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H.R. 1827, THE GOVERNMENT WASTE
CORRECTIONS ACT OF 1999

TUESDAY, JUNE 29, 1999

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

The subcommittee met, pursuant to notice, at 2:01 p.m., in room
2247, Rayburn House Office Building, Hon. Stephen Horn (chair-
man of the subcommittee) presiding.

Present: Representatives Horn, Walden, Ose, Burton, and Turn-
er.

Staff present: J. Russell George, staff director; Randy Kaplan,
counsel; Bonnie Heald, communications director; Matthew Ebert,
policy advisor; Jane Cobb, professional staff member, Committee on
Government Reform; Grant Newman, clerk; Justin Schleuter, Paul
Wicker, Lauren Lefton, and John Phillips, interns; Michelle Ash
and Faith Weiss, minority counsels; Mark Stephenson, minority
professional staff member; and Earley Green, minority staff assist-
ant.

Mr. HorN. The Subcommittee on Government Management, In-
formation, and Technology will come to order.

Fraud, waste, and error in Federal programs and activities are
costing taxpayers billions of dollars each year. Earlier this session,
the Subcommittee on Government Management, Information, and
Technology held its annual series of hearings on the Federal Gov-
ernment’s financial management practices. On March 31, 1999,
this subcommittee held a hearing examining the Governmentwide
Consolidated Financial Statement. The audit of this government-
wide financial statement, performed by the General Accounting Of-
fice, illustrated the broad array of financial management problems
faced by the Federal Government.

The report confirmed that tens of billions of taxpayer dollars are
being lost each year to waste, abuse, and mismanagement in hun-
dreds of programs within the executive branch of the Federal Gov-
ernment. Improper payments made to vendors and others supply-
ing goods and services to Federal departments and agencies is one
of the most serious areas of waste and error. According to the Gen-
eral Accounting Office, Federal departments and agencies were un-
able to determine the full extent of improper payments in major
programs, estimated to involve billions of dollars each year.

At the Department of Defense, the General Accounting Office re-
ported that among the most serious financial management weak-
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nesses was the Department’s inability to determine the full extent
of improper payments. The Health Care Financing Administra-
tion’s Medicare Program was cited by the General Accounting Of-
fice as a high-risk area for fraud, waste, and abuse. In 1998, there
was an estimated $12.6 billion in Medicare overpayments.

Today we will examine H.R. 1827, the Government Waste Cor-
rections Act of 1999, introduced by my colleague and the chairman
of this full committee, the Committee on Government Reform, Rep-
resentative Dan Burton of Indiana. This legislation offers a poten-
tial solution to address the billions of dollars of erroneous overpay-
ments made each year. This bill would require executive branch de-
partments and agencies to use a process called, “recovery auditing,”
to review Federal payment transactions to identify and recover er-
roneous overpayments.

Recovery auditing is a process of reviewing payment transactions
to identify and recover incorrect payments. Payments for goods and
services can be processed incorrectly for a variety of reasons. Ven-
dors can make pricing errors on their invoices. They may forget to
award discounts. Or they can neglect to offer allowances and re-
bates. Recovery auditors review payment transactions to identify
three types of errors.

For decades, private sector companies have successfully used re-
covery auditing to identify and collect erroneous overpayments. Re-
covery auditing is currently used to a limited extent in the Federal
Government. H.R. 1827 would expand the use of recovery auditing
to all executive branch departments and agencies for payment ac-
tivities of at least $10 million annually.

Recovery audits could be conducted in house or contracted out to
a private recovery audit firm. The bill would require recovery audi-
tors to report on the factors causing overpayments and steps that
can be taken to reduce such overpayment. To encourage agencies
to participate in recovery auditing, the bill would allow agencies to
be reimbursed for costs they incur for their recovery audit efforts.
Additional amounts collected could be used by the agency to carry
out management improvement programs.

The subcommittee will hear from a variety of public and private
sector witnesses who will discuss the provisions of H.R. 1827, in-
cluding the application of recovery auditing to the Federal Govern-
ment. | welcome our witnesses. We look forward to their testimony.
And | am delighted now to yield for an opening statement to Mr.
Turner of Texas, the ranking member on this committee. And we
are delighted to have you here, Jim. It is all yours.

[The text of H.R. 1827 and the prepared statement of Hon. Ste-
phen Horn follow:]



106TH CONGRESS
1ST SESSION

H. R. 1827

To improve the economy and efficiency of Government operations by requiring the
use of recovery audits by Federal agencies.

IN THE HOUSE OF REPRESENTATIVES
MaAy 17, 1999

MR. BURTON of Indiana (for himself, Mr. ARMEY, and Mr. Ose) introduced the
following bill; which was referred to the Committee on Government Reform

A BILL

To improve the economy and efficiency of Government operations by requiring the
use of recovery audits by Federal agencies.

Be it enacted by the Senate and House of Representatives of the United States
of America in Congress assembled,

SECTION 1. SHORT TITLE.
This Act may be cited as the “Government Waste Corrections Act of 1999".
SEC. 2. FINDINGS AND PURPOSES.

(a) FINDINGS.—The Congress finds the following:

(1) In private industry, overpayments to providers of goods and services
occur for a variety of reasons, including duplicate payments, pricing errors, and
missed cash discounts, rebates, or other allowances. The identification and re-
covery of such overpayments, commonly referred to as “recovery auditing”, is an
established private sector business practice with demonstrated large financial
returns. On average, recovery audits in the private sector identify payment
error rates of 0.1 percent of purchases audited and result in the recovery of
$1,000,000 for each $1,000,000,000 of purchases.

(2) Overpayments are a serious problem for Federal agencies, given the
magnitude and complexity of Federal operations and documented and wide-
spread financial management weaknesses. Federal agency overpayments waste
tax dollars and detract from the efficiency and effectiveness of Federal oper-
ations by diverting resources from their intended uses.

(3) Recovery auditing already has been employed successfully in limited
areas of Federal activity. It has great potential for expansion to many other
Federal agencies and activities, thereby resulting in the recovery of substantial
amounts of overpayments annually. Limited recovery audits conducted to date
have identified errors averaging 0.4 percent of Federal payments audited, or
$4,000,000 for every $1,000,000,000 of payments. If fully implemented within
the Federal Government, recovery auditing has the potential to recover billions
of dollars in Federal overpayments annually.

(b) PurRPoses.—The purposes of this Act are the following:

(1) To require the use of recovery audits by Federal agencies.

(2) To provide incentives and resources to improve Federal management
practices with the goal of significantly reducing Federal overpayment rates and
other waste and error in Federal programs.

SEC. 3. ESTABLISHMENT OF RECOVERY AUDITS REQUIREMENT.

(@) ESTABLISHMENT OF REQUIREMENT.—Chapter 35 of title 31, United States
Code, Is amended by adding at the end the following:

“SUBCHAPTER VI—RECOVERY AUDITS

“§3561. Definitions
“In this subchapter, the following definitions apply:
“(1) DiIrRecTorR.—The term ‘Director’ means the Director of the Office of
Management and Budget.
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“(2) PAYMENT ACTIVITY.—The term ‘payment activity’ means an executive
agency activity that entails making payments to—

“(A) vendors or other entities that provide property or services for the
direct benefit or use of an executive agency; or
“(B) entities that provide services or make payments on behalf of the

Federal Government pursuant to contractual arrangements with an execu-

tive agency.

“(3) RECOVERY AUDIT.—The term ‘recovery audit’ means an auditing process
to identify overpayments made by executive agencies to vendors and other com-
mercial entities in connection with a payment activity, including overpayments
that result from duplicate payments, pricing errors, failure to provide applicable
discounts, rebates, or other applicable allowances, or charges or payments that
are not authorized by law, regulation, or other applicable requirements.

“83562. Recovery audit requirement

“(a) IN GENERAL.—Except as provided in subsection (d), the head of each execu-
tive agency—

“(2) shall conduct recovery audits with respect to each payment activity of
the executive agency that expends $10,000,000 or more annually; and

“(2) may conduct recovery audits for any other payment activity of the exec-
utive agency.

“(b) PrRoceDURES.—In conducting recovery audits under this section, the head
of an executive agency—

“(1) shall give priority to the most recent payments;

“(2) shall implement this section in a manner designed to ensure the great-
est financial benefit to the Government; and

“(3) may conduct recovery audits directly, by procuring performance of re-
covery audits by contract (subject to the availability of appropriations), or by
any combination thereof.

“(c) RECOVERY AUDIT CONTRACTS.—

“(1) EXECUTIVE AGENCY AUTHORITIES.—With respect to recovery audits pro-
cured by an executive agency by contract—

“(A) notwithstanding section 3302(b) of this title, the executive agency
head may pay the contractor an amount not to exceed 25 percent of the
total amount recovered by the executive agency, through setoff and other-
wise, solely on the basis of information obtained as a result of audits per-
formed by the contractor under the contract;

“(B) the executive agency head may authorize the contractor (subject to
subparagraph (C)) to notify entities of potential overpayments, to respond
to questions concerning potential overpayments, and to take other adminis-
trative actions with respect to overpayment claims; and

“(C) subject to section 3711 of this title, the executive agency head shall
have final authority to resolve disputes, to compromise or terminate over-
payment claims, to collect by setoff, and to initiate litigation or referrals for
litigation.

“(2) CONTRACT TERMS AND CONDITIONS.—The head of an executive agency
shall include in each contract for procurement of performance of a recovery
audit a requirement that the contractor shall—

“(A) provide to the executive agency periodic reports on conditions giv-
ing rise to overpayments identified by the contractor and any recommenda-
tions on how to mitigate such conditions; and

“(B) notify the executive agency of any overpayments identified by the
contractor pertaining to the executive agency or to another executive agency
that are beyond the scope of the contract.

“(3) EXECUTIVE AGENCY ACTION FOLLOWING NOTIFICATION.—The head of an
executive agency shall take prompt and appropriate action in response to a noti-
fication by a contractor under subparagraph (A) or (B) of paragraph (2), includ-
ing forwarding to other executive agencies any information that applies to them.
“(d) ExempTiONS.—The Director may exempt any executive agency payment ac-

tivity from the requirement of subsection (a)(1) if the Director determines that con-
ducting recovery audits for that payment activity would not be practical or cost-ef-
fective.

“83563. Recovery audit model programs

“(a) IN GENERAL.—The Director, after consulting with executive agency heads,
shall designate not less than five recovery audit model programs. The designated
model programs shall—
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“(1) reflect a representative range of executive agencies, program activities,
and payment practices; and
“(2) continue for a period of at least one year.

“(b) Purpose.—The purpose of the model programs designated under this sec-
tion is to stimulate and enhance recovery audits in the Federal Government by de-
veloping best practices and otherwise identifying ways to make recovery audits more
effective. In designating the model programs, the Director shall ensure that the des-
ignated programs complement, and in no way preempt or delay, other Federal recov-
ery audit activities.

“§3564. Disposition of amounts collected

“(a) IN GENERAL.—Notwithstanding section 3302(b) of this title, amounts an ex-
ecutive agency collects, by setoff and otherwise, each fiscal year through recovery
audits conducted under this subchapter shall be treated in accordance with this sec-
tion.

“(b) Use FOR REcoveERY AuDIT CosTs.—Not more than one quarter of the
amounts collected by an executive agency through recovery audits shall be available
to meet obligations to recovery audit contractors and to reimburse applicable appro-
priations for other recovery audit costs incurred by the executive agency.

“(c) Use FOR MANAGEMENT IMPROVEMENT PROGRAM.—Not more than one half
of the amounts collected by an executive agency through recovery audits—

“(1) shall be available to the head of the executive agency to carry out the
management improvement program of the agency under section 3565 of this
title;

“(2) may be credited for that purpose by the agency head to any agency ap-
propriations and funds that are available for obligation at the time of collection;
and

“(3) shall remain available for the same period as the appropriation or fund
to which credited.

" “(d)d Use FOR ORIGINAL PurPose.—Not more than one quarter of the amounts
collected—

“(1) shall be credited to the appropriation or fund, if any, available for obli-
gation at the time of collection for the same general purposes as the appropria-
tion or fund from which the overpayment was made; and

“(2) shall remain available for the same period and purposes as the appro-
priation or fund to which credited.

“(e) REMAINDER.—AmMmounts collected that are not applied in accordance with
subsection (b), (c), or (d) shall be deposited in the Treasury as miscellaneous re-
ceipts.

“(f) LimiTATION OF AMOUNTS.—In accordance with section 1512(d) of this title,
the Director may reserve amounts made available to an executive agency under sub-
sections (b) through (d) to the extent the Director determines that the full amounts
otherwise available cannot be used productively for the purposes for which they are
made available.

“§3565. Management improvement program

“(a) IN GENERAL.—

“(1) REQUIREMENT.—The head of each executive agency shall conduct a
management improvement program, consistent with rules prescribed by the Di-
rector.

“(2) PROGRAM FEATURES.—In conducting the program, the head of the exec-
utive agency—

“(A) shall, as the first priority of the program, address problems that
contribute directly to agency overpayments; and

“(B) may seek to reduce errors and waste in other executive agency pro-
grams and operations by improving the executive agency’s staff capacity, in-
formation technology, and financial management.

“(3) INTEGRATION WITH OTHER ACTIVITIES.—The head of an executive agen-
cy—

“(A) subject to subparagraph (B), may integrate the program under this

section, in whole or in part, with other executive agency management im-

provement programs and activities; and

“(B) must retain the ability to account specifically for the use of
amounts made available under section 3465(b) of this title.
“(b) AWARDS.—

“(1) IN ceNERAL.—The head of an executive agency may, under the program
under this section and subject to the availability of appropriations, pay cash
awards to career employees of the executive agency who have made extraor-



6

dinary contributions to improving the executive agency’s operations in a way
that demonstrably and substantially reduces waste and error by the executive
agency.

“(2) TERMS AND CONDITIONS.—AN award under this subsection shall be sub-
ject to the following terms and conditions:

“(A) An award may be granted to an individual employee or to a group
of employees, in any amount not exceeding $150,000 for any individual.

“(B) The award must be based on a written determination by the execu-
tive agency head that the awardee (or the group of awardees, collectively)
was directly and primarily responsible for actions that result in tangible
cost Zavings to the executive agency of at least double the amount of the
award.

“(C) The Director must concur in any award that exceeds $50,000 to
any individual.

“(D) The awards shall be in addition to any pay and allowances to
which an employee is otherwise entitled, and shall not affect an employee’s
eligibility for other bonuses and awards.

“(E) The award shall be subject to such additional terms and conditions
as may be prescribed by the Director.

“(3) CAREER EMPLOYEE DEFINED.—In this subsection the term ‘career em-
ployee’ means any employee of an executive agency, other than—

“(A) a noncareer appointee, limited term appointee, or limited emer-
gency appointee (as such terms are defined in section 3132(a) of title 5) in
the Senior Executive Service; and

“(B) an employee in a position that has been excepted from the competi-
tive service by reason of its confidential, policy-determining, policy-making,
or policy-advocating character.

“§3566. Responsibilities of the Office of Management and Budget

“(@) IN GENERAL.—The Director shall be responsible for coordinating and over-
seeing the implementation of this subchapter.

