosecute the father criminally, and the case was referred to my office for consid-
eration under the CMP statutes. Unfortunately, the current CMP statutes do not
provide for penalties to be imposed for conversion of benefits by representative pay-
ees. H.R. 743 provides this much needed authority.

I would now like to turn your attention to the Title II fugitive provisions included
in H.R. 743. We have always believed that criminals fleeing from justice should not
have the support of Federal benefits. Therefore, we support H.R. 743’s expansion
of the Title XVI fugitive felon provisions to the Title II programs. Preliminary re-
sults from our current audit on the SSI program show that there are significant po-
tential savings if the fugitive prohibition is extended to the Title II program.

Finally, I would like to discuss briefly the SSN integrity issue and our efforts to
protect the number from misuse. The SSN has grown in stature to where it is no
longer merely a social insurance number, but an instrument for financial crimes and
a potential weakness in homeland security as well.

In addition to its direct impact on SSA’s programs, SSN misuse can have signifi-
cant financial implications for the number holder—not to mention enormous con-
sequences for our Nation and its citizens in the context of homeland security. The
critical role of the SSN in our daily lives provides a tempting motive for unscrupu-
lous individuals to fraudulently acquire SSNs and use them for illegal purposes.

Now more than ever, SSA must be particularly cautious in striking a balance be-
tween serving the public and implementing SSN integrity measures that admittedly
delay the processing of SSN applications. However, we believe the Agency has a
duty to the American public to safeguard the integrity of the enumeration process.
Given the magnitude of SSN misuse, we believe SSA must employ effective front-
end controls in issuing SSNs. Likewise, additional techniques, such as data mining,
biometrics, and enhanced systems controls, are critical in the fight against SSN mis-
use. SSA and its OIG have taken steps and continue to be committed to improve
procedures for ensuring SSN integrity, thereby strengthening our link in the home-
land security chain.
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These efforts also pay off in increased cost effectiveness. During questioning at
the June 18th hearing of the House Budget Committee, Comptroller General David
Walker cautioned Congress to adopt the recommendations of the various Offices of
the Inspector General and to hold agencies accountable for not adopting OIG rec-
ommendations—especially those which have not been implemented over time and
could save Federal funds. Twice each year we report to Congress on recommenda-
tions we have made to save money or to deliver Agency services more effectively.
Our semiannual reports are required by statute to advise you on what SSA has done
to put our recommendations into effect, and what they have left undone or done dif-
ferently.

The savings we propose year after year represent great sums of money that could
be used better elsewhere, whether within or outside of Government. We exist not
only to capture frauds and cheats, but equally to find those savings that may be
realized through better management and less waste. Our ability to do all of this is
limited only by our resources, and we return more in savings than we cost in out-
lays by a return-on-investment figure most corporations would envy. While we are
currently working to make our internal measurements of our own cost effectiveness
more sophisticated, our best estimate today of our return on investment is that we
save or recover about $8 for every dollar we are given. Our FY 2002 budget was
$83 million, and we saved or recovered over $647.5 million.

We continue making excellent progress in preventing fraud, waste, and abuse in
SSA’s programs, as well as in identifying and recovering erroneous benefit pay-
ments. I am pleased that the provisions in H.R. 743 will address some of the issues
we have identified over the years with respect to fugitives and representative pay-
ees. This legislation will not only provide greater protection to some of the most vul-
nerable individuals in our country, but will also enhance SSA’s ability to be a good
steward of its programs and allow the OIG to ensure that fraud, waste and abuse
are minimized.

I appreciate this committee’s continued interest in improving the OASDI and SSI
programs. We will continue to focus our resources on preventing and detecting
fraud, waste, and abuse.

I would be happy to answer any questions the committee might have. Thank you.

Disposition of OASDI Debt
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OASDI Overpayments FY 1998 FY 1999 FY 2000 FY 2001 FY 2002
Collected $1,103.4 $1,191.3 $1,343.6 $1,121.1 $1,036.1
Waived $159.5 $201.8 $233.5 $260.2 $278.0
Uncollectible $128.7 $110.5 $120.7 $95.1 $150.7

The bar chart shown above—which was provided by SSA—illustrates the disposi-
tion of SSA’s OASDI overpayment debt for the past 5 years in terms of what has
been collected (the green bar), what has been waived (the yellow bar) and what has
been terminated as uncollectible (the red bar).

Collections peaked in FY 2000 at $1.34 billion. However, they decreased the last
2 years, and collections were only a little over $1 billion dollars in FY 2002.

Savings Available by Decreasing the Percentage of Debt
Terminated/Waived — Title il Debt - Fiscal Years 1998 - 2002

F200 5

F2005

Fw o

$e00 0

$EI0 0

FA00 2

$A0 0+

F300 12

F0

oo 8

O Teminsted 35 Unedizclabia

@ Waived
=T otal 41739

Do fzrs Shovwnin Miions

mformainn Procddad by Hot Verifiedtor Aoouracy

This chart shows that if SSA were to collect just 10 percent of the OASDI funds
it waived or wrote off as uncollectible for the last 5 years, the Agency could save
about $174 million. (Breakdown: If SSA collected 10 percent of the funds it waived,
savings would be $113.3 million. If SSA collected 10 percent of the funds it deemed
uncollectible, savings would be $60.6 million).