“(b) GuibaNce.—In addition to the Director’s specific responsibilities under this
subchapter, the Director shall issue rules and provide support to agencies in imple-
menting the subchapter. The Director shall issue initial rules not later than 90 days
after the date of enactment of this subchapter.

“(c) REPORTS.—

“(1) IN GeENERAL.—Not later than one year after the date of the enactment
of this subchapter, and annually for each of the two years thereafter, the Direc-
tor shall submit a report on implementation of the subchapter to the President,
the Committee on Government Reform of the House of Representatives, the
Committee on Governmental Affairs of the Senate, and the Committee on Ap-
propriations of the House of Representatives and of the Senate.

“(2) ConTENTS.—Each report shall include—

“(A) a general description and evaluation of the steps taken by execu-
tive agencies to conduct recovery audits, including an inventory of the pro-
grams and activities of each executive agency that are subject to recovery
audits;

“(B) a description of any exemptions from recovery audits made under
section 3562(d) of this title;

“(C) a description and evaluation of the recovery audit model programs
conducted under section 3563 of this title, that shall include—

“(i) an assessment of the benefits of the programs;

“(i1) an identification of best practices from the programs that could
be applied to other recovery audit activities; and

“(iii) an identification of any significant problems or barriers to
more effective recovery audits that were experienced in the model pro-
grams;

“(D) a description of executive agency management improvement pro-
grams under section 3565 of this title, including a description of any awards
under section 3565(b) of this title; and

“(E) any recommendations for changes in executive agency practices or
law or other improvements that the Director believes would enhance the ef-
fectiveness of executive agency recovery auditing.

“§3567. General Accounting Office reports

“Not later than 60 days after issuance of each report under section 3566(c) of
this title, the Comptroller General of the United States shall submit a report on the
implementation of this subchapter to the Committee on Government Reform of the
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House of Representatives, the Committee on Governmental Affairs of the Senate,
the Committee on Appropriations of the House of Representatives and of the Senate,
and the Director.”.

(b) APPLICATION TO ALL EXECUTIVE AGENCIES.—Section 3501 of title 31, United
States Code, is amended by inserting “and subchapter VI of this chapter” after “sec-
tion 3513".

(c) DEADLINE FOR INITIATION OF RECOVERY AuDITS.—The head of each executive
agency shall begin the first recovery auditing under section 3562 of title 31, United
States Code, as amended by this section, by not later than 6 months after the date
of the enactment of this Act.

(d) CLericaL AMENDMENT.—The analysis at the beginning of chapter 35 of title
31, United States Code, is amended by adding at the end the following:

“SUBCHAPTER VI—RECOVERY AUDITS

“3561. Definitions.

“3562. Recovery audit requirement.

“3563. Recovery audit model programs.

“3564. Disposition of amounts collected.

“3565. Management improvement program.

“3566. Responsibilities of the Office of Management and Budget.
“3567. General Accounting Office reports.
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Hearing on HLR. 1827, the “Government Waste Corrections Act of 1999”
Opening Statement
Rep. Stephen Horn, R-Calif.
Chairman, House Subcommittee on Government Management,
Information, and Technology
June 29, 1999

A quorum being present, the Subcommittee on Government Management, Information,
and Technology will come to order.

Fraud, waste, and error in Federal programs and activities are costing taxpayers billions
of dollars each year. Earlier this session, the Subcommittee on Government Management,
Information, and Technology held its annual series of hearings on the Federal Government’s
financial management practices. On March 31, 1999, this subcommittee held a hearing
examining the Governmentwide consolidated financial statement. The audit of this
governmentwide financial statement, performed by the General Accounting Office, illustrated
the broad array of financial management problems faced by the Federal Government. The report
confirmed that tens of billions of taxpayer dollars are being lost each year to waste, abuse and
mismanagement in hundreds of programs within the Federal Government.

Tmproper payments made to vendors and others supplying goods and services to Federal
departments and agencies is one of the most serious areas of waste and error. According to the
General Accounting Office, Federal departments and agencies were unable to determine the full
extent of improper payments in major programs estimated to involve billions of dollars each
vear. Atthe Department of Defense, the General Accounting Office reported that among the
most serious financial management weaknesses was the department’s inability to determine the
full extent of improper payments. The Health Care Financing Administration’s Medicare
program was cited by the General Accounting Office as a high-risk area for fraud, waste, and
abuse. In 1998 there was an estimated $12.6 billion dollars in Medicare overpayments.

Today we will examine H.R. 1827, the “Government Waste Corrections Act of 1999,”
introduced by my colleague and the Chairman of the Committee on Government Reform,
Representative Dan Burton. This legislation offers a potential solution to address the billions of
dollars of erroneous overpayments made each year. This bill would require Executive Branch
departments and agencies to use a process called “recovery auditing” to review Federal payment
transactions to identify and recover erroneous overpayments.
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Mr. TURNER. Thank you, Mr. Chairman. This hearing, of course,
is focused on a piece of legislation that the chairman of this com-
mittee, Mr. Burton, introduced last year which seeks to make re-
covery auditing mandatory for Federal agencies. | appreciate
Chairman Horn’s interest in this issue and his willingness to focus
on it by holding this hearing.

As we know, the Federal Government erroneously pays vendors
and contractors billions of dollars each year and, through a series
of financial management hearings held by this subcommittee, we
have learned, for example, that the Medicare system made approxi-
mately $12 billion in erroneous payments in fiscal year 1998 re-
vealing an error rate of 7 percent. Obviously, these kinds of errors
and mistakes do not need to exist in our Federal agencies and |
commend Chairman Burton as well as Chairman Horn for focusing
on this problem, continuing to search for solutions such as recovery
auditing.

Mr. Chairman, thank you again for the opportunity to be a part
of this very important hearing.

[The prepared statement of Hon. Jim Turner follows:]
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OPENING STATEMENT OF THE HONORABLE JIM TURNER
GMIT: H.R. 1827
June 29, 1999 (version #3)

This hearing is focused on H.R. 1827, legislation which was introduced by
Chairman Burton this year and seeks to make recovery auditing mandatory for
federal agencies. I appreciate Chairman Horn’s focus on this issue and am glad to
have the opportunity to discuss the use of recovery auditing in the public and

private sectors.

The federal government erroneously pays vendors and contractors billions of
dollars each year. Through a series of financial management hearings held by this
subcommittee, for example, we have learned that the Medicare system made
approximately $12 billion in erroneous payments in fiscal year 1998-—revealing an

error rate of 7%.

Even more disturbing is the knowledge that defense contractors voluntarily
returned $746 million in fiscal 1998, which averages out to about $2 million per
day in overpayments. In the five years between fiscal 1994 and 1998, defense
contractors returned about $4.6 billion. Additionally, the General Accounting
Office has discovered that, because there are no requirements which address the
notification or return of improperly paid money, many contractors are retaining
overpayments until the government issues a demand letter for the recovery of the
overpayment. The General Accounting Office recently testified that both the
magnitude of overpayments to defense contractors is unknown as is the amount of

overpayments being retained by contractors.
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Thus it is imperative that the federal government direct its attention toward
the improvement of financial management systems and reducing erroneous
payments. I would like to commend Chairman Burton for focusing on this
important problem and for searching for solutions, such as recovery auditing. I
would also like to thank Chairman Horn for providing the opportunity for
representatives of the federal government and the private sector to describe

recovery auditing and explain its usefulness to the government.

Congress must assure that the executive branch has all the tools it needs to
reduce erroneous payments, and the executive branch must use these tools
effectively and aggressively. Recovery auditing is the type of tool that should be

used where it can render successful results.

This hearing should help answer some specific questions that I have about
H.R. 1827, the first of which is how this bill would interact with the current federal
debt collection activities and the Federal Acquisition Regulations (FAR).
Additionally, I am interested in learning how disputes arising out of recovery
auditing will be resolved, and whether the regular federal contracting dispute
resolution process would apply. I also question whether the authorization of
employee awards, which can be as large as $150,000 per person, creates
appropriate incentives or if these awards give rise to abuse. Finally, I wonder if
recovery auditing should be mandated for all agencies when it is unclear whether
this process will in fact be useful or appropriate for all agencies. In particular, will
recovery auditing work for all agency payments and for all types of payment

activities?
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With these thoughts in mind, I welcome the witnesses today and look

forward to their testimony.
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Mr. HorN. | thank the gentleman. And we are waiting for Chair-
man Burton. He should be here in a minute or so. So we will be
in recess for a minute or so. When Mr. Burton arrives, we will have
the statement read into the record.

In the meantime, let me note, this is for some of you that have
been here before, before this subcommittee or any subcommittee of
the Government Reform Committee, we swear in all witnesses. And
when we have you at the table, such as panel two where there are
four witnesses, when we call on you in that sequence, the document
you have given us in writing, we have read. And that automatically
goes into the record without any additional motions. And we would
like you to summarize those statements so there is more dialog
with the committee members on both sides of the aisle to ask ques-
tions and get to the core of the matter.

And we are now delighted to introduce the gentleman from Indi-
ana, the chairman of the Committee on Government Reform, for an
opening statement.

Mr. BurTON. | want to thank you, Mr. Chairman. And you will
see, first of all, I am out of breath because | am out of shape. And,
second, I am wearing sunglasses because | forgot to change these.
So | don't want you to think I am a movie star or think | am.

Thank you, Chairman Horn, for holding this hearing on H.R.
1827, the Government Waste Corrections Act.

One of my highest priorities as chairman of the Committee on
Government Reform is to attack the widespread fraud, waste, and
error in Federal programs and activities that cost taxpayers bil-
lions of dollars every year. One area where we bleed millions of dol-
lars every day is in overpayments for contractors that often go un-
detected and almost never get repaid. Many agencies could benefit
from the use of recovery auditing. Several of these could see sub-
stantial gains.

The Department of Defense, the Environmental Protection Agen-
cy, NASA, and the Department of Energy have all been on GAQO’s
high-risk list for almost 10 years for contract management prob-
lems. These agencies represent about $140 billion worth of con-
tracts yearly. DOD alone represents about $100 billion of this
spending. How much of this is wasted in overpayments has not
been calculated, but with the problems associated with these con-
tracting operations, | would bet that the figures are pretty high.

Another high-dollar, high-risk area is Medicare. Of about $200
billion it pays out annually, overpayments in Medicare’'s fee for
service claims last year were estimated at $12.6 billion. That is
$12.6 billion in just 1 year. Over the past 3 years, this figure is es-
timated at over $56 billion. This needless waste of money year
after year significantly distorts the true costs of Medicare. Mr.
Chairman, if nothing else, recovery auditing should be mandated
to recoup Medicare overpayments.

I just hope that when the bill passes and these overpayments
start coming back, the checks won't be returned as is the current
practice. And | would like to say that, Mr. Chairman, that | read
an article that was in the Regulatory News and it indicated that
some of these checks are being returned because they don't know
what to do with them. And we certainly want to make sure that
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that is corrected, because if people are sending overpayments back
to the Treasury and to the government——

Mr. HorN. Without objection, that article will be put in the
record at this point.

[The information referred to follows:]
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Overpayments

HHS IG, HCFA Developing Guidance
For Providers to Return Overpayments

man Services Office of Inspector General and the
Heaith Care Financing Administration are devel-
oping guidance for health care providers to return

funds they inappeepeesely receive from Medicare, an

"“We've been working over the last year with HCFA -
an trying to ﬁet some standardized process for the re-
0 identified overpa voluntanily identified
% Jers,” Michael E ghaw, an associate counsel wit
H s Office of Counsel, told the American Health
Lawyers Association’s annual conference on Medicare
and Medicaid payment issues.

“Hopefully something soon will come out and that
will give providers guidance on what to réturn and how
to return ir,"” Shaw said.

Empathizing with providers who try to return over-

payments to their Medicare carrier only to have the
check returned, he said, “! know that's a frustrating

thing. We constantly hear about it. All I can tell you is

Ut the government has long failed to make good on
promises aof issuing such guidance. More than a year
.ago, former HCFA Director of Program Integriry Linda
Ruiz told another health care conference in Washing-
ton, D.C., Feb, 19, 1998, that Medicare overpayment
guidance could be expected out within the next few

months (2 HFRA 118, 2/25:98).

B AL TIMORE—The Department of Health and Hu-

OMA'S MEDICARE REPCRT  |SSN 1029-7986 BNA 4299
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Mr. BURTON. Thank you, Mr. Chairman. And this is even when
providers voluntarily return the money, their checks are still re-
turned. Mr. Chairman, | hope your subcommittee will try to get
some answers from the representatives from HCFA today on that
very problem.

Let me briefly describe what my bill does. The bill requires agen-
cies to conduct recovery auditing to identify and collect overpay-
ments for programs that spend $10 million or more annually. Up
to 25 percent of the money collected back can be used to pay the
recovery audit firm, so there is no payment to the contractor unless
the overpayments are returned. The bill also allows agencies to put
25 percent of collections back into the programs and activities from
which the overpayments originated. Mr. Chairman, this is to pro-
vide agencies that need an incentive to commit to this activity.

Requiring agencies to identify and recover overpayments is only
one of the bill's key objectives. The other is to remedy the root
causes that gave rise to the overpayments in the first place. To this
end, the bill also allows for some of the money recovered to be
available to the agency to make improvements to their financial
and other internal systems in order to prevent overpayments and
reduce other problems of waste and error in the future. Recovered
moneys not used for these purposes will get returned to the Treas-
ury.

Mr. Chairman, this bill holds great promise. In places where re-
covery auditing has been tested in government, it has proven effec-
tive. For instance, the Army-Air Force exchange program [AAFES]
has 16 years of experience with recovery auditing, having begun
the practice in 1983. With purchases of approximately $6.5 billion
annually, over $100 million has been recovered over the past 5
years.

In another example, the Defense Department has been conduct-
ing a recovery auditing demonstration program at its supply center
in Philadelphia. Looking at purchase transactions from fiscal years
1993 to 1995, over $27 million in overpayments have been identi-
fied. Given the billions of dollars we spend to procure goods and
services annually and the magnitude of the overpayment problem
in our current programs, this bill has enormous potential to
achieve substantial cost savings and benefits for the government
and the American taxpayer.

Mr. Chairman, | stand ready to work with you, our Democratic
colleagues, and this administration to make whatever improve-
ments that are necessary to get the best bill possible. I want to
thank you again for moving forward with the subcommittee consid-
eration of this very important bill. And | apologize, once again, for
my tardiness.

[The prepared statement of Hon. Dan Burton follows:]
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Statement of
The Honorable Dan Burton
Hearing on H.R. 1827, the Government Waste Corrections Act of 1999
June 29, 1999

Thank you, Chairman Horn, for holding this hearing on H.R. 1827, the
Government Waste Corrections Act.

One of my highest priorities as Chairman of the Committee on Government
Reform is to attack the widespread fraud, waste, and error in federal programs and
activities that cost taxpayers billions of dollars every year.

One area where we bleed millions of dollars every day is in overpayments to
contractors that often go undetected, and almost never get repaid. Many agencies could
benefit from the use of recovery auditing. Several of these could see substantial gains.

The Department of Defense, the Environmental Protection Agency, NASA, and
the Department of Energy have all been on GAO’s High Risk list for almost 10 years for
contract management problems. These agencies represent about $140 billion worth of
contracts yearly. DOD alone represents about $100 billion of this spending. How much
of this is wasted in overpayments has not been calculated, but with the problems
associated with these contracting operations, I would bet the figures are high.

Another high-dollar “High Risk” area is Medicare. Of about $200 billion it pays
out annually, overpayments in Medicare’s fee-for-service claims last year were estimated
at $12.6 billion dollars.

$12.6 billion in one year!! Over the past three years, this figure is estimated at
over $56 billion. This needless waste of money year after year significantly distorts the
true costs of Medicare. Mr. Chairman, if nothing else, recovery auditing should be
mandated to recoup Medicare overpayments. I just hope that when the bill passes and
these overpayments start coming back, the checks won’t be returned, as is the current
practice.

According to an article in BNA’s Medicare Report on April 2, 1999, even when
providers try to VOLUNTARILY return money they inappropriately received, their
checks are returned. Mr. Chairman, I hope your subcommittee will try and get some
answers from the representative from HCFA today on this problem.

Let me briefly describe what my bill does:

The bill requires agencies to conduct recovery auditing to identify and collect
overpayments for programs that spend $10 million or more annually.

Up to 25 percent of the money collected back can be used to pay the recovery
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audit firm, so there’s no payment to the contractor unless overpayments are returned.

The bill also allows agencies to put 25 percent of collections back into the
programs and activities from which the overpayments originated. Mr. Chairman, this is
to provide agencies the needed incentive to
comimit to this activity.

Requiring agencies to identify and recover overpayments is only one of the bill’s
key objectives. The other is to remedy the root causes that gave rise to the overpayments
in the first place.

To this end the bill also allows for some of the money recovered to be available to
the agency to make improvements to their financial and other internal systems in order to
prevent overpayments and reduce other problems of waste and error.

Recovered monies not used for these purposes get returned to the Treasury.

Mr. Chairman, this bill holds great promise. In places where recovery auditing
has been tested in government, it has proven effective. The Army Air Force Exchange
System (AAFES) has 16 year of experience with recovery auditing, having begun the
practice in 1983. AAFES makes purchases of approximately $6.5 billion annuaity. Over
the last 5 years, over $100 million has been recovered.

In another example, the Defense Department has been conducting a recovery
auditing demonstration program at several of its locations. Roughly $7 billion in
purchase transactions are being reviewed in this audit. This program is nearing
completion and has identified over $27 million in overpayments.

Given the billions of dollars we spend to procure goods and services annually and
the magnitude of the overpayment problem in our current programs, this bill has
enormous potential to achieve substantial cost benefits for the government and the
American taxpayers. It also ensures a long-term investment in the fundamental
management reforms so badly needed to achieve lasting improvements in the way the
federal government does business.

Mr. Chairman, I stand ready to work with you and this administration to make
whatever improvements need 1o be made to get the best bill possible. Thank you again
for moving forward with subcommittee consideration of this important bill.
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Mr. HorN. We thank you for putting in this bill. We think it has
a lot of merit.

Now if the Comptroller General will stand and raise his right
hand?

[Witness sworn.]

Mr. HorN. The clerk will note that the witness affirmed the oath.

And we are delighted to have you with us. It is an honor. And
we hope you have enjoyed your first few months on the job, which
is one of the most important in the United States. So welcome.

STATEMENT OF DAVID D. WALKER, COMPTROLLER GENERAL,
GENERAL ACCOUNTING OFFICE

Mr. WALKER. Thank you. Chairman Horn, Chairman Burton,
Ranking Member Turner, | appreciate the opportunity to discuss
H.R. 1827, the Government Waste Corrections Act of 1999 and its
relationship to the longstanding issues of government accountabil-
ity for use of public moneys, overpayments, and the role of recovery
auditing in identifying and recovering overpayments.

One of the most important issues facing the government today is
the need for greater accountability in managing the finances of our
national government. It is a significant problem at many agencies
and one that has been the subject of frequent reports by us and
others. One key aspect of the problem is the difficulty the govern-
ment has in assuring proper payment of all of its bills while avoid-
ing overpayments. My testimony today will discuss the dimensions
of the overpayment problem, our past work on the DOD recovery
auditing demonstration program, and the Government Waste Cor-
rections Act of 1999.

My comments on the bill reflect my belief that there are three
principles that should guide any recovery auditing program. First,
there should be meaningful incentives for agencies to want to par-
ticipate in the program and to make it work. Second, there should
be adequate safeguards to ensure that the program is implemented
in a manner intended by Congress and that it preserves the integ-
rity of the congressional appropriations process. And, third, there
should be transparency in the conduct of the program. That is,
there should be evaluation reporting on program implementation,
to include the amounts recovered under the program and how they
are used. In the context of these three principles, | will suggest op-
portunities to strengthen the bill.

Significant financial systems’ weaknesses, problems with fun-
damental recordkeeping and financial reporting, incomplete docu-
mentation, and weak internal controls continue to prevent the gov-
ernment from effectively managing its operations. Significant
among these problems is the inability of Federal agencies to deter-
mine the full extent of improper payments that occur in major pro-
grams estimated to involve billions of dollars annually.

Within the estimated billions of dollars of improper payments,
the amount of exact overpayments that are involved is unknown.
Given the poor state of the financial accounting record at many
agencies, neither the Federal agencies nor we have a very good es-
timate of the extent of overpayments that occur each year, yet we
expect that they are significant. We know, for example, that be-
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tween the years 1994 and 1998, contractors returned about $4.6
billion in overpayments to the Department of Defense alone.

Across government, improper payments, which includes overpay-
ments, occur in a variety of programs and activities, including
those related to contract management, Federal financial assistance,
and tax refunds. Reported estimates of improper payments total
billions of dollars annually. Such payments can result from incom-
plete or inaccurate data used to make payment decisions, insuffi-
cient monitoring or oversight, and other deficiencies in agency in-
formation systems and controls.

The risk of improper payments is increased in programs involv-
ing one of three criteria: first, complex criteria for computing pay-
ments; second, a significant volume of transactions; and, third, an
emphasis on expediting payments. The reasons for improper pay-
ments range from inadvertent errors to fraud and abuse.

Recovery auditing offers the potential to identify and recover
some of these overpayments. Recovery auditing started about 30
years ago and it is used in several industries including the auto-
motive, retail, and food service industries. The DOD, the Army and
Air Force Exchange Service, and the Navy exchange service, use
recovery auditing. An external audit recovery group may be the
only group used by an organization or it may be used in combina-
tion with internal resources that examine invoices for overpay-
ments prior to an external group’s review.

Recognizing its potential to the government, in fiscal year 1996,
the National Defense Authorization Act required the Secretary of
Defense to conduct a demonstration project to evaluate the feasibil-
ity of using recovery auditing and to identify overpayments made
to vendors by DOD. Authority to expand the program was provided
in fiscal year 1998 under the National Defense Authorization Act.

The DOD demonstration project began in September 1996 when
the Defense supply center in Philadelphia competitively contracted
with Profit Recovery Group International [PRGI]. The contract cov-
ers purchases made during fiscal years 1993 to 1995 and requires
PRGI to identify and document overpayments and to make rec-
ommendations to reduce future overpayments. PRGI receives a fee
of 20 percent of net collected funds. The focus of the demonstration
program is on purchases of subsistence, medical, and clothing
items, items that are typically found in retail merchandising estab-
lishments.

We have reviewed the demonstration program and concluded
that recovery auditing offers the potential to identify overpay-
ments, but implementation problems hindered DOD from fully re-
alizing the benefits of the program. As of June 1999, according to
PRGI, it had completed 90 percent of its work and identified $29.3
million in overpayments made to suppliers on purchases of roughly
$6 billion. However, collections by DOD, as of June 1999, only
amounted to approximately $2.6 million.

DOD has been slow to embrace recovery auditing. For example,
in House Report 105-532, which related to a bill providing for fis-
cal year 1999 DOD authorizations, DOD was directed to expand
the use of recovery auditing. We found, however, that DOD had not
done so. While DOD issued an August 1998 memorandum encour-
aging the use of recovery auditing and some activities within DOD
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have expressed interest in this concept, no contracts had been
awarded at the time we completed our work in March 1999. We
subsequently ascertained, however, that in June 1999, earlier this
month, one of the recipients of the 1998 memorandum, the U.S.
Transportation Command, had entered into such a contract and
that it should be awarded in the near future.

The Government Waste Corrections Act of 1999 would require
the use of recovery auditing by Federal agencies and provide incen-
tives to improve Federal management practices with the goal of re-
ducing overpayments. We believe the bill is a positive step in the
government’s effort to reduce overpayments and to obtain timely
identification and recovery of overpayments when they occur. The
act addresses recommendations we made in our recent report on
DOD’s demonstration program. This includes giving the head of the
executive agency the option to perform recovery auditing with in-
ternal staff, by contract, or through a combination of internal staff
and contract resources.

We believe it is very important that heads of agencies perform
a sound evaluation of the applicability of recovery auditing to their
operations and the related cost and benefits of undertaking inter-
nal recovery auditing before asking an external audit group to do
such auditing. Simply stated, we believe that it is important to pick
the low-hanging fruit before turning to contingency fee arrange-
ments on the outside. Where recovery auditing can be cost-effec-
tively used across government and whether that is the case re-
mains somewhat of an open question that needs to be carefully
thought through.

We also support the bill's requirement that recovery auditing
contractors provide periodic reports with recommendations on how
to mitigate overpayment problems and that, as part of the agency’s
management improvement program, the agency is to give first pri-
ority to addressing problems that contribute to overpayments.

Finally, the bill allows applicable appropriations to be reim-
bursed for costs incurred by government activities in supporting re-
covery audit efforts and to provide other incentives to support the
use of recovery auditing. These features should eliminate some of
the implementation problems we saw in the demonstration pro-
gram at DOD.

While we are positive toward the concept of recovery auditing
and its potential for application to the Federal Government, the
government’s experience with recovery auditing has been limited.
Thus, we think it is a good idea to further mandate additional
model programs in Federal agencies to determine the applicability
of recovery auditing and to develop best practices for their use gov-
ernmentwide. In conducting the mandated model programs—at
least five are currently provided for in the bill—there should be
sufficient diversity in where recovery auditing is modeled to ade-
quately test the concept among the different types of payment ac-
tivities. Beyond the mandate of the model programs, we believe
that the use of recovery auditing should be, at least for the time
being, available but not mandated for other Federal agencies.

The committee may also want to reexamine the bill’s provisions
relating to the use of recoveries made under the program. While fi-
nancial incentives are critical to the program’s success, incentives



22

that are too great are unnecessary and may undermine the pro-
gram by creating inappropriate disincentives to making accurate
and timely payments in the first instance. The committee may
want to provide for a more substantial portion of the recoveries to
be returned to the Treasury, therefore creating a win-win situation
whereby the agency benefits and the taxpayers benefit as a result
of this effort, more than just the recoveries.

We will be happy to discuss further technical comments with the
committee staff.

In summary, Mr. Chairman, Federal agency managers have a fi-
duciary responsibility relating to and are accountable for the prop-
er use of Federal funds. Our work has shown that in certain cases,
these responsibilities are not being exercised adequately and the
result is billions of dollars a year in improper payments, a substan-
tial portion of which represent overpayments that may never be re-
covered.

Federal agencies need to achieve more effective control over their
payment processes. The causes of the payment problems are varied
and many are longstanding. The solutions can be found in the ef-
fective use of technology, the establishment of sound internal con-
trol and payment processes, and the wise use of human capital.

If Federal agencies do not effectively tackle these challenges,
they will continue to risk erroneously paying contractors billions of
dollars and perpetuating other financial management problems. Ef-
fectively addressing these challenges, however, will require invest-
ment and sustained commitment by top-level management. Recov-
ery auditing, which has a longstanding track record in the private
sector, offers a low-risk opportunity to identify and recover some of
these overpayments.

We strongly support the provisions of H.R. 1827 providing for
model recovery auditing programs. In this way, the government
can assess the applicability of recovery auditing to different types
of payments and develop the best practices for its use on a wider
scale. In our view, with the use of model programs plus strong
monetary incentives, it would be unnecessary to mandate recovery
auditing across the government. There may also be opportunities
to employ novel servicing arrangements, such as creating a center
of excellence in a Federal agency to provide leadership to other
agencies in implementing recovery auditing.

The keys to the successful execution of governmentwide recovery
auditing programs are: one, meaningful incentives for agencies to
want to participate in the program and to make it work; two, ade-
quate safeguards to ensure that achieving congressional intent is
attained and that the proper use of appropriations is maintained,;
and, three, assuring transparency in the conduct of the program.

Mr. Chairman, this concludes my statement. | would be happy
to answer any questions that you or Chairman Burton may have
at the present time.

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

| appreciate the opportunity to discuss H.R. 1827, the Government Waste
Corrections Act of 1989, and its relationship to the iong-standing issues of
government accountability for use of public monies and overpayments and the
role of recovery auditing in identifying and recovering overpayments. To put
these issues in perspective, in fiscal year 1998, federal executive departments
and agencies contracted for about $173 billion in goods and services. The
Department of Defense (DOD) spent about $115 billion, or about two-thirds of
this amount. in addition to direct contracting, federal agencies indirectly pay out
many more billions of dollars annually for health care, education, and agricultural

programs.

One of the most important issues facing the government today is the need for
greater accountability in managing the finances of our national government. itis
a significant problem at many agencies, and one that has been the subject of
frequent reports by us and others. One key aspect of the problem is the difficulty
the government has in assuring proper payment of all its bills while avoiding

overpayments.

My testimony, today, will discuss the dimensions of the overpayment problem,
our past work on the DOD recovery auditing demonstration program, and the
Government Waste Corractions Act of 1998. My comments on the bill reflect my
belief that there are three principles that should guide a recovery auditing
program. First, there should be meaningful incentives for agencies to want to
participate in the program and make it work. Second, there should be adequate
safequards to ensure that the progran{ is implemented in a manner intended by
Congress and that preserves the integrity of the congressional appropriations
process. Third, there should be transparency in the conduct of the program—
that is, there should be evaluation and reporting of program implementation, in
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this case, to include how the recovered amounts are used. In the context of
these three principles, | will suggest opportunities to strengthen H.R. 1827.

RESULTS IN BRIEF

Significant financial system weaknesses, problems with fundamental
recordkeeping and financial reporting, incomplete documentation, and weak
internal controls continue to prevent the government from effectively managing
many of its operations. Significant among these problems is the inability of
federal agencies to determine the full extent of improper payments that occur in
major programs and that are estimated to involve billions of dollars annually.
Within the billions of dollars of improper payments is an unknown amount of
overpayments.

While neither the federal agencies nor we have a good estimate of the extent of
overpayments that occur each year, given the poor state of the financial and
accounting records, we expect that they are significant. We know, for example,
that between fiscal year 1994 and 1998, contractors returned about $4.6 billion in
overpayments to DOD.