The chart also shows the savings if SSA collected 30 percent or 50 percent of the
erroneous payments it waived or wrote off over the last 5 years (from 1998 to 2002).
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Disposition of Title XVI Debt
Coliected - Waived - Uncollectable

L300 0

FE0 0 4

060 4

600 0 4

$500 0 4

400 0 4

FHOD 4

2000 4

1000

o

FY 1998 FY 1999 FY 2000 FY 2001 FY 2002

Tuliars Bhoon imMilensi{inbrmzlon Fosded by 80 - Yot vedied £ ronoe oy

SSI Debt FY 1998 FY 1999 FY 2000 FY 2001 FY 2002
Collected $539.2 $639.9 $701.6 $795.5 $859.7
Waived $91.1 $145.2 $194.4 $174.3 $196.7
Uncollectible $215.2 $349.5 $301.2 $410.6 $326.6

As shown in the chart above (which was also provided by SSA), the Agency’s col-
lection of SSI overpayments has been increasing slightly each year. For example,
SSA collected of $795 million in FY 2001 and $859 million in FY 2002.

However, waivers and uncollectible debt make up a larger percentage of the SSI
program than the OASDI program. This is not unexpected since the SSI program
is a needs-based program and it is difficult to collect overpaid funds from those who
are financially needy in the first place. Also, the general limitation of only collecting
10 percent from current SSI benefits impacts the Agency’s ability to collect SSI over-
payments.
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Savings Avallabie by Decreasing the Percentage of Debt
Terminated/Waived — Titie XVl Debt - Fiscal Years 1998 - 2002
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This chart shows that if SSA were to collect just 10 percent of the SSI funds it
waived or wrote off as uncollectible for the last 5 years that the Agency could save
about $240 million—$80 million from waivers and $160 million from funds deemed
uncollectible.

The chart also shows the savings if SSA collected 30 percent or 50 percent of the
overpayments it waived or wrote off over the last 5 years (from 1998 to 2002)—$721
million in savings if 30 percent of waivers/uncollectible funds recovered and $1.2 bil-
lion in savings if 50 percent of waivers/uncollectible funds recovered.

Mr. SHAW. Thank you, Mr. Huse. Thank you for mentioning one
of my favorite subjects. Mr. Jordan.

STATEMENT OF WILLIAM H. JORDAN, SENIOR COUNSEL TO
THE ASSISTANT ATTORNEY GENERAL, CIVIL DIVISION, U.S.
DEPARTMENT OF JUSTICE

Mr. JORDAN. Mr. Chairman and Mr. Cardin, thank you very
much. I wanted to focus my testimony today on the efforts of the
Department of Justice to combat fraud and abuse in Federal and
State health care programs arising from schemes that implicate
pharmaceutical and biologic products as well as durable medical
equipment.

Last September President Bush spoke to a group of prosecutors
at the Department of Justice from across the Nation regarding the
administration’s commitment to root out and punish corporate
wrongdoers. In that context of financial and accounting fraud, the
President stated:

“A few dishonest individuals have hurt the reputations of
many good and honest corporations and their executives. They
have hurt workers who have committed their lives to building
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the companies that hired them, they have hurt investors and
retirees who place their faith in the companies’ growth and in-
tegrity. For the sake of our free market, these corporate crimi-
nals must pay.”

This statement applies equally to health care fraud that is com-
mitted against the taxpayers of this country. That is why the De-
partment of Justice through the Civil and Criminal Divisions and
through the U.S. Attorney’s Office is fully committed to the fair
and vigorous enforcement of the various laws at our disposal to
deal with those companies and with the individuals that steal from
the taxpayers.

By no means is the Department of Justice alone in this fight to
combat fraud and preserve the integrity of the country’s Medicare
and Medicaid systems. We work very closely with our colleagues at
HHS, at CMS, Office of General Counsel at the Food and Drug Ad-
ministration, the HHS Office of the Inspector General, and with
the various State law enforcement partners, the National Associa-
tion of Attorneys General, and the National Association of Medi-
care Fraud Control Units.

In working with our colleagues, we obtained last year judgments
that exceeded $1.6 billion in health care fraud cases; the year be-
fore that $1.2 billion. Last year alone we filed 361 criminal indict-
ments in health care fraud cases against 480 defendants. This
year—excuse me, also last year 1,529 civil health care fraud mat-
ters.

This Committee and this Congress are considering a variety of
ways to reform the Medicare system. However, it is indisputable
that Medicare now pays too much for durable medical equipment,
it pays too much for pharmaceuticals. Recently the HHS Office of
the Inspector General reports have concluded that the Medicare
programs sometimes pay an amount for durable medical equipment
that is greater than market prices.