At the direction of Congress, DOD is conducting a recovery auditing
demonstration program to identify overpayments for subsistence, medical, and
clothing items purchased in fiscai years 1993 through 1995. We evaluated the
demonstratién program and concluded that the concept of recovery auditing
offers the potential to identify overpayments. However, we found that
implementation problems have limited the program’s success. As of June 1999,
the recovery auditing contractor had identified about $29 million in overpayments
made to suppliers on purchase volumes of roughly $6 billion. Collections by
DOD amount to $2.6 million. While authorized to do so, DOD has been slow to
expand the use of recovery auditing beyond the initial demonstration program.
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Although contractors are sometimes overpaid, under current law, they are not
required to inform the government of the overpayment or to return the money
prior to the government issuing a formal demand letter' requesting repayment.
in effect, the overpayment provides an interest free loan to the contractor.
Contractors should be required to notify the government of overpayments when
they become aware of them and to return the money promptly upon becoming
aware of the overpayments. [f they do not return the money promptly, there

should be some economic consequence.

Given the large volume and complexity of federal payments, federal agencies
need to concentrate on paying bills properly in the first place. However,
recognizing that some overpayments are inevitable, they also need to adopt best
practices to quickly identify and recover them. The Government Waste
Corrections Act of 1999 offers an opportunity to use recovery auditing to identify
overpayments and the factors contributing to overpayments. We support the
objectives of this important legislation. Some commercial companies have used
recovery auditing for many years as one mechanism to identify and recover
overpayments. The extent to which recovery auditing is applicable to the full
range of federal agency overpayments, however, remains an open question
since its use in the federal government has been limited. Thus, we strongly
support provisions of the bill that provide for model programs. In this way, the
government can assess the applicability of recovery auditing to different types of
payments and develop best practices for its use on a wider scale. In our view,
with this use of model programs, plus strong monetary incentives, it would be
unnecessary to mandate recovery auditing across the government.

The Committee may also want to reexamine the provisions in the bili relating to
reallocation or use of overpayment recoveries. While financial incentives are
critical to the program’s success, incentives that are too large are unnecessary

' A demand letter is a formal notification to the contractor that it owes the
government money.
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and may undermine the program by creating inappropriate incentives to making
accurate and timely payments in the first place. The Committee may want to
provide for a substantial porticn of the recoveries to be returned to the
Department of Treasury.

POOR FINANCIAL CONTROLS ARE A GOVERNMENTWIDE PROBLEM

Across the government, improper payments, including overpayments, occurina .
variety of programs and activities, including those related to contract
management, federal financial assistance, and tax refunds. Reported estimates
of imp}oper payments total billions of dollars annually. Such payments can result
from incomplete or inaccurate data that are used to make payment decisions,
insufficient monitoring and oversight, or other deficiencies in agency information
systems and intemnal controls. The risk of improper payments is increased in
programs involving (1) complex criteria for computing payments, (2) a significant
volume of transactions, or (3) an emphasis on expediting payments. The

reasons for improper payments range from inadvertent errors to fraud and abuse.

The full extent of improper payments, however, is unknown becauée many
agencies have not estimated the magnitude of improper payments in their
programs, nor have they considered this issue in their annual perfformance plans.
vThe use of appropriate performance measures relating to improper payments
can provide a management focus on reducing related losses. For éxample, the
Department of Health and Human Services has reported a national estimate of
improper payments in its Medicare fee-for-service benefits since fiscal year 1996.
For fiscal year 1998, the Department reported estimated improper payments of
$12.6 billion, or more than 7 percent, of Medicare fee-for-service benefits—down
from about $20 bilfion, or 11 percent, reported for fiscal year 1997 and $23.2,
billion, or 14 percent, for fiscal year 1996. An analysis of improper Medicare
payments helped to implement several initiatives intended to reduce improper
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payments. These initiatives significantly reduced the incidence of improper

Medicare payments.

DOD IS A CASE FOR RECOVERY AUDITING

Because it spends more contracting for goods and services than ail other
agencies combined, it is particularly important that DOD have sound controls to
ensure that contract payments are proper, accurate, and timely. In recent years,
our reports have identified hundreds of millions of dollars in improper DOD
payments, interest expense on late payments, and other financial management
problems. For example, in March 1994, we reported that-during a 6-month
period in fiscal year 1993, the Defense Finance and Accounting Service (DFAS)
in Columbus, Ohio--a principal DOD contract paying activity--processed $751
million in payments retumed by defense contractors.? Our examination of about
one-half of these checks disclosed that about 78 percent represented
overpayments by the government. We also found that while some contractors
returned overpayments, others did not. In one case, an overpayment of $7.5
million was outstanding for 8 years. We estimated that the government lost

interest on the overpayment amounting to nearly $5 million.

DOD continues to make substantial erroneous payments to its contractors. For
example, in the 5 years between fiscal year 1994 and 1998, defense contractors
returned about $4.6 billion to DFAS Columbus—in fiscal year 1998, they retumed
$746 miflion. However, some contractors were still retaining overpayments. For
example, 4 of the 13 contractors we visited during a recent review were retaining
overpayments totaling about $1.1 million. At each location, contractor personnel
told us that they had a practice of retaining overpayments until the government
issued a demand letter requesting the overpayments be returned. Under current

law, there is no requirement for contractors who have been overpaid to notify the

2 DOD Procurement: Millions in Overpayments Returned by DOD Contractors
(GAO/NSIAD-94-106, Mar. 14, 1994).
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government of overpayments or to return overpayments prior to the government
issuing a demand letter for a refund. The magnitude of overpayments defense

contractors are retaining is not known.

DOD Is Taking Actions To Address Payment Problems

DOD is taking steps to address its payment problems. Its initiatives include
testing and adopting some best practices. In the long term, it is developing
procurement and payment systems that will be linked by sharing common data.
This linkage is expected to allow one-time entry of contract data critical to making
correct payments. In the meantime, DOD is enhancing its current technologies
to further automate the payment process, testing streamlined payment practices,
and making efforts to reduce the number of contract fund citations. But, as we
state in our recent high-risk report,® it is likely to be many years before DOD gets

its payment problems under control.

Additional Steps Could Be Taken

Recognizing DOD’s actions and the fact that DOD continues to overpay its
contractors, one question is: are there additional steps that might be taken to
improve the process for both identifying and coliecting overpayments? The

answer is yes.

First, we believe defense contractors, and for that matter, all contractors should
be required to promptly notify the government of overpayments when they
become aware of them. If they do not return the money promptly, there should

be some economic consequence. This seems simple enough, but currently a

3 Major Management Challenges and Program Risks, Department of Defense
(GAO/OCG-99-4, Jan. 1999).
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contractor is not required to tell the government that it has been overpaid, nor is it
required to return an overpayment untit the government becomes aware of the
overpayment and issues a demand letter for repayment. Many contractors do
promptly retumn overpayments; however, some do not. While we know the
amount of overpayments that contractors have returned to the government, we
do not know how much they are still keeping. Thus, as pointed out earlier, the
true magnitude of the overpayment problem is not known. In this regard, we will
shortly begin a review to assess the extent to which defense contractors are
retaining and not promptly returning overpayments to the government.

Second, we believe that all federal agencies should take advantage of best
practices that commercial companies use to identify and recover overpayments.
One such practice is the use of recovery auditing procedures. Clearly, the
government's focus should be on paying its bills properly in the first place.
However, for both private industry and government agencies, some payments
are processed incorrectly for a variety of reasons. For instance, vendors make
pricing errors on their invoices, forget to inciude discounts that have been
publicized to the general pubtic, neglect to offer allowances and rebates, or
miscalculate freight charges, Government payment activities may also neglect to_
take discounts to which they are entitied. These mistakes, when not caught,
result in overpayments. ldentifying and recovering these types of overpayments
is referred to as recovery auditing.

RECOVERY AUDITING OFFERS POTENTIAL
TO IDENTIFY AND RECOVER OVERPAYMENTS

Recovery auditing started about 30 years ago, and it is used in several
industries, including the automobile, retail store, and food service industries.
Within DOD, the Army and Air Force Exchange Service and the Navy Exchange
Service use recovery auditing. An external audit recovery group may be the only
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group used by an organization or it may be used in combination with an internal
group that examines invoices for overpayments prior to an external group's
review.

Recognizing its potential value to the government, the Fiscal Year 1996 National
Defense Authorization Act required the Secretary of Defense to conduct a
demonstration program to evaluate the feasibility of using recovery auditing to
identify overpayments made to vendors by DOD. Authority to expand the
program was provided in the Fiscal Year 1998 National Defense Authorization
Act.

The DOD demonstration program began in September 1996, when the Defense
Supply Center, Philadelphia (DSCP), competitively contracted with Profit
Heéovery Group International (PRGI). The contract cdvers purchases made
during fiscal years 1993-95 and requires PRGI to identify and document
overpayments and to make recommendations to reduce future overpayments.
PRGI receives a fee of 20 percent of net collected funds. The focus of the
demonstration program is in purchases of subsistence, medical and clothing
items, items that are typically found in retail merchandising.

We reviewed the program and concluded that recovery auditing offers potential
to identify overpayments, but implementation problems hindered DOD from fully
realizing the benefits of the program.* As of August 1998, PRG! had identified
$19.1 million in overpayments. However, recoveries of overpayments amounted
to only $1.9 million, in large pant, because vendors took issue with some of the
overpayments. This caused the recovery process to virtually stop for 8 months
while the DSCP reviewed the merits of the vendors' issues. DSCP concluded

4 Contract Management; Recovery Auditing Offers Potential to Identify
Qverpayments (GAO/NSIAD-99-12, Dec. 3, 1998).
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that the claims of overpayment were valid. However, according to the
contracting officer, his letter of final decision regarding vendors’ indebtedness
has not been issued. PRGI continues to identify overpayments. As of June
1999, according to PRGI, it had completed 90 percent of its work and identified
$29.3 million in overpayments made to suppliers on purchases of roughly $6
billion. Collections by DOD as of June 1999 amounted to $2.6 million. According
to PRGI, its overpayment identification rate under the demonstration program is
0.48 percent of purchases reviewed, which is consistent with its experience with
new private sector clients before corrective measures are implemented. PRGI
told us that, as corrective measures are implemented, the overpayment rate
typically drops to about 0.1 percent of purchases reviewed.

PRGI has also made recommendations to DFAS and DSCP to reduce future
overpayments, but, at the time of our review, DOD had not implemented them.
These recommendations ranged from reprogramming payment systems to
providing contracting personnel additional tfaining to help them determine price
reasonableness.

DOD lIs Slow To Use Recovery Auditing Techniques

DOD has been slow to embrace recovery auditing. For example, in House
Report 105-532, which related to a bill providing for fiscal year 1999 DOD
authorizations, DOD was directed to use recovery auditing by seleéting at least
two commercial functions within its working capital fund and issuing a competitive
request for proposal by December 31, 1998. We found, however, that DOD had
not done either.® While DOD issued an August 1998 memorandum encouraging
the use of recovery auditing, and some activities have expressed an interest, no
contracts had been awarded at the time we completed our work in March 1999.
In June 1999, we checked with the recipients of the August 1998 memorandum

5 Contract Management: DOD Is Examining Opportunities to Further Use
Recovery Auditing (GAO/NSIAD-99-78, Mar. 17, 1999).
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and, with the exception of the U.S. Transporiation Command, which had just
entered into a contract for recovery auditing services, no other contracts had
been awarded. The Defense Commissary Agency said it has completed a
statement of work, and plans to have a contract by July 30, 1999. The Defense
Logistics Agency told us it issued a solicitation on May 28, 1999, to expand the
use of recovery auditing from the demonstration program in place at DSCP to its
other four supply centers. The Defense Logistics Agency said it plans to have a
contract by August 31, 1999. Each of the services and the Defense Information
Services Agency also expressed an interest in recovery auditing, and they are
evaluating whether to use it.

Issues Related To Using Recovery Auditing

While we believe that recovery auditing could be beneficial to DOD and other
federal agencies, there are some important implementation issues that need to
be considered as federal agencies evaluate using recovery auditing to identify
and recover overpayments. First, it is not clear how agencies should organize to
perform recovery auditing. Should it be contracted out? Should it be performed
with in-house personnel? Should some combination of the two be used? We
believe that agencies need to carefully consider the extent to which recovery
auditing is applicable to their operations and, if applicable, if it would be cost-
effective to undertake moderate intermal recovery auditing efforts to “pick the low
hanging fruit” before tuming audit recovery efforts over to an extemal group.

Second, it is important that there be (1) periodic reporting by those pen‘ormihg
recovery auditing on the factors causing overpayments and on recommendations
to reduce overpayments and (2) a process to evaluate these recommendations
and implement those that make sense. One of the criticisms we made of the
demonstration program was that DOD did not implement the contractor’s
recommendations to reduce overpayments.

10
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Finally, it is important to recognize that the DOD demonstration program has
been focusing primarily on identifying overpayments related to subsistence,
médical, and clothing purchases. While representing an audit base of about $7.2
billion, it is only a small part of the dollars spent on contracts by DOD each year.
Most DOD expenditures are for purchases of major weapon systems. The
applicability of recovery auditing to these types of contract payments is, at this
time, unclear.

THE GOVERNMENT WASTE CORRECTIONS ACT OF 1999

The Government Waste Corrections Act of 1999 (H.R. 1827) would require the
use of recovery auditing by federai agencies and provide incentives to improve

federal management practices with the goal of reducing overpayments.

We believe the act is a positive step in the government’s effort to reduce
overpayments and to obtain timely identification and recovery of overpayments.
The act addresses recommendations we made in our recent report on DOD’s
demonstration program. One recommendation was to give the head of an
executive agency the option to perform recovery auditing with internal staff, by

contract or through a combination of both internal staff and contract.

We are also pleased to see that the bill requires a contractor to provide periodic
reports with recommendations on how to mitigate overpayment problems and
that as a part of the agency’s management improvement program, the agency is

to give first priority to addressing problems that contribute to overpayments.

Finally, the proposed act allows applicable appropriations to be reimbursed for
costs incurred by government activities in supporting recovery audit efforts and
provides other incentives to support the use of recovery auditing. These features
should help eliminate some of the implementation problems we saw in the

demonstration program.

11
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Suggestions to improve the Bill

While we are positive toward the concept of recovery auditing and its potential for
application in the federal government, the government’s experience with the use
of recovery auditing has been limited. Thus, we think it is a good idea to
mandate further model programs in civilian and defense agencies to determine
the applicability of recovery auditing and to develop best practices for their use
governmentwide. In conducting the mandated model programs-—at least five are
currently provided for in the bill—there should be sufficient diversity in where
recovery auditing is modeled to adequately test the concept among the different
types of payment activities. Beyond the mandated model programs, we believe
that the use of recovery auditing should, at least for the time being, be available,
but not mandated, for other federal agencies. Currently, the bill provides for
mandatory use of recovery auditing by federal agencies, in addition to the model
programs.

The Committee may also want to reexamine the provisions in the bill relating to
reallocation or use of overpayment recoveries. While financial incentives are
critical to the program’s success, incentives that are too great are unnecessary
and may undermine the program by creating inappropriate incentives to making
accurate and timely payments in the first place. The Commitiee may want fo
provide for a substantial portion of the recoveries to be retumed to the Treasury.
We will be héppy to discuss further technical comments with the Committee staff.

CONCLUSIONS
In closing, Mr. Chairman, federal agency managers have a fiduciary
responsibility relating to, and are accountable for, the proper use of federal funds.

Our work has shown that, in certain cases, these responsibilities are not being
exercised adequately and the result is billions of dollars a year in improper

12



36

payments, a portion of which represent overpayments that may never be
recovered. Federal agencies need to achieve more effective control over their
payment processes. The causes of the payment problems are varied and many
are long-standing. The solutions can be found in the effective use of technology,
the establishment of sound internal control and payment processes, and the wise
use of human capital. If federal agencies do not effectively tackle these
challenges, they will continue to risk erroneously paying contractors and
perpetuating other financial management probiems. Effectively addressing them,
however, will require investment and sustained commitment by top-level
management.

Recovery auditing, which has a long-standing track record in the private sector,
offers a low-risk opportunity to identifying and recovering overpayments. We
strongly support provisions of H.R. 1827 that provide for model recovery auditing
programs. In this way, the government can assess the applicability of recovery
auditing to different types of payments and develop best practices foriis use on a
wider scale. In our view, with the use of model programs, plus strong monetary
incentives, it would be unnecessary to mandate recovery auditing across the
govemment. There may also be opportunities to employ novel servicing
arrangements, such as creating a “center of excellence” in a federal agency to
provide leadership to other agencies in implementing recovery auditing.

The keys to the successful execution of govemment wide recovery auditing
programs are (1) meaningful incentives for agencies to want to participate in the
program and make it work, (2) adequate safeguards to ensure achieving
congressional intent and the proper use of appropriations, and (3} transparency
in the conduct of the program. ‘ '

Mr. Chairman, this concludes my statement. For the record, major contributors
to this testimony were David E. Cooper, Daniel J. Hauser, and Charles W.

13



37

Thompson. | will be glad to answer any questions you or the other Members of

the Subcommittee may have at this time.

(707433
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Mr. HorN. Well, | thank the gentleman for that very thoughtful
statement and now yield for questioning to the chairman of the full
committee, Mr. Burton of Indiana.

Mr. BurTON. The first thing that comes to my mind, which | al-
luded to in my statement, is that you said that—and | think about
the DOD—that there was $29 million, in overpayments and only
$2.6 million of that has been recovered? Is that correct?

Mr. WALKER. That is correct, sir.

Mr. BurToN. Well, why is that?

Mr. WALKER. There are a number of reasons, Mr. Chairman. |
would be happy to provide more for the record, but first the con-
tractor identifies the alleged overpayment and then there has to be
actions taken on behalf of DOD in order to actually recover those
moneys.

Mr. BurTON. What kinds of actions?

Mr. WALKER. Well—

Mr. BUrRTON. They have to send a bill out or a letter out saying
there was an overpayment made and we want you to respond?

Mr. WALKER. Well, they would have to have some type of cor-
respondence interaction. But, they typically would want to satisfy
themselves that they agree that, in fact, there is an overpayment.
I would be more than happy, Mr. Chairman, for the record, to pro-
vide some specific details if you would like.

[The information referred to follows:]
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Responses to Questions From
The CG’s June 29, 1999 Testimony on

“Government Waste Corrections Act of 1999”

Question 1

Provide the response for the record concerning DOD’s recovery of only $2.6 million of
Only $2.6 million of the identified $29 million in overpayments (see pages 23 and 24 of
the transcript)

Answer

The Defense Supply Center Philadelphia (DSCP) has recovered only $2.6 million of the
identified $29 million in overpayments for two reasons. First, because vendors disagreed
that overpayments were made, the process of recovering contractor-identified
overpayments was halted for 8 months while DSCP reviewed vendor complaints. In
April 1998, DSCP concluded that the vendor’s concerns were not valid and decided to
resume the debt collection process. The second reason only $2.6 million has been
recovered is the DSCP corporate decision to avoid potential litigation and/or the
likelihood that indebted vendors will overwhelm the Armed Services Board of Contract
Appeals with appeals. Rather then issue letters-of final decision regarding vendor
indebtedness, DSCP is trying to negotiate a settlement with each indebted vendor.
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Mr. BurToN. Well, you know, for instance, with the Department
of Defense, if a contractor wants to do business with the Depart-
ment of Defense in the future on future contracts, if he has been
overpaid to the tune of $29 million, it would appear to me that he
would check that out pretty quickly and make restitution. Other-
wise, he might not be able to be a primary bidder on a contract in
the future. | don't know why in the world it should take a long pe-
riod of time once you find out there are $29 million in overpay-
ments to get it back and $2.6 million is not even a tenth of that.
It just doesn’t make any sense.

Mr. WALKER. Mr. Chairman, clearly it should have been handled
more expeditiously than it has. The only thing that we note in my
full statement that | would like to add now is that—it is interest-
ing—there are actually some provisions in the law right now I
think that also need to be looked at, beyond what we are address-
ing here.

For example, right now the government can be required to pay
interest if it does not make its payments on a timely basis. How-
ever, if contractors knowingly received overpayments, they are not
required to pay any interest on those overpayments, even if they
knowingly hold onto those payments for an extended period of
time—potentially years—waiting for the Department of Defense to
ask them.

Mr. BurToN. Well, that might be something we could even incor-
porate into this bill. If there is an overpayment made with the
knowledge of the contractor and the contractor doesn’'t return that
in a timely fashion, he pays an interest penalty. That is something
I think our staff ought to write down and look at to the feasibility
of putting in this bill.

The other thing I wanted to ask you about is you said that you
want to have these audits done internally rather than externally.
Why? It seems to me that if it had been handled—if the auditing
process had been handled properly in the first place within the
agency, the overpayment would have been caught initially. And if
the overpayment wasn't caught, what is the incentive for the inte-
rior auditor to correct the mistake that was made?

Mr. WALKER. Mr. Chairman, actually | believe what is important
is that efforts be taken to try to capture the low-hanging fruit.

Mr. BURTON. Well—

Mr. WALKER. Either through internal resources or external con-
tractors. Either one or a combination thereof, before entering into
contingent fee arrangements. My point is if we don’'t do that, then
we can end up paying fairly significant contingent fees to recover
overpayments that could more cost-effectively be obtained even po-
tentially through contractor resources, but not under a contingent
fee arrangement.

Mr. BurToN. Well, that might drag out for a long period of time.
I mean, the overpayments have been known for a long time. The
agencies involved have not been collecting those overpayments. The
reauditing after the payments have been made hasn't been done
very effectively. And the incentive for an outside auditing firm to
do it will stimulate them to get the job done. And I am not sure
that stimulation would be there on the inside of the agency.
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Mr. WALKER. | think it is facts and circumstances. Let me give
you an example——

Mr. BURTON. And, besides, wouldn’t you have to have more funds
expended in that agency to be able to provide for this reauditing?

Mr. WALKER. Not necessarily. | think there could be an impact
on the appropriations process that would have to be examined. Let
me give you one example, Mr. Chairman. HCFA had about $24 bil-
lion in overpayments. They have gotten it down to about $12 bil-
lion. Still too high. No question about it.

One of the things that we have been encouraging HCFA to do for
some time, and they have adopted our recommendation, is to make
use of commercially available software to help identify some of
these overpayments. Such software is used widely in the private
sector. That is something that HCFA has done, which is one of the
reasons they found a lot of these recoveries. In that case, the gov-
ernment gets 100 cents on the dollar for all of the savings.

Mr. BurToN. Well, hasn't GAO reported regarding this reduction
you are talking about that this decrease was attributable to better
documentation provided to the auditors, rather than to a sub-
stantive reduction in improper payments?

Mr. WALKER. Much of it has been attributable to documentation,
that is true. There has been some reduction in improper payments.
But a lot of it was the documentation issue.

Mr. BURTON. Yes. Does this mean that the earlier figures were
not accurate? I mean the higher figures there? You know, you said
it was reduced from——

Mr. WALKER. | would say that we had better clarity as to the na-
ture of what that number was. It wasn't exactly what was thought
initially.

Mr. BURTON. But they may have been inaccurate.

Mr. WALKER. That is true. They could have been, Mr. Chairman.

Mr. BURTON. Have there been specific actions taken by HCFA
over the last years or so that can be attributed to the decline in
the overpayment estimates?

Mr. WALKER. They are taking actions now. For example, they
have adopted our recommendation to use commercially available
software in order to try to identify possible improper payments. It
was a while in coming, but they have done it now.

Mr. BurTON. What is HCFA doing right now, specifically, to try
to recover these overpayments?

Mr. WaALKER. Well, they are taking a number of steps with both
internal and external resources, including their normal contractual
relationships to try to identify double payments; to try to identify
payments for services that were not rendered; to try to identify
payments where there may have been some upcoding with regard
to the nature of the services that were rendered. Mr. Chairman, it
is my understanding they are actually going to appear here after
me and they would probably be in a better position to tell you ex-
actly what they are doing.

Mr. BurTON. Well, I don't want to belabor my questioning be-
cause | know the chairman has questions, but | still can't see
where these overpayments being handled within an agency with a
reaudit would be that beneficial. I mean, if the problem hasn’t been
corrected by now, it seems like to me an exterior auditing firm with
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an incentive to really get at it would be more accurate and more
effective. Then, of course, the problem, once it is identified, is get-
ting the money in. And | still can’'t understand why, with $29 mil-
lion-plus in overpayments to DOD, only $2.6 million has been re-
covered and that is something else we need to look into.

Mr. Chairman, | thank you very much for yielding to me.

Mr. HorN. Well, you are certainly welcome to continue your line
of questioning. Because you and | have it here, we can take all
afternoon. [Laughter.]

Mr. BURTON. Well—

Mr. HorN. Go ahead.

Mr. BURTON. OK, sure. I mean, if you don't mind. You say that
between fiscal years 1994 and 1998, contractors returned about
$4.6 billion in overpayments to DOD. Were these overpayments
voluntarily identified and returned by the vendors?

Mr. WALKER. It is my understanding that most of them were
identified by the contractors.

Mr. BurRTON. Was DOD even aware of the overpayments, in
many cases?

Mr. WALKER. Not all of them, no. Their financial records——

Mr. BurToN. Well, that brings up this question again about inte-
rior auditing. 1 mean, if you have got auditors—don't they have
auditors at DOD?

Mr. WALKER. They do, Mr. Burton.

Mr. BUrRTON. And payments are made and $4.6 billion is re-
turned in overpayments and much of that was returned without
the knowledge of the people in DOD that they were overpayments?
And you want to have these reaudits done internally?

Mr. WALKER. Not necessarily by the same people, Mr. Chairman.
Let me clarify. We don’t oppose the use of external contractors. Let
me make it clear. We are not saying that at all. We are saying that
an agency may decide on day one that it wants to use external con-
tractors as a means to deal with this issue. We don't have a prob-
lem with that.

Mr. Burton, my only point is that one should consider, based
upon individual facts and circumstances, if agencies haven't done
anything to try to get the low-hanging fruit, whether you should
go to a contingent fee arrangement on day one or whether you
ought to try to consider another fee arrangement with external con-
tractors and then go to contingent fees. It is just facts and cir-
cumstances.

Mr. BURTON. It seems to me that right now the auditing depart-
ments of all these agencies ought to be going through the billing
records on a regular basis and finding out if overpayments were
made. That is their job. And if they are not doing it now, | can't
for the life of me figure out why they would do it if we hired some
more people and put them in there.

Mr. WALKER. As you know, Mr. Chairman, we are, on record, for
several years, as saying that many aspects of DOD’s financial man-
agement system are a high-risk to the government. They don't have
adequate internal controls. They don't have adequate accountabil-
ity mechanisms. And we are trying to shine the light on that to try
to get them to improve it.
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Mr. BurToN. Well, in the short run, an exterior audit firm might
light a fire under them. Congress can always restructure the audit-
ing process. But, as far as | am concerned, there needs to be a
strong incentive for there to be corrections in the auditing process.
And that incentive, | think, is not going to come from an interior
restructuring.

Mr. HorN. Would the gentleman yield on this topic?

Mr. BURTON. Be happy to yield.

Mr. HorN. A few years ago, | held a hearing entitled, “The De-
fense Department: What did you do with the $25 billion we can't
find?” And what it seemed to get down to was what we are noting
in some of our questions here. The Defense Finance and Accounting
Service in Columbus, OH. Did the General Accounting Office go out
and look at that operation or did they leave it to Defense? Do you
know, offhand whether they took a careful look at it?

Mr. WALKER. Yes, we have been out there. The primary respon-
sibility is with the IG but we do work at DFAS in various locations.

Mr. HornN. Well, we let 2 years go by to see if they could clean
it up. And then, presumably, they have got it down to $10 billion
we can't find. So $15 billion was accounted for.

Now how come we got to the $25 billion? It seemed to be the fol-
lowing: No. 1, they were having GS-1s—and | hadn’t heard of
those since the first world war. | wasn’'t around then, but | read
it. And apparently GS-1s were staffing some of that. And contrac-
tors were getting checks from the government out of that center
and they would phone up and say, | don't have a contract with the
government. And the Defense group there would say, “oh, yes, you
do. Our records show you do.”

One guy, | am told—and | don't think it is just apocryphal—put
the check in interest earning. And he knew they would get around
to it some day. And they did. And he paid them back the amount
of overpayment, but he kept the interest. And apparently he was
pretty well paid by that little thing.

So one of the problems is the man power at what level of brains
and knowledge. And, No. 2, the type of training that goes on in a
center like that. It seems to me you have got to build in the blocks
before those checks go out. And that is where an internal auditor
ought to be working and picking randomly some of these checks to
see if the paper matches.

Well, what the problem was on the $25 billion is they had or-
dered $25 billion. The acquisition documents never quite related to
the inventory documents. So you would find it if you could. And I
just wondered the degree to which GAO is looking at some of it or
are you taking the Inspector General’s word for it?

Mr. WALKER. No, we are.

Mr. HoRN. Because we have great faith in the Inspector General
over there.

Mr. WALKER. Several things, Mr. Chairman. Three things are
really key in this area. First, people; second, process; third, tech-
nology. On the people front, you have mentioned two of the key in-
gredients. You have got to have people with the right kind of skills
doing this work. They may or may not exist within the current or-
ganization. You may have to go out to the outside. And you need
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training for the people that are doing this work, if they are inter-
nal.

Second, concerning the process, among other things, you need in-
ternal controls. You need solid internal controls.

Third, concerning technology, we have to automate much of this
and we have to integrate systems. There are so many different sys-
tems at DOD.

But, you know, those are three key elements. And, in many
cases, you are going to have to turn to contractors because you
don't have the resources internally in order to get it done.

Mr. HorN. OK. Go ahead. | yield back.

Mr. BURTON. Yes. My very able staff assistant just mentioned
that, |1 guess in the correspondence we have had on this issue, the
various agencies including DOD say that the reauditing is not a
core function of the Department. And, with the lack of adequately
trained personnel, it seems that the prudent thing would be to use
exterior auditors until you were able to bring your staff up to snuff.

Now when these overpayments voluntarily came back to the
DOD, was that money credited back to the government or did it go
back to the programs? Where did it go?

Mr. WALKER. | am not sure, Mr. Chairman. | can try to provide
some more information for the record.

Mr. HornN. Without objection, the answer of GAO will be put in
the record at this point.

[The information referred to follows:]
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Responses to Questions From
The CG’s June 29. 1999 Tesumony on

“Government Waste Corrections Act of 1999~

Question 2

Now when these overpayments that voluntarily came back to DOD, was that
money credited back to the government or did it go back to the programs?