The pricing of prescription drugs and durable medical equipment
has been at the heart of a number of the Department of Justice’s
fraud cases. Although I provided them in greater detail in my pre-
pared statement, let me just provide a summary of some of those.

With Bayer Corporation we resolved allegations that arose from
Bayer’s sale of pharmaceutical products to Federal health care pro-
grams. Allegations against Bayer came to the Department of Jus-
tice from a relator under the False Claims Act that alleged that
Bayer had inflated its drug prices for infusible and injectable drugs
that can’t be purchased over the counter. These drugs are often
used to treat life-threatening illnesses such as AIDS, cancer and
hemophilia.

State Medicaid programs reimbursed providers for the purchase
of these drugs for covered beneficiaries using the average wholesale
price (AWP) or wholesale acquisition cost as a benchmark. The gov-
ernment alleged that Bayer reported inflated wholesale average
cost to First DataBank, which is a national drug-pricing reporting
service used by most States. The government also alleged that
Bayer falsely reported to the First DataBank that certain products
were not sold to wholesalers, and, therefore, no wholesale average
cost, in fact, existed. Bayer paid $14 million to settle those allega-
tions.
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In a separate case Bayer paid $257 million to settle allegations
of private labeling where certain drugs for some of its health main-
tenance organization customers were used to evade the Medicaid
rebate liability portion and, therefore, deprive Medicaid of needed
funds. Private labeling is a method used by manufacturers to affix
a customer’s label and, more importantly, the customer’s national
drug code to the drug to avoid the manufacturer’s statutory report-
ing and payment obligations.

Although private labeling has certainly legitimate uses in the in-
dustry, for example where a chain pharmacy wants to offer a store
brand in connection to a brand name product, this practice can run
afoul of the Medicaid rebate program where it is done to avoid the
manufacturer’s best price reporting obligations to the Federal Gov-
ernment.

There are a variety of other cases. We have recovered $875 mil-
lion against TAP Pharmaceuticals, $87 million against
GlaxoSmithKline, and these cases are set forth more thoroughly in
my prepared remarks.

I also wanted to thank the Committee and express again the De-
partment of Justice’s strong support for section 301 of H.R. 1; that
is, the Medicare secondary payer provision that the Committee has
put into its bill. Congress enacted that provision to make sure that
Medicare was the secondary rather than the primary payer of
health benefits. The provision that is in that bill will serve to clar-
ify the certain judicial decisions that we have received that ask for
Congress to intervene and clarify the obligations of the government
in the situations under the Medicare secondary payer provision.
Thank you very much.

[The prepared statement of Mr. Jordan follows:]

Statement of William H. Jordan, Senior Counsel to the Assistant Attorney
General, Civil Division, U.S. Department of Justice

Mr. Chairman, I appreciate the opportunity to appear before you to discuss some
of the important issues which are the focus of today’s hearing. We are grateful for
this Committee’s leadership on this important topic.

I have been asked to provide testimony today concerning the efforts of the Depart-
ment of Justice to combat fraud and abuse in Federal and State health care pro-
grams arising from schemes implicating pharmaceutical and biologic products, as
well as durable medical equipment (“DME”). Last September, President George W.
Bush spoke to a group of prosecutors from across the nation regarding the Adminis-
tration’s commitment to root out and punish corporate wrongdoers. In the context
of financial and accounting fraud, the President stated that: “a few dishonest indi-
viduals have hurt the reputations of many good and honest corporations and their
executives. They've hurt workers who committed their lives to building the compa-
nies that hired them. They’ve hurt investors and retirees who placed their faith in
the companies growth and integrity. For the sake of our free market, corporate
criminals must pay.”

This statement applies equally to health care fraud committed against the tax-
payers of this country. And that 1s why the Department of Justice, through the Civil
and Criminal Divisions and through the U.S. Attorney’s Offices, is fully committed
to the fair and vigorous enforcement of the various laws at our disposal to deal with
those companies and individuals that steal from the taxpayers. By no means, how-
ever, is the Department of Justice alone in the fight to combat fraud and preserve
the integrity of the country’s Medicare and Medicaid system. We work closely with
our colleagues at the Department of Health and Human Services, including those
at the Centers for Medicare and Medicaid Services, at the HHS Office of General
Counsel, the Administration on Aging, the Food and Drug Administration’s Office
of Criminal Investigations, and at the HHS Office of Inspector General, and with
our State law enforcement partners at the National Association of Attorneys Gen-
eral and the National Association of Medicaid Fraud Control Units.
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Working with our colleagues, the Department last year obtained judgments or
achieved settlements in health care fraud cases exceeding $1.6 billion. The year be-
fore that, we obtained judgments or achieved settlements in health care fraud cases
exceeding $1.2 billion. Last year alone, Department prosecutors filed 361 criminal
indictments in health care fraud cases and a total of 480 defendants were convicted
for health care fraud-related crimes. Also last year, 1,529 civil health care fraud
matters were pending and we filed 221 new civil cases.