Answer

Generally, 31 U.S.C. 3302(b) requires that money received for the government
from any source be deposited into the Treasury. However, there are exceptions.
An agency may retain moneys it receives if it has statutory authority to do so, and
receipts that qualify as “repayments” to an appropriation also may be retained.

- "Repayinents” may be either reimbursements or refunds, the latter being amzuxts
collected from outside sources for payments made in error, overpayments, or
adjustments for previous amounts disbursed. We were told that in this case the
money was sent to the Treasury.
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Mr. WALKER. Thank you.

Mr. BurTON. OK. And my understanding is that in the case of
Medicare overpayments voluntarily returned to HCFA, checks were
returned because there was no systematic way to deal with this
money coming back to the government. You know, that just boggles
my mind. Somebody sends a check back to HCFA saying, “Hey, lis-
ten, this is an overpayment that we didn't deserve,” and they sent
it back him, saying, “We are sorry. You are going to have to just
keep the money because we don't know what to do with it.” That
boggles my mind—how can that happen?

Mr. WALKER. It is mind-boggling, Mr. Chairman. You are right
there. It does happen.

Mr. BURTON. | mean, people want to do the right thing and send
money back to the government for an overpayment and you say,
gosh, you are just going to have to keep it because we don't know
what to do with it?

Mr. WaLKER. Well, it is mind-boggling that it would happen. But,
there are many circumstances | mentioned earlier where, actually,
people know it is an overpayment. They don't send it back because,
under current law, they take the position that they don’'t have to
until they are notified. And, in fact, there is no economic incentive
for them to send it back.

Mr. BURTON. Yes, | understand. But | don't want to change the
subject.

Mr. WALKER. Sure.

Mr. BURTON. We are talking about payments that are voluntarily
sent back and it boggles the mind to send a check back to some-
body just because you don’t know how to enter it. And you are wor-
ried about reauditing? I mean, if they don't know how to—I mean,
I took bookkeeping in college, you know. And it is not that hard
to put it in the bank and mark it down, you know? | don’'t under-
stand that.

Mr. WALKER. The people that actually process the payments that
are supposed to put those in the bank aren’t the ones that would
be doing the auditing. But I hear you, Mr. Chairman.

Mr. BURTON. | understand that the places in government now
using recovery auditing are not funded on annual appropriations
but are set up on revolving funds or no-year accounts. In other
words, they are attuned to a monetary bottom line like businesses
in the private sector. In order to create this kind of incentive for
regularly appropriated agencies, my bill would allow 25 percent of
the moneys or up to 25 percent of the moneys to go back to the pro-
gram that it originated from. Do you see any problem with that
kind of an incentive?

Mr. WALKER. Mr. Chairman, we think it is essential that you
have an incentive for the agencies to want to play and to partici-
pate in this program. And, in fact, what we had suggested was
something along the lines of 50 percent of the money being able to
go back to the agency and 50 percent going for the taxpayer. So |
think it is crucial that you have an incentive for the agencies.

Mr. BurToN. OK. Finally, you said that if we required the use
of model programs and provide the right incentives, it would not
be necessarily to mandate the use of recovery auditing across the
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government. | think you have elaborated on that, but is there any-
thing further you would like to add to that?

Mr. WALKER. | think it is critical that we have some additional
model programs that look at different aspects of where recovery au-
diting might be applied. And, at least five of those should be re-
quired. | think, beyond that, if you provide the kind of incentives
that we are talking about, that should go a long way to encourag-
ing people to do this. And if they don't, you can always go to a
mandate system.

Mr. BURTON. OK. Let me ask just one more question.

Mr. WALKER. Sure.

Mr. BURTON. To put a recovery auditing system in these agencies
where it does not now exist would take time, right?

Mr. WALKER. That is correct.

Mr. BUrRTON. Do you have any idea what kind of time?

Mr. WALKER. Well, it depends on the program, Mr. Chairman.

Mr. BurRTON. Well, it would take some time. The outside recovery
auditing companies are ready to go right now. They have got the
auditors there. They have done it. They have got the experience.
Why should we wait when we know that these overpayments are
made? We know that the waste is there. We know that they should
be recovered. Why should we wait for a model program when it is
going to take time to put it in place when we already have an out-
side entity that can do it?

Mr. WALKER. | guess my only point, Mr. Chairman, would be if
you take a number like $10 million—which is what the bill cur-
rently proposes—if you look at the number of Federal entities and
agencies that would be affected by that, it would be a significant
number. The types of purchases they end up making are fun-
damentally different and | think that there would be a lot of time
and energy spent on the contracting aspect of it. So it is really just
a cost-benefit question, frankly, from a different perspective, Mr.
Chairman.

Mr. BurToN. What if the threshold were raised to $50 million or
$100 million or $500 million?

Mr. WALKER. Obviously, we would have to take a look at how
that would affect the number of entities that would potentially be
impacted by it.

Mr. BurTON. OK. OK. Thank you, Mr. Chairman.

Mr. HorN. Thank you. Some of this has been covered, but let me
just ask it for the record’'s sake. According to your testimony, the
General Accounting Office supports the provisions of the bill with
Mr. Burton providing for model programs for recovery auditing.
What are the Federal programs you suggest using for these model
programs? Which ones would you say we ought to apply that to?

Mr. WALKER. Well, we don't speak to specific programs. | would
be happy to provide something for the record if you would like. |
do think that what we need to do is we need to analyze what are
the different types of purchasing activities that the Federal Gov-
ernment engages in. Also, we ought to make sure that we have at
least one program for each major type of purchasing activity.

One area that is more problematic, but I think we ought to ex-
plore is how recovery auditing can be applied. But, there are some
unique issues that need to be explored in the health area. Contrac-
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tors give a lot of money in overpayments, but there are also some
peculiarities in dealing in the health area, because many of these
overpayments have to do with medical decisions, medical necessity,
and the nature of the services that are being provided. | think that
might be an example where you might need to take a look at it be-
cause there are specific things that have to be looked at that would
be different than, for example, how it has been applied at DOD
where they are purchasing, clothing and supplies. Recovery audit-
ing has been used for decades in the private sector for those types
of activities.

I might add, recovery auditing has been used in health care as
well in certain circumstances in the private sector.

Mr. HorN. Well, would GAO say, let us start on the ones with
the largest amount of money that are overpayments and deal with
that?

Mr. WALKER. There is clearly a logic to that, Mr. Chairman.

Mr. HorN. OK. Now you mentioned the purchasing models. Give
me an idea. What are the purchasing models that you are thinking
of?

Mr. WALKER. When you are contracting for things that are read-
ily commercially available on the outside. Obviously, in this in-
stance, there is clearly an application. When you are contracting
for major weapons systems or other things that are customized, ob-
viously, there is potential application there too, but one would have
to approach it a different way.

When you are dealing in the health care area, there is potential
application, but there are a number of special considerations, given
the nature of how overpayments might occur. Obviously, if it is a
double payment or if it is for service that wasn't rendered, that is
easier than if a judgment call has to be made as to whether the
service that was provided was appropriate under the cir-
cumstances, based upon the nature of the illness?

So those would be three examples, Mr. Chairman.

Mr. HorN. OK. Another question for the record. The Government
Waste Corrections Act of 1999 currently provides that of the
amounts collected through recovery auditing, up to 50 percent can
be applied for management improvement programs. Up to 25 per-
cent can be applied for the payment of the contractor and to reim-
burse the fund from which overpayments were made. You testified
that you would reexamine the allocation of overpayment recoveries
and provide for a substantial portion to be returned to the Depart-
ment of the Treasury. Why do you suggest these changes and how
would you restructure the allocations?

Mr. WALKER. Our view is that if you say that 50 percent of the
recoveries would go to the agency either to pay for the contractor
and/or to reinvest in their systems and programs to prevent this
from happening in the future or to minimize it, that that should
be enough of an incentive and should provide enough funding for
the agencies to engage in this activity, especially if it is on a con-
tingent basis where they only have to pay if the amounts are actu-
ally recovered.

Mr. HorN. Well, if that is at the 50 percent mark, does that
mean we simply apply that money to better cost recovery? Or do
we let the agency do anything with it?



49

Mr. WALKER. No. | think you want to target it, as has been con-
templated in this bill, to the types of initiatives that are designed
to improve the systems, the controls, and the recovery mechanisms
that the bill is intended to address.

Mr. HorN. OK. In other words, this would relate to getting new
human resources in auditing.

Mr. WALKER. Either systems or human capital or enhanced proc-
esses.

Mr. HornN. Right. Or investment in computing.

Mr. WALKER. Correct. Technology, for example. | agree, Mr.
Chairman.

Mr. HorN. OK.

Mr. WALKER. One of the three: People, process, technology fo-
cused in this area.

Mr. HorN. Do you feel the current ratios may create inappropri-
ate incentives, which is from the bill?

Mr. WALKER. We think there clearly ought to be something di-
rectly in this for taxpayers. The taxpayers ought to get part of this
recovery. And we are a little concerned, Mr. Chairman, that the
agencies not be in a circumstance where they get 100 cents directly
or indirectly of every dollar that is recovered because that might
create a perverse incentive for them to overpay in the first in-
stance.

Mr. HorN. Right.

Mr. WALKER. We don’'t want to do that.

Mr. HorN. OK. Does the gentleman from Indiana have any
other——

Mr. BurRTON. Mr. Chairman, unfortunately | have to depart for
another meeting. But 1 want to thank Mr. Walker for his candor
and you for holding this hearing. And | hope we can work out any
differences we might have so we can get this bill moving as rapidly
as possible. 1 think we have got a little difference on the exterior
rather than interior auditing, but maybe we can work that out and
get a bill that we can all live with and save the taxpayers a lot of
money.

Mr. WALKER. Thank you, Mr. Burton.

Mr. BURTON. Thank you. Thank you, Mr. Chairman.

Mr. HorN. Thank you. And thank you, Mr. Comptroller General.
We will now go to panel two.

Mr. WALKER. Thank you, Mr. Chairman.

Mr. HorN. Thanks for coming.

Panel two has the Honorable Deidre Lee, Acting Deputy Director
for Management, Office of Management and Budget; Mr. George H.
Allen, Deputy Commander, Defense Supply Center of Philadelphia;
Mr. Gerald R. Peterson, Chief, Accounts Payable Division, Army-
Air Force Exchange Service; and Ms. Michelle Snyder, Director, Fi-
nancial Management Office, Chief Financial Officer of the Health
Care Financing Administration.

If you would stand and raise your right hands. And are there any
assistants in back of you that might be talking? If they are, get
them to stand, too. | only like these baptisms once. All right. Fine.
We have one. Anybody else? Two. So we have got six witnesses to
be sworn. Do you affirm—there are a few back there somewhere?
OK. So we have got seven, then. Is that it? All right.
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[Witnesses sworn.]

Mr. HorN. OK. It seems the lips were moving. Yes, it is eight.
It was eight. OK.

So that is taken care of and we now start with Ms. Lee. And we
are glad to see you here. And, as you know, your statement is in
the record. We would like you to summarize it and then we will
have more time for questions.

STATEMENTS OF DEIDRE LEE, ACTING DEPUTY DIRECTOR
FOR MANAGEMENT, OFFICE OF MANAGEMENT AND BUDGET;
GEORGE H. ALLEN, DEPUTY COMMANDER, DEFENSE SUPPLY
CENTER OF PHILADELPHIA; GERALD R. PETERSON, CHIEF,
ACCOUNTS PAYABLE DIVISION, ARMY-AIR FORCE EX-
CHANGE SERVICE; AND MICHELLE SNYDER, DIRECTOR, FlI-
NANCIAL MANAGEMENT OFFICE, CHIEF FINANCIAL OFFI-
CER OF THE HEALTH CARE FINANCING ADMINISTRATION

Ms. LEE. Thank you very much. Good afternoon, Chairman Horn,
Mr. Ose. | am here today to discuss the administration’s view on
H.R. 1827, the Government Waste Corrections Act of 1999. This
bill would mandate that agencies use the technique of recovery au-
diting to identify and collect overpayment to vendors and contrac-
tors.

At the outset, let me clearly state that we share the committee’s
desire to eliminate overpayments. Our goal is to make all payments
correctly and on time. When we pay correctly the first time and on
time, we prevent errors and eliminate the need and expense of cor-
rection and collection. Making the right payment at the right time
is the most cost-effective approach for reducing erroneous payments
whether the payment is made to a contractor, a food stamp recipi-
ent, or a Medicare provider.

In conjunction with the Congress, the administration has made
progress in improving overall financial management, yet there is
more to be done. We will continue to make improving financial
management systems and modernizing payments a high priority.
This priority is reflected in this year’s financial management status
report and 5-year plan, which will be transmitted to the Congress
soon.

Progress has been made and significant initiatives are underway.
For example, use of technology. Agencies are updating their finan-
cial systems, including electronic payment systems. These systems
automate document matching, reduce errors associated with paper
payment systems, and provide automated checks and edits to pre-
vent the occurrence of duplicate payments, pricing errors, and
missed cash discounts, rebates, or other allowances.

We are also simplifying small transactions paying processes. The
80-20 rule applies here; 80 percent of the transactions equate to
20 percent of the dollars. Use of purchase cards also simplifies the
buying process. And, as you know, Chairman Horn, that is near
and dear to my heart as we talk about acquisition reform.

By using purchase cards, we streamline the payment process and
save the cost, both in terms of dollars and labor resources, for most
small purchases, or the 80 percent. We are also revising circular
8125. You had hearings on this just a few weeks ago. We are focus-
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ing on ways to facilitate electronic payments and improve imple-
mentation of the Debt Collection Act.

Specifically, in recovery auditing, we are working with the DOD
to evaluate the results of their demonstration project in recovery
auditing. In recognition of recovery auditing as a tool for other
agencies, GSA established a multiple award schedule to provide
Federal agencies with easy access to private sector experts in re-
covery auditing who can tailor techniques to meet specific agency
requirements.

We are working with the users of this schedule to gain additional
insight into the uses and benefits of recovery audits. As you can
see, we are focusing on paying correctly. H.R. 1827 includes some
promising provisions: Paying for audit recovery services out of pro-
ceeds; gainsharing for our financial management improvement;
identifying management improvement opportunities; and reward-
ing employee performance.

We also have some issues with H.R. 1827, which | would like to
highlight today. Specifically, thresholds: Requiring recovery audits
for payment activities that expend $10 million or more annually.
Using the industry recovery standard of $1 million recovered for
every $1 billion audited, a threshold of $10 million would result in
gross collections of $10,000. While this is not insignificant, based
upon work that is already done to certify accurate payments, as
well as the cost of setting up the program, requiring or mandating
recovery audits may not be cost effective at this threshold.

Payment activity. This term may be read to include benefit and
entitlement payments. Most major benefit and entitlement pro-
grams have statutory provisions for identifying and recovering
overpayments. HCFA will address this today in their testimony.
We need to clarify the proposed applicability and retain appro-
priate tailoring of recovery audits to specific programs.

And, last, but not least, congressional appropriations. | think it
was discussed at length with Mr. Walker, but this bill allows agen-
cies to return up to 25 percent of collections to programs. We need
to ensure that this return process is consistent with congressional
intent and the appropriations process. And, also, be sure we em-
phasize the correct incentives for reaction to recovery audits.