This Committee and the Congress now are considering ways to implement and
make more affordable a Medicare prescription benefits program. It is clear from our
experience that government healthcare programs continue to pay too much for pre-
scription drugs. This is due to several factors, including flaws in the Medicare reim-
bursement system and to the illegal behavior of those who seek to manipulate the
system. The Acting Principal Deputy Inspector General of the Department of Health
and Human Services testified before the House Budget Committee last week that
published wholesale prices of drugs used to establish Medicare payments often bear
no resemblance to the actual wholesale prices available to physicians, suppliers, and
other large government purchasers. Instead, the current system of reimbursement
actually provides an incentive to manufacturers to exaggerate their wholesale prices
and, in so doing, inflate the Medicare cost.

It also is indisputable that Medicare now pays too much for durable medical
equipment (DME) based on reimbursement rates that were, in some cases, set in
1987. Recent HHS Inspector General reports have concluded that the Medicare pro-
gram sometimes pays an amount for DME that is greater than market prices. The
pricing of prescription drugs and DME has been at the heart of a number of the
Department’s fraud cases. The lessons learned from these cases about the pharma-
ceutical industry and how some in that industry have manipulated the pricing of
their products may be helpful as you consider new legislation.

Bayer Corporation entered into two settlements with the Department to resolve
allegations arising from its sale of pharmaceuticals and biological products to Fed-
eral health care programs. Allegations against Bayer initially came to the Depart-
ment from a relator under the False Claims Act who alleged that Bayer improperly
inflated its drug prices, causing Medicare and Medicaid to pay inflated reimburse-
ment. Infusable and injectable drugs that cannot be purchased over the counter by
the public at a retail pharmacy were at issue. These drugs are often used to treat
life-threatening illnesses, such as AIDS, cancer, and hemophilia.

State Medicaid programs reimburse providers for the purchase of these drugs for
covered beneficiaries and use either the Average Wholesale Price (AWP) or Whole-
sale Acquisition Cost (WAC) as a benchmark for their drug reimbursement rates.
WAC is a State-created concept, generally defined as the price that a drug whole-
saler pays to purchase the drug from a drug manufacturer for subsequent sale to
a provider. The Government alleged that Bayer reported inflated WACs to First
DataBank (FDB), a national drug pricing reporting service used by most States. The
Government also alleged that Bayer falsely reported to FDB that certain products
were not sold to wholesalers and, therefore, no WACs existed.

We alleged that Bayer’'s WACs were inflated because its purported wholesale ac-
quisition cost calculations did not take into account the price at which Bayer was
selling its drugs to specialized wholesalers known in the industry as “distributors.”
Distributors function exactly as other wholesalers do. As stated above, Bayer either
reported WACs without factoring in the distributor prices or did not report WACs
at all—asserting that distributors are not wholesalers and, thus, no WACs existed.
Bayer agreed to pay a total of $14 million to settle the allegations that it had in-
flated the WAC of certain of its drugs.

In a second case, Bayer paid $257,200,000 to settle allegations of “private label-
ing” of certain drugs for some of its HMO customers to evade Medicaid rebate liabil-
ity, and derivative Public Health Service (PHS) liability. “Private labeling” is a
method used by manufacturers to affix the customer’s label and, more importantly,
the customer’s National Drug Code (NDC) to the drug to avoid the manufacturer’s
statutory reporting or payment obligations with respect to that drug. Although pri-
vate labeling has legitimate uses in the industry, for example, where a chain phar-
macy wants to offer a store brand in addition to a brand name product, the practice
may run afoul of the Medicaid Rebate program, 42 U.S.C. §1396r—8, where it is
done to avoid the manufacturer’s best price reporting or rebate obligations.

In a scheme commonly referred to as “lick and stick,” Bayer private labeled two
of its most popular drugs, Cipro and Adalat CC. The Department alleged that Bay-
er’s private label arrangements were intended to provide deeply discounted prices
on these drugs to the HMOs while evading its statutory and contractual obligations
to provide the same favorable prices to the Medicaid program. In addition, Bayer
submitted false statements to the Office of Audit of the Inspector General for the
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Department of Health and Human Services (HHS-OIG) and to the Food and Drug
Administration (FDA) to further conceal its obligation to pay additional Medicaid re-
bates in connection with private labeling.

As part of the Medicaid rebate program, manufacturers such as Bayer enter into
a rebate agreement with the Health Care Financing Administration, now known as
the Centers for Medicare and Medicaid Services (CMS). Under the rebate program,
manufacturers such as Bayer agree to report their best price to CMS on a quarterly
basis. This best price is defined as the lowest price available from the manufacturer
to any “wholesaler, retailer, provider, health maintenance organization, nonprofit
entity or governmental entity within the United States” with certain specified exclu-
sions. Bayer further agreed to determine best price “without regard to special pack-
aging, labeling, or identifiers on the dosage form or product or package.” 42 U.S.C.
§1396r—8(c)(1)(C)[1)(II). In addition, Bayer agreed to pay rebates to each State Med-
icaid program each quarter, calculated as the product of (i) the total number of units
of each dosage form and strength paid for under the State plan in the rebate period,
and (ii) the greater of either the difference between average manufacturer price and
best price, or a minimum rebate percentage of the average manufacturer. §§42
U.S.C. 1396r-8(c)(1)(A) and (B). The purpose of the rebate program was to ensure
that the nation’s insurance program for the poor received the best price for drugs
available in the marketplace.

The Government’s investigation concluded that Bayer failed to pay rebates owed
to the Medicaid program and overcharged certain Public Health Service entities at
least $9.4 million.

Bayer pled guilty in the District of Massachusetts to a one count criminal Infor-
mation of violating the Federal Food, Drug & Cosmetic Act, 21 U.S.C. §8331(p),
333(a)(2), and 360(j), and failing to list the private label product with the FDA, and
it paid a criminal fine of $5,590,800. Together with the agreed upon civil settlement
amount of $251,609,200, the global resolution in this second Bayer matter was
$257,200,000.

In a related investigation, GlaxoSmithKline (GSK) paid $87,600,922 to settle
similar charges based on its relationship with the HMO, Kaiser Permanente Med-
ical Care Program (Kaiser). As I indicated earlier, Federal law requires drug manu-
facturers participating in the Medicaid program to report their “best prices” to the
Federal Government, and to pay rebates to Medicaid to ensure that the nation’s in-
surance program for the poor receives the same favorable drug prices offered to
other large purchasers of drugs.

Kaiser provides care and treatment to more than 6 million persons and often pur-
chased drugs directly from drug manufacturers to save on costs for its members.
GSK (together with Bayer) provided discounted prices to Kaiser for its drugs and
engaged in “private labeling” for Kaiser, affixing different labels to its drug products
to avoid reporting the low prices to CMS. GSK also repackaged and privately la-
beled Paxil, an anti-depressant, and Flonase, a nasal spray for Kaiser at discounted
prices and failed to report these lower prices as “best prices” to the Government.

GSK settled its civil False Claims Act liabilities and paid $87,600,922 to the
United States, 49 States, the District of Columbia, and Public Health Service enti-
ties as civil damages for losses suffered by the Medicaid programs and the Public
Health Service entities. When added to the previous Bayer settlement, Bayer and
GSK paid over $344 million to resolve these related allegations. Like Bayer, GSK
also executed a corporate integrity agreement with HHS-OIG, designed to ensure
that GSK (like Bayer) will accurately report its “best price” information to the Gov-
ernment.

TAP Pharmaceutical Products Inc. (TAP), a joint venture between Abbot Lab-
oratories and Takeda Chemical Industries, paid $875,000,000 in 2002 to resolve
criminal charges and civil liabilities in connection with its fraudulent pricing and
marketing of the cancer drug, Lupron. Under an agreement with the Department,
TAP pled guilty to a conspiracy to violate the Prescription Drug Marketing Act paid
a $290,000,000 criminal fine. To resolve its civil liability under the False Claims
Act, TAP agreed to pay the United States $559,483,560 for filing fraudulent claims
with Medicare and Medicaid, and to pay the fifty States and the District of Colum-
bia $25,516,440 for filing fraudulent claims with the States. Thirteen individuals
were indicted for their role in the scheme. In addition, four physicians and one indi-
vidual pled guilty to related crimes. Additionally, TAP entered a sweeping corporate
integrity agreement with the Inspector General of the Department of Health and
Human Services which significantly changes the manner in which TAP supervises
its marketing and sales staffs, and ensures that TAP will report to the Medicare
and Medicaid programs the true average sale price for drugs reimbursed by those
programs.
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While Medicare does not pay for most drugs, Medicare does cover those, such as
Lupron, that must be injected under the supervision of a physician. Medicare pres-
ently reimburses covered drugs at the lower of 95% of the average wholesale price
(AWP) or the physician’s actual charge. AWP is a list price set by manufacturers.
The Government alleged that TAP set and controlled the price at which the Medi-
care program reimbursed physicians for the prescription of Lupron by misreporting
its AWP as significantly higher than the average sales price TAP offered physicians
and other customers for the drug. TAP allegedly “marketed the spread” between its
discounted prices paid by physicians and the significantly higher Medicare reim-
bursement based on AWP as an inducement to physicians to obtain their Lupron
business. The Government further alleged that TAP concealed from Medicare the
true discounted prices paid by physicians, and falsely advised physicians to report
the higher AWP rather than the real discounted price for the drug. The “marketing
the spread” practice was recently addressed in the HHS—OIG’s Compliance Guid-
ance for Pharmaceutical Manufacturers.