Mr. Chairman and members of the subcommittee, the adminis-
tration is committed to good financial management and making the
right payment on time. We will continue our efforts, working with
the CFOs, to identify and address ways to improve accountability,
specifically, payment accuracy, including exploring the use of recov-
ery audits. We welcome the opportunity to work with you in explor-
ing the most effective means of using recovery audits. And | will
be pleased to answer any questions you may have.

[The prepared statement of Ms. Lee follows:]
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EXECUTIVE OFFICE OF THE PRESIDENT
QOFFICE OF MANAGEMENT AND BUDGET
WASHINGTON. D.C. 20503

STATEMENT OF DEIDRE A. LEE
ACTING DEPUTY DIRECTOR FOR MANAGEMENT
OFFICE OF MANAGEMENT AND BUDGET
BEFORE THE
COMMITTEE ON GOVERNMENT REFORM AND OVERSIGHT
SUBCOMMITTEE ON GOVERNMENT MANAGEMENT, INFORMATION
AND TECHNOLOGY

June 29, 1999

Chairman Horn, Congressman Turner, and Members of the Subcommittee, I am pleased
to be here today to discuss the Administration’s views on H.R. 1827, “The Government Waste
Corrections Act of 1999.” This bill would require that agencies use the technique of recovery
auditing to identify and collect overpayment to vendors and contractors.

At the outset, let me state that we strongly share the Committee’s desire to eliminate our
overpayments to the providers of goods and services purchased for the Federal Government.
Overpayments detract from agencies’ ability to carry out their missions by diverting resources
from their intended uses.

Our goal is to make all payments correctly and on time. When we pay correctly and on
time, we prevent errors and eliminate the need and expense of collection. Making the right
payment at the right time is the most cost-effective approach for reducing erroneous payments --
whether the payment is made to a contractor, a food stamp recipient, or a Medicare provider.

The Administration will continue to make improving financial management systems and
modernizing payments a high priority. This priority is reflected in this year's “ Financial

Management Status Report and Five-Year Plan” which will be transmitted to Congress soon.
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Ongoing Activities
Significant initiatives are underway to ensure that we pay correctly and on time.

Agencies are installing modem electronic payment systems. These systems automate
document matching, reduce the errors associated with paper payment systems and free up
valuable staff time for other workload priorities. Modern payment systems provide automated
checks and edits to prevent the occurrence of duplicate payments, pricing errors, and missed cash
discounts, rebates or other allowances.

Federal agencies are increasing their purchase card use for Government purchases
below $2,500. In 1999, government purchases through the use of the purchase card have
reached 60 percent and are expected to increase to over 80 percent of all purchases below $2,500
in 2000. This means that we are effectively streamlining our payment process for most small
purchases.

OMB in close consultation with Treasury and the major payment agencies is revising the
OMB Prompt Payment Circular (A-125) to facilitate electronic payments and to implement the
requirements of the Debt Collection Improvement Act such as the requirement that agencies
collect the Tax Identification Number (TIN) which is useful for matching vendors against our
delinquent debtor files.

Specific action we have underway in audit recovery include the following:

(1) The National Defense Authorization Act of 1998 required the Secretary of Defense
to conduct a demonstration program to evaluate the use of recovery auditing. Based on the pilot
study, about four tenths of one percent of the payments sampled were incorrect. According to

industry experts, the private sector runs an error rate of about one tenth of one percent. So far of
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the over $25 million identified $2.6 million has been collected excluding the cost of the
contractor’s fees. OMB will monitor this pilot in order to better gauge the cost-effectiveness of
recovery auditing.

(2) Several of the major payment agencies are ready to acquire recovery auditing services.
In March of 1998, the General Services Administration (GSA) established a multiple award
schedule to provide Federal agencies with easy access to private sector experts in recovery
auditing who can tailor techniques to meet specific agency requirements. These contracts are
priced on a contingency basis - that is, firms are only paid when money is recovered. The
commission is 20 percent (as opposed to the 25 percent cap proposed in H.R. 1827). Contracts
are in place at the U.S. Transportation Command and the Department of Veterans Affairs.

As you can see, significant efforts are underway to ensure that we make the right payment on

time.

Specific Issues with HR. 1827

H.R. 1827 includes some promising provisions on paying for audit recovery services out
of proceeds, gainsharing for financing management improvement, and rewarding employee
performance. While we support the aims of these provisions, these concepts need additional
refinement.

We also have several issues regarding H.R. 1827 that we would like to highlight today,
specifically:

-~ The bill requires that agencies conduct recovery audits for payment activities that expend $10
million or more annually. Considering that the private sector recovery standard is $1 million
for every S1 billion audited, a threshold of $10 million would result in gross collections of

$10,000 dollars. Because of the work that is already done to certify accurate payments as
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well as the additional cost of setting up the program and the cost of the audit, recovery audits
may not be cost-effective at a low threshold.

The term “payment activity” in HR. 1827 may be read to include benefit and entitlement
payments. Most major benefit and entitlement programs already have statutory provisions
for identifying and recovering overpayments which may be inconsistent with the
requirements of H.R. 1827. For example, the Medicare program currently contracts with
entities to identify and collect overpayments made from the Medicare Trust Fund. These
overpayments are returned to the Trust Fund to ensure that Medicare can continue to pay for
services provided to beneficiaries. Qur contractors are already paid to perform this function,
and thus should not receive an additional pavment for doing this work.

The bill would allow agencies to return up to 25 percent of collections to programs and
activities from which the overpayment arose. These provisions could be used to bypass the

normal Congressional appropriations process.

Conclusion

Mr. Chairman and Members of the Subcommittee, as I hope you can see, the
Administration is committed to making the right payment on time. We will continue our
efforts to be diligent in authonzing payments correctly up front, improving our financial
management, and exploring the use of recovery audits.

We will continue to review the bill and welcome the opportunity to work with you in
further exploring the most effective means of using recovery audits. This concludes my
prepared remarks. [ would be pleased to answer any question you or any Member of the

Subcommittee might have.
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Mr. HorN. Thank you. We will have the questions deferred until
after the four witnesses have testified.

Mr. George H. Allen is the Deputy Commander, Defense Supply
Center of Philadelphia. Welcome.

Mr. ALLEN. Good afternoon, Mr. Chairman, distinguished mem-
bers.

I will just summarize my remarks. On behalf of the Department
of Defense, | want to thank you for the opportunity to appear here
before the subcommittee to describe our experience with recovery
auditing. The 1996 Defense Authorization Act directed the Defense
Personnel Support Center, which has since been renamed the De-
fense Supply Center of Philadelphia or later referred to as DSCP,
to be the test site for demonstration of private-sector recovery au-
diting.

In September 1996, DSCP competitively contracted with Profit
Recovery Group International [PRGI] as | will refer to them. Al-
though the pilot program is not complete, | can say with certainty,
the commercial recovery auditing has proven to be a cost-effective
practice for our center.

Let me describe briefly how we demonstrated this commercial
practice. As law directed, we required PRGI to audit available ac-
counting and procurement records from fiscal years 1993 through
1995. The audit base was $7.2 billion in payments to vendors over
that 3 year period. Thus far, PRGI has identified potential overpay-
ments of about $27.3 million. The overpayment arose from a vari-
ety of reasons, including duplicate payments, interest paid in error,
discounts offered but not taken, overcharges, and breeches of the
price warranty provisions in our contracts.

Of the amount identified, we have collected $2.6 million, leaving
a potential uncollected balance of $24.7 million. We have moved
forward to issue claims to collect about $10.4 million in those over-
payments and another $2 million in dispersing errors. We have not
yet approved $12.3 million of potential overpayments.

In addition to the numerical data just reviewed, | believe the
demonstration project has benefited our operation in three other
ways. First, recovery auditing has allowed us to continuously en-
courage vendors to comply with contract terms and conditions. The
additional scrutiny of recovery auditing has provided and will con-
tinue to provide more assurance that overpayments will be identi-
fied and collected promptly.

Second, the auditing process has uncovered systemic problems,
including the need to fine tune our automated payments systems
to assure that we comply with all statutory requirements.

And, third, dispersing errors uncovered by the auditing program
have highlighted the need for closer oversight of the payment func-
tion itself and should result in the reduction of these types of er-
rors in the future.

Mr. Chairman, | would like to now briefly discuss our expansion
plans with NDLA. The 1998 Defense Authorization Act directed the
recovery auditing be expanded to all Defense Working Capital
Fund activities. However, under this legislation, the program will
be self-funding. That is, the audit contractor’s fee will be paid from
the amounts recovered. As with the original demonstration pro-
gram, fees may not exceed 25 percent of the total recovered. DSCP
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is serving as the lead center for expansion to other DLA agency ac-
tivities. A competitive solicitation has been issued and we antici-
pate an award by the end of next month.

In closing, Mr. Chairman, let me say the recovery audit pro-
grams have been successful at DSCP and they have become an in-
tegral part of our business practices in Philadelphia. And | am pre-
pared to answer any questions at the appropriate time.

[The prepared statement of Mr. Allen follows:]
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Good afternoon Mr. Chairman and distinguished members. I am George
Allen, Deputy Commander of the Defense Supply Center Philadelphia. I
appreciate the opportunity to appear before this subcommittee to discuss the
Defense Logistics Agercy’s participation in a demonstration program using
private sector recovery audit services. Let me begin with some brief
background on the Defense Supply Center Philadelphia.

BACKGROUND

The Defense Supply Center Philadelphia is one of the Defense Logistics
Agency’s five supply management centers. Our mission is to ensure the
combat readiness and sustainment of America’s Fighting Forces by
providing world class logistical support in peace and war. We also support
other federal agencies and some foreign governments. We are the providers
of food, clothing & textiles, medicines & medical supplies. Our mission
extends to peacetime military operations that include ensuring capability to
support other non-war activities such as disaster relief and humanitarian aid.
We have 33 branch offices throughout the United States, Europe and the
Pacific. We buy and sell over $3.2 billion in product annually.

SUBCOMMITTEE TOPIC

The 1996 Defense Authorization Act required the Secretary of Defense to
conduct a demonstration program to evaluate the feasibility of using private
contractors to identify overpayments made to vendors by the Department of
Defense (DoD). The process of identifying and recovering overpayments is
referred to as recovery auditing. The Act directed the demonstration
program be conducted for the Defense Logistics Agency (DLA) and include
the Defense Personnel Support Center, which has since been renamed the
Defense Supply Center Philadelphia (DSCP). The Act further provided that
the audit focus on records related to fiscal years 1993, 1994, and 1995, and
that the contractor be required to use data processing techniques generally
used in audits of similar private-sector records. It authorized that the
contractor could be paid up to 25% of amounts recovered on the basis of
information obtained by the audit. The Act further made $5,000,000
available under the program. Payment records for all three of DSCP’s major
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commodity groups (Clothing, Medical, and Subsistence) were audited. The
universe of potential overpayments was approximately $7.2 billion for the
three-year period.

In September 1996, DSCP competitively contracted with Profit Recovery
Group International, hereafter referred to as PRGI. For its performance
under the contract, PRGI is paid a fee of 20% of net amounts recovered as a
result of information it provided through the audit. PRGI performs most of
the audit work at its on-site location at the Defense Finance and Accounting
Service (DFAS) in Columbus Ohio. Some additional data processing is
performed at PRGI’s headquarters in Atlanta.

As part of the effort, the contracting officer at DSCP appointed a
technical representative at DFAS in Columbus to review disbursing-type
errors identified by PRGI. Disbursing errors include among other things,
duplicate payments, unauthorized charges, payment for material not
received, interest paid in error, discounts offered but not taken, and any
systemic errors of our automated disbursing systems.

The audit work began in June 1997. At that point, the records being
audited were up to 4 years old. As with their private sector audits, one of
PRGYU’s first actions was to request that vendors submit statements of their
accounts with DSCP. In many instances, the statements showed aged credit
balances that vendors were holding from previous transactions. Thus far, we
have identified and collected more than $2 miilion of overpayments from
that action alone.

Through 1998, PRGI continued its audit work, including a review of
DSCP contractual terms and conditions. One clause in some of our contracts
during that time required suppliers to warrant their prices and payment
discount terms to be as good or better than what they offered their most
favored customer. PRGI discovered that many vendors may have failed to
comply with this contract clause. When we first asserted this apparent
indebtedness, many suppliers, and one of their major trade groups, protested.
After what we believe was a reasonable period of attempting to resolve these
disagreements, DSCP concluded that an overall framework for a settlement
with this industry segment could not be achieved. At that point, DSCP
moved to formally assert its right to recover these overpayments. To date,
we have issued claims amounting to approximately $10.4 million for most
favored customer payment discount terms not offered to us. We have settled
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payment discount claims with several contractors and are in the process of
resolving the others. However, about $5.5 million in claims of straight
overcharging were placed in abeyance and are being reviewed based on
additional information that PRGI has obtained.

ASSESSMENT TO DATE

Mr. Chairman, since the start of this demonstration program PRGI has
identified potential overpayments of about $27.3 million. Of that, about
$2.6 million has been collected, leaving a potential uncollected balance of
$24.7 million. As I stated earlier, cash discount claims of about $10.4
million have been approved by the contracting officer and are currently
being settled. About $2 miilion in disbursing errors have also been approved
and are in the process of being collected by DFAS. Potential claims of about
$5.5 million in overcharging are being reviewed by PRGI. Another $6.8
million in potential overpayments resulting from a variety of reasons, are
under review by either the contracting officer or his technical representative
and have not yet been approved for collection.

In addition to the numerical data that I just reviewed, this demonstration
project has benefited our operation in three ways:

First, recovery auditing has allowed us to continuously encourage
vendors to comply with their contract terms and conditions. The additional
scrutiny of recovery auditing has provided more assurance that
overpayments will be identified and collected promptly.

Second, the auditing process has uncovered several systemic problems,
including the need to fine-tune the automated payment systems to assure
compliance with all statutory requirements.

Third, disbursing errors uncovered by the auditing program have
highlighted the need for closer oversight of the payment function and should
result in a reduction of these types of errors in the future.
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FUTURE ACTIONS

Mr. Chairman, I would now like to discuss our future actions within
DLA.

DSCP will serve as the lead supply center within DLA to expand this
program to other activities of our Agency. A competitive solicitation to
acquire recovery auditing services has been issued with an award anticipated
by the end of July. The resulting contracts will require the use of
commercial data processing and financial management techniques that are
generally used in similar audits of private sector records. In conducting the
audits, contractors will be required to compare government contracts,
purchase agreements and related documents against invoices submitted by
vendors. The purposes of the comparison are to identify and/or describe the
following:

- contract compliance regarding costs, price, discounts, billing, etc.

- any overpayments identified

- accounts receivable transaction input for amounts overpaid
(accounts reconciliation)

- generation of statement letters relating to vendors’ accounts with
the DLA.

- summary reports of transactions reviewed and overpayments
identified by category

- analyses of overpayments to identify systemic problems or patterns
of errors

The annual audit base under this expansion is approximately $9.6 billion,
divided as follows:

- Defense Supply Center Philadelphia $4.0 billion
(includes the Defense Industrial Supply Center) !

- Defense Supply Center Columbus $1.8 billion

- Defense Supply Center Richmond $0.8 billion

- Defense Energy Support Center $3.0 billion

The program is self-funding: that is, the audit contractors’ fees will be
paid from amounts recovered.