AstraZeneca Pharmaceuticals LP (AstraZeneca), a major pharmaceutical
manufacturer headquartered in Wilmington, Delaware, pled guilty last month in
Federal district court in Wilmington, Delaware to a healthcare crime and agreed to
pay $355,000,000 to resolve criminal charges and civil liabilities in connection with
its drug pricing and marketing practices arising from its sales of Zoladex, a drug
used primarily for the treatment of prostate cancer.

AstraZeneca pled guilty to conspiring to violate the Prescription Drug Marketing
Act by causing to be submitted claims for payment for the prescription of Zoladex
which had been provided as free samples to urologists. This criminal conduct caused
losses of $39,920,098 to Medicare, Medicaid and other federally funded insurance
programs. As part of the plea agreement, AstraZeneca paid a $63,872,156 in crimi-
nal fines, paid $266,127,844 to resolve allegations that the company caused false
and fraudulent claims to be filed with the Medicare, TriCare, Department of De-
fense and the Railroad Retirement Board Medicare programs, and paid $24,900,000
to resolve allegations that its drug pricing and marketing misconduct resulted in
false state Medicaid claims. Finally, AstraZeneca entered into a corporate integrity
agreement with the Inspector General of the Department of Health and Human
Services which ensures, among other things, that AstraZeneca will report to the
Medicare and Medicaid programs the average sale price for drugs reimbursed by
those programs and will promote, through internal training and other programs and
policies, marketing and sales practices that are in full compliance with the law.

AstraZeneca marketed Zoladex primarily for the treatment of prostate cancer, as
is the drug Lupron which is produced by TAP. The United States alleged that from
January 1991 through December 31, 2002, employees of AstraZeneca provided thou-
sands of free samples of Zoladex to physicians, knowing and expecting that certain
of those physicians would prescribe and administer the free drug samples to their
patients and thereafter bill those free samples to the patients and to Medicare, Med-
icaid, and other federally funded insurance programs. In order to induce certain
physicians, physicians’ practices, and others to purchase Zoladex, AstraZeneca of-
fered and paid illegal remuneration in various forms including free Zoladex, unre-
stricted educational grants, business assistance grants and services, travel and en-
tertainment, consulting services, and honoraria.

Also, to induce physicians to purchase Zoladex, the United States alleged that
AstraZeneca marketed a “Return-to-Practice” program to physicians. This program
consisted of inflating the Average Wholesale Price used by Medicare and others for
drug reimbursement, deeply discounting the price paid by physicians to AstraZeneca
for the drug (“the discounted price”), and marketing the spread between the AWP
and the discounted price to physicians as additional profit to be returned to the phy-
sician’s practice from Medicare reimbursements for Zoladex. AstraZeneca set the
AWP for Zoladex at levels far higher than what the majority of its physician cus-
tomers actually paid. As a result, AstraZeneca’s customers received reimbursement
from Medicare and State Medicaid programs and others at levels significantly high-
er than the physicians’ actual costs or the wholesalers’ average price.

Finally, the Government alleged that AstraZeneca misreported and underpaid its
Medicaid rebates for Zoladex used for treatment of prostate cancer, under the Fed-
eral Medicaid Rebate Program. AstraZeneca was generally required on a quarterly
basis to rebate to each State Medicaid program the difference between the Average
Manufacturer Price and its “Best Price”. AstraZeneca falsely reported the “Best
Price” for Zoladex used for treatment of prostate cancer by failing to account for off-
invoice price concessions provided to non-government customers in various forms,
including cash discounts in the form of grants, services, and free goods contingent
on any purchase requirement.
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Three physicians also were charged in the Federal court in Delaware for their role
in this scheme; two pled guilty to conspiring to bill for Zoladex samples. Dr. Saad
Antoun, a urologist practicing in Holmdel, New Jersey, was charged on January 15,
2002, and pled guilty to conspiracy on September 18, 2002. Dr. Stanley Hopkins,
a urologist practicing in Boca Raton, Florida, was charged on September 30, 2002,
and pled guilty to conspiracy on December 17, 2002. Dr. Robert Berkman, a urolo-
gist practicing in Columbus, Ohio, was charged on May 19, 2003, and those charges
remain pending.

As T mentioned earlier, in April of this year the Inspector General of the Depart-
ment of Health and Human Services issued Compliance Program Guidance for
Pharmaceutical Manufacturers that seeks to encourage companies that manufacture
and market pharmaceutical drugs and biological products to adopt internal controls
and procedures to avoid the risk areas I have outlined above. The IG did so after
seeking our comments. This is but a first step in assuring protection from predatory
pricing schemes that inflate costs to already cash-strapped Government healthcare
programs. As these cases illustrate, the financial stakes are high as we seek to re-
form the reimbursement system.

The Department has also actively pursued schemes implicating durable medical
equipment. We have devoted considerable resources and personnel to an undercover
operation we refer to as “Operation Headwaters.” This investigation targeted DME
manufacturers across the United States in the area of enteral feeding, diabetic foot-
wear, and wound care products. The Federal Bureau of Investigation held itself out
as a national distributor of medical equipment having access to over 6,000 Medicare
patients. Over 300 consensual recordings and video/audio tapes reflecting the crimi-
nal intent to commit health care fraud on the part of corporate officers and employ-
ees (éf several different national and multi-national DME manufacturers were cap-
tured.

On February 10, 2003, the United States Attorney for the Southern District of I1li-
nois announced indictments against Augustine Medical Incorporated (AMI), charg-
ing numerous felony violations, including Conspiracy to Defraud the United States,
Mail Fraud and Health Care Fraud, related to the fraudulent marketing of a wound
care system known as “warm-up active wound therapy.” In addition to AMI, Paul
Johnson, Director of Reimbursement for AMI, Tim Henley, Vice President of the
Wound Care Division, and Phillip Zarlengo, owner of Strategic Reimbursement,
were indicted in the conspiracy. This investigation is ongoing and we expect to an-
nounce additional developments with respect to other manufacturers in the near fu-
ture.

After investigating the billing practices of Rotech Medical Corp. (Rotech) and
one of its subsidiaries, Community Home Oxygen, Inc., we learned that at least with
respect to Region D, one of four DME regions in the United States, Rotech and CHO
submitted false claims to the Medicare, Montana Medicaid, Veteran’s Administra-
tion (VA) and Indian Health Services programs for services and supplies that were
not provided, not properly documented or not medically necessary, or were provided
to patients who were not properly qualified to receive such services. We recovered
$17.5 million in false claims in the context of a bankruptcy proceeding.

An Alabama-based nursing home operator, Crowne Investments, Inc., and
Gericare Medical Supply, Inc. paid the United States $1,071,000 to settle allega-
tions that they participated in a scheme to overbill the Medicare program. The set-
tlement resolved allegations that from February 1993 to August 1993, the two Mon-
roeville, Alabama-based companies caused the submission of false or fraudulent
claims for Medicare reimbursement for enteral (intestinal) feeding supplies. The
Government asserts that the supplies were duplicates of others already reimbursed
by Medicare directly to Gericare for the same patients and that the overcharged
supplies were not medically necessary.

Lincare, Inc., a medical supply company based in Clearwater, Florida, with of-
fices in Redding, California, paid $3,150,000 to settle allegations that it submitted
false home oxygen therapy claims to Medicare for therapeutic ventilator claims and
unit dose albuterol sulfate claims during the period January 1, 1995 through De-
cember 31, 1997, that did not comply with Medicare requirements governing reim-
bursement for those products.

Red Line Healthcare Corp. (Red Line), a Minnesota medical supply corpora-
tion, and its parent, Medi Mart, Inc. (Medi Mart), paid $5.6 million in 1999, to
settle, among other things, allegations that their Medicare claims were not properly
documented to support the need of Medicare patients for nutritional products, that
they intentionally “shopped” their claims for urological supplies to the wrong Gov-
ernment contractor to maximize Medicare reimbursement, and that Medi Mart
knowingly retained payments exceeding what Medicare should have paid for the
product or supply.
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In 2002, the Department entered into a civil settlement of $2,286,752 with
Salvatore Galioto, Bryan Barrish, Michael Giannini and Scott Sandler,
based on allegations that they submitted false claims under Medicare Part B for in-
continence supplies, including irrigation syringes and sterile saline irrigation solu-
tions, that were neither medically necessary nor reimbursable under Medicare.

The incontinence supplies in question were provided to residents at Chicago area
nursing homes by Specialized Healthcare Products, Inc. (SHP), a durable medical
equipment supply business. The nursing homes were owned and operated by
Barrish and Giannini. Galioto, through a company called Advanced Vital Med., Inc.
(AVM), acted as sales agent for SHP. Various individuals at AVM and SHP com-
pleted false Certificates of Medical Necessity for Medicare beneficiaries. The Govern-
ment alleged that, to gain access to the nursing homes to furnish the unnecessary
incontinence supplies that were billed to Medicare, SHP supplied free of charge
adult diapers and/or adult undergarments to the Medicare beneficiaries at the nurs-
ing homes. These adult diapers/adult undergarments are not reimbursable by Medi-
care under any circumstances. From December 1994 through May 1995, Medicare
paid $1,524,073.79 to SHP. A portion of the funds were then transferred from SHP
to AVM. Galioto and others, through AVM, received a portion of the proceeds.

Galioto, Barrish, Giannini and Marc Siebzener were indicted on February 24,
2000 in the Eastern District of Missouri, for mail and wire fraud, money laundering
and conspiracy to violate Medicare’s anti-kickback statute. Barrish and Giannini
each pled guilty on February 23, 2000, to one count of money laundering, in viola-
tion of 18 U.S.C. 881341, 1957 and 2. Each was sentenced to three years probation
and jointly ordered to pay $46,573.04 in restitution and a fine of $68,478.72.