' The Defense Industrial Supply Center (DISC) will be disestablished on July 2, 1999, at which
time the Defense Supply Center Philadelphia will assume its mission.
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CONCLUSION

In closing, Mr. Chairman, let me say that this recovery audit program has
been successful at DSCP and has become an integral part of our business
practices in Philadelphia. [ am prepared to answer any questions you may
have.
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Mr. HorN. Thank you very much, Mr. Allen.

Our next presenter is Gerald R. Peterson, Chief, Accounts Pay-
able Division of the Army and Air Force Exchange Service. Mr. Pe-
terson.

Mr. PETERSON. Mr. Chairman and honorable members of the
subcommittee, on behalf of the Army and Air Force Exchange Serv-
ice [AAFES], thank you for the opportunity to appear before your
committee to relate our experience with recovery audits.

Although AAFES has over 25 businesses, our principal business
is retail sales. We follow commercial retail best practices to the ex-
tent possible. Employing professional audit recovery firms is a best
practice we adopted many years ago.

AAFES signed its first contract with a commercial audit recovery
firm in 1983. We currently have audit recovery contracts with two
firms, a primary and a secondary. Firm A has the primary contract
at a rate of 21.75 percent. It recovered $24.4 million last year. Firm
B has the secondary contract with a rate of 35 percent. It recover
$1.1 million last year. In September 1994, AAFES instituted its
first in-house recovery effort to detect duplicate payments. The in-
house group now recovers missed discounts and outstanding credits
on supplier statements in addition to duplicate payments.

We have learned that a successful audit program involves the fol-
lowing. First, partner with both suppliers and audit recovery firms.
The relationship with a recovery firm is a partnership in which
each provides a benefit to the other. Similarly, suppliers must be
viewed with respect to maintain a long-term relationship built
upon trust.

Second, develop an in-house recovery program to augment the
commercial recovery. During the last 5 years, AAFES’ in-house
team recovered $33.3 million at a total cost of approximately
$465,000.

Third, compress the audit cycle. Suppliers know most retailers
employ audit recovery firms and getting claims after the fact is a
part of doing business. To avoid straining a supplier relationship,
it is important to find payment errors in a timely manner. No sup-
plier appreciates having to go back into records that are 4 or 5
years old.

And, fourth, learn from the recovery firm. Review what the com-
mercial recovery firm is finding and determine if it is the result of
a systemic flaw in the accounts payable process. It is much cheaper
to fix the source of the program or to recover the funds through an
in-house group than to pay a commercial firm.

AAFES has greatly benefited from audit recovery services during
the last 16 years. And many government agencies could benefit
from their services as well. As presently written, however, there
are several aspects of H.R. 1827 which will have a negative impact
on AAFES.

The first one is the recovery audit requirements. This section
states, “The executive agency head may pay the contractor an
amount not to exceed 25 percent of the total amount recovered by
the executive agency.” Twenty-five percent may be acceptable for
primary audits, but the fee paid for secondary audits will exceed
this amount. If the bill isn't amended to provide higher fees for sec-
ondary audits, AAFES will have to cancel its contract with Firm
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B and lose the $700,000 in net earnings that contributed to our
bottom last year. So, ideally, AAFES would like to be exempted
from this provision.

The second area is disposition of amounts collected. This section
states how funds recovered may be used. If amounts recovered
aren't applied in accordance with this section, the funds revert to
the Treasury. Non-appropriated funds, instrumentalities, NAFEs,
should be totally excluded from this section as we generate our own
operating funds. The bill should be amended to allow recovered
funds to remain within the NAFE, in accordance with its operating
rules.

And, third, responsibilities of the Office of Management and
Budget. This section sets forth the reporting requirements from the
individual agencies. NAFEs should be totally excluded from this re-
porting requirement, especially entities such as ours. We work con-
tinually with our commercial recovery firms to maximize the recov-
ery potential.

For the reasons just mentioned, AAFES requests favorable con-
sideration for the requested changes to the bill.

Mr. Chairman, the Army and Air Force Exchange Service appre-
ciates the opportunity to testify before this subcommittee. The use
of audit recovery firms has been a success story for us. The millions
of dollars recouped through audit recovery efforts have helped im-
prove the quality of life of our stakeholders; the soldiers and air-
men serving around the world. We support your initiative to bring
best practices to government agencies. At the appropriate time, |
will be happy to answer any questions you might have.

[The prepared statement of Mr. Peterson follows:]
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Biography of Gerald R. Peterson

Gerald Ray Peterson began his Army and Air Force Exchange Service (AAFES)
career in June 1969, as a Retail College Trainee. He worked in the retail career
field from 1969 through February 1979, at Richards-Gebaur Air Force Base in
Kansas City, MO; McConnell Air Force Base in Wichita, KS; Fort Jackson, SC;
and, Fort Leavenworth, KS. In February, 1979, Mr. Peterson became a Field
Financial Specialist in the Comptroller career area for the Ohio Valley Exchange
Region in Charleston, Indiana of AAFES. Mr. Peterson assumed the
responsibilities of an area Accounting Operations Specialist in Colorado Springs,
CO, from January 1981 until April, 1983. Mr. Peterson was transferred to the
AAFES Headquarters in Dallas, TX in 1983 where he worked in the Fiscal Policies,
Procedures, and System Development Division for 10 years, eventually becoming the
Chief of the Division. In January 1994, Mr. Peterson was selected head to the
General Accounting Division. Mr. Peterson also lead the Payroll Division before
assuming his current position of Chief, Accounts Payable Division in August 1997.

Mr. Peterson has a B.S. in Economics (with minor in Mathematics) from South
Dakota State University. He is married with two children.
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Mr. Chairman, and Honorable members of the Subcommittee, on behalf of the
Army and Air Force Exchange Service (AAFES), thank you for the epportunity to
relate our sixteen year experience with recovery auditing. Although AAFES has
over 25 businesses, our principal business is retail sales through shopping centers,
convenience stores, troop stores, Military Clothing Sales Stores, and Class Six
stores. Accordingly, AAFES approaches many issues from the perspective of a large
commercial retailer. We follow commercial retail “best practices” to the maximum
extent possible. Employing professional audit recovery firms is a best practice we

adopted sixteen years ago.

History Of Audit Recovery Within AAFES

AATES signed its first contract with a commercial audit recovery firm in 1983,
While we had computers back then, much of the work of detecting duplicate
payments, lost discounts, missed rebates and other errors was through manual
effort on the part of the recovery firm. The fee paid under that first contract was
approximately 35-40%. AAFES used a number of firms before signing with its
current contractor in 1991, The initial fee of 30% included furnished office space at
AAFES. The contract service, when re-solicited in 1996, was again awarded to
contractor ‘A’ at a lower fee of 21.75 %, including office space. The fee percentage
continues to decrease due to both industry competition and computer advances
within AAFES. With Electronic Data Interchange (EDI) invoicing and AAFES’
new imaging systems, recovery firms can examine more information faster than
ever before. Last year, contractor ‘A’ recovered $24.4 million for AAFES. The
attached chart breaks down recovery performance for the last five (5} years, by type

of payment error.

In September 1994, AAFES instituted its first in-house recovery effort assigning a
staff of two to detect duplicate payments. The in-house recovery unit began
monitoring payments for missed discounts using programs written by internal

auditors. The staff was expanded in 1997 and now includes a third associate who
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reviews supplier statements for outstanding credits. Last year, the in-house team

recovered $7.8 miilion.

In February 1998, AAFES added contractor ‘B’ to perform a secondary commercial
recovery audit. Having two recovery firms is quite common in the retail industry.
The secondary firm serves as a check and balance on the primary recovery firm and
also provides an incentive for the primary firm to excel. The fee paid to the
secondary recovery firm is a higher percentage than that paid the primary
contractor, because of the difficulty involved. Despite a lengthy initial learning
curve contractor ‘B’ recovered $1.1 million last year. We expect the figure to rise as

the new recovery firm learns more about AAFES.

Keys To Success

We have learned that a successful audit recovery program includes the following:

- Partner with both suppliers and audit recovery firm(s). The relationship with

a recovery firm is a partnership in which each provides a benefit for the other.
Many view the percentage paid to recovery firms as wasted money—this is only true
if payment errors aren’t made in the first place. Similarly, suppliers must be viewed
with respect to maintain a long-term relationship built upon trust. Although there
are exceptions, most suppliers treat their customers the same way—they don’t
knowingly overcharge a customer. Commercial recovery firms interact with their
client’s suppliers as aggressively as the client wishes. In the commercial retail
environment, there are large companies that are very demanding and aggressive in
supplier relations, while smaller retailers are generally more accommodating and
willing to negotiate differences. AAFES has historically been between the two
extremes. As a large retailer, with more clout than we sometimes realize, we

endeavor to approach recovery disputes with fairness.

- Develop an in-house recovery program. In addition to the commercial

recovery audit contractors, the development of an in-house recovery team is
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complementary and cost effective. Most large retailers have a small in-house staff
that identifies errors and recoups duplicate payments and/or missed discounts.
Over the last five years, the AAFES team has recovered $33.8 million. Finding these
errors in-house increased earnings by $8.8 million, the amount we would have paid
in fees. These earnings provided an additional $5.9 million for MWR dividends to
support the quality of life of our stakeholders, the men and women in the Army and
the Air Force. Personnel costs associated with in-house recovery approximated
$465,000, for the five year period. However, an in-house team can’t take the place
of a commercial recovery firm. Specialized techniques and systems development is
costly for an individual company. AAFES contracts with the same audit recovery
firm as Wal-Mart, K-Mart, Sears, Walgreen, and many other retailers. Although
contractor ‘A’ can’t share proprietary information, it does have information on deal
packages and rebates not available to a single in-house recovery unit. 1t’s important
to look at more than the fee when choosing an audit recovery firm—it’s equally
important to look at the size of audit recovery company’s client base within an

industry and ask for recommendations from other clients.

- Compress the audit cycle. Suppliers know that most commercial businesses
employ audit recovery firms and that after-the-fact claims are part of doing
business. However, it’s important to process and find payment errors in a timely
manner or strain supplier relations. Before AAFES contracted with contractor ‘B’
in February 1998, four year old records were being audited. We learned that no
supplier can afford to go back four or five years. To maintain effective supplier
partnerships, audit completion is required no more than 30 months after the

payment date.

- Centralize operations where possible. AAFES has the information systems

capability to store procurement, receiving, and payment records centrally. This

makes the audit recovery process more manageable and less costly.

- Optimize the use of technology. The EDI (Electronic Data Interchange)

processes invoices and payment with little or no human intervention. Digital invoice

5
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data is transmitted to audit recovery firms for detail analysis. In the last two years,
contractor ‘A’ has recovered $11.7 million in ‘Overcharges’ a category that
previously yielded very little due to the expense involved in collection and analysis.
In 1996, AAFES installed an imaging and workflow system which eliminated a
heavily manual “internal paper mill” and streamlined the payment process. Far
more functional than originally conceived, the system received nationwide
recognition when it was nominated by William Gates, Chairman of Microsoft, for
the Smithsonian Computerworid Award in 1998. In April 1999, the application
received the ‘Windows World Award’ for workflow applications over Intel and
Deloite & Touche. AAFES is working with contractor ‘A’ on CD-ROM imaging of
paper invoices. NOTE: Large retailers receive virtually 100% of invoices via EDI
requiring electronic transmission as a contractual requirement of doing business.
As AAFES receives 58% of total invoices via EDI, transferring images to CD-ROM
is the only way to identify and recover unit cost discrepancies on 42% of the bills
received. Federal procurement guidelines relating to small and minority businesses
and our quasi-governmental status preclude AAFES from mandating EDL. Unless
or until all suppliers have EDI capability, the accounts payable function will be less

efficient than that of other large retailers and the audit recovery fees will be higher.

- Learn from audit recovery firms. Quarterly status reports are provided by the
audit recovery contractors. These reports show the types of claims processed and
the suppliers charged. Through an analysis of these reports, in-house recovery
teams can learn new methods and techniques which when implemented, yield cost
savings and, in turn, challenge audit recovery firms to look for other ways to recoup

funds.

Mr. Chairman, the Army and Air Force Exchange Service appreciates the
opportunity to testify before this sub-committee. The use of audit recovery firms
has been a success story for us. The millions of dollars recouped through audit
recovery efforts have helped improve the quality of life of our stakeholders, soldiers

and airmen serving around the world.
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We support your initiative to bring “best practices” to government agencies. 1 shall

be happy to answer any questions you may have.
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RECOVERIES BY MAJOR CATEGORY
(8 in Millions)

Primary—Conractor A

Category JUN 1999 JUN 1998 JUN 1997 JUN 1996 JUN 1995 JUN 1994
ALLOWANCES s 94 5 68 $ 6.0 $ 104 $ 51 $ 54
DUPLICATES 2.2 11 0.4 0.8 14 2.1
STATEMENT/CM 3.1 2.1 17 1.6 13 1.2
CO-OrP 1.8 1.1
OVERCHARGES 5.9 5.2 0.7 0.4 0.4 0.5
DISCOUNTS 1.3 0.8 0.7 3.1 1.7 0.4
ANTICIPATION 0.1 0.2 0.5 0.4
FREIGHT 0.7 23 0.9 1.7 1.3 0.3
PRICE PROTECTION 6.2
OTHER 0.2 0.1
TOTAL 24.4 i8.3 10.5 18.2 11.9 1.7

AAFES—In-House

Category JUN 1999 JUN 1998 JUN 1997 JUN 1996 JUN 1995 JUN 1994
DUPLICATES 1.3 3.4 6.1 2.7 10.8
DISCOUNTS 1.2 14 0.7

STATEMENT/CM 5.3 0.9

TOTAL 7.8 5.7 6.8 2.7 10.8

Secondary~-Contractor B

Category JUN 1999 JUN 1998 JUN 1997 JUN 1996 JUN 1995 JUN 1994
ALLOWANCES 0.1
DUPLICATES 0.5
DISCOUNTS 0.4
OTHER 0.1
TOTAL 1.1
GRAND TOTAL § 333 $ 240 $ 173 $ 209 $ 227 3 117
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Mr. HorN. Thank you very much.

The next presenter has one of the toughest jobs in the U.S. Gov-
ernment, and that is Ms. Snyder, being the Chief Financial Officer
for the Health Care Financing Administration. Welcome.

Ms. SNYDER. Thank you, Mr. Horn. | have been CFO now for 4
months and | am beginning to appreciate just how difficult this job
is.

Chairman Horn and distinguished subcommittee members,
thank you for inviting us to testify about the Government Waste
Corrections Act and our extensive efforts to prevent and recoup im-
proper payment. As you know, we reduced Medicare’s payment
error rate from 14 percent to 7 percent in just 2 years. We are
working diligently to build on this success and we are very grateful
for this subcommittee’s support in these efforts.

We have had good success with the kind of recovery audit efforts
described in the proposed legislation. And we believe that they may
well have value for other government agencies as well.

We, of course, have pursued a different kind of strategy in addi-
tion to recovery audit efforts. And that is to prevent improper pay-
ments from occurring in the first place. We are making solid
progress on that front, in large part due to increased efforts by pro-
viders to document and file claims correctly. We also use nearly
100,000 computerized edits that detect and automatically deny pay-
ment for improper claims as well as manual medical record reviews
and cost report audits. We are making solid progress in identifying