Galioto pled guilty on May 16, 2000, to conspiring to violate the anti-kickback
statute, 42 U.S.C. §1320a—7b(b)(1) and (2). He was sentenced to ten months and or-
dered to pay restitution of $120,000 and a fine of $30,000. Siebzener pled guilty to
one count of wire fraud, in violation of 18 U.S.C. §§1343 and 2, on July 10, 2000.
He was sentenced to five years probation and ordered to pay $100,000.00 in restitu-
tion. The Court found that Siebzener lacked the financial ability to pay a fine.

Medicare Secondary Payer Provisions: Finally, I would like to restate the De-
partment’s support for section 301 of H.R. 1, the “Medicare Prescription Drug and
Modernization Act of 2003,” which would protect the integrity of the Medicare Trust
Fund by clarifying that Medicare must be reimbursed whenever another insurer’s
responsibility to pay has been established. The section is consistent with the litiga-
tion positions taken by this Department and the Department of Health and Human
Services in numerous court cases.

Congress enacted the Medicare Secondary Payer (“MSP”) statute in 1980 to pro-
tect the fiscal integrity of the Medicare program by making Medicare a secondary,
rather than a primary, payer of health benefits. To ensure that Medicare would be
secondary, Congress precluded it from making payment when a primary plan has
already made payment or can reasonably be expected to pay promptly. Congress rec-
ognized, however, that in contested cases, payments under such plans would be de-
layed. To protect providers, suppliers, and beneficiaries, Congress authorized Medi-
care to make a “conditional” payment when prompt resolution of a claim cannot rea-
sonably be expected. The Medicare Trust Fund must be reimbursed, however, once
the primary insurer’s obligation to pay is demonstrated.

Some recent court decisions have held, however, that Medicare has no right to re-
imbursement unless the primary insurer could reasonably have been expected to
make prompt payment at the outset. See, e.g., Thompson v. Goetzmann, 315 F.3d
457 (5th Cir. 2002); Fanning v. United Sfafes 2 2 FR.D. 154 (E.D. Pa. 2001) These
rulings make the statute’s reimbursement mechanism inoperative in some jurisdic-
tions. Section 301 of this legislation would end this costly litigation and provide
clear legislative guidance regarding Medicare’s status as a secondary payer of health
benefits. The technical changes in Section 301 make clear that Medicare may make
a conditional payment when the primary plan has not made or is not reasonably
expected to make prompt payment.

On July 7, 2003, in response to the government’s petition for rehearing, the
Goetzmann court agreed to delete the “prompt payment” analysis from its decision.

oug is amendment to the opinion provides temporary relief within the Fifth
Circuit, the court’s reasoning highlights the need for corrective legislative action.
The court acknowledged that its reading of the statutory text arguably creates the
“absurd result” described by the government, essentially nullifying the government’s
right to reimbursement whenever an insurance company disputes a claim, but ex-
plained that it “remained convinced” that its analysis of the plain language was cor-
rect. The court stressed that courts are not in the business of amending legislation
to prevent absurd results, and urged the government to take its complaint to Con-
gress, rather than to the courts.
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The technical amendments of section 301 clarify other provisions of the MSP stat-
ute, as well. They make clear that a primary plan may not extinguish its obligations
under the MSP statute by paying the wrong party (i.e., by paying the Medicare ben-
eficiary or the provider instead of reimbursing the Medicare Trust Fund). The sec-
tion clarifies that a primary plan’s responsibility to make payment with respect to
the same item or service paid for by Medicare may be demonstrated, among other
ways, by a judgment, or a payment conditioned upon the recipient’s compromise,
waiver or release of items or services included in the claim against the primary plan
or its insurer; no finding or admission of liability is required. In addition, section
301 makes clear that an entity will be deemed to have a self-insured plan if it car-
ries its own risk, in whole or in part. Finally, the section makes clear that the Medi-
care program may seek reimbursement from a primary plan, from any or all of the
entities responsible for or required to make payment under a primary plan, and ad-
ditionally from any entity that has received payment from the proceeds of a primary
plan’s payment. These provisions of section 301 will resolve contentious litigation
and are designed to protect the fiscal integrity of the Medicare program.
Conclusion

Again, I thank the Committee for seeking the views of the Department of Justice
on these issues. The Committee can be assured that the Department will continue
to play a lead role in policing the healthcare system for fraud and abuse, and will
work with this Committee in addressing the myriad issues which I have briefly dis-
cussed this morning.

Mr. SHAW. Mr. Burman.

STATEMENT OF LEONARD E. BURMAN, SENIOR FELLOW,
URBAN INSTITUTE, CO-DIRECTOR, TAX POLICY CENTER,
AND RESEARCH PROFESSOR, GEORGETOWN PUBLIC POLICY
INSTITUTE

Mr. BURMAN. Mr. Chairman, Mr. Cardin, thank you for inviting
me to share my views on waste, fraud, and abuse in the tax sys-
tem. I applaud the Committee’s effort to reign in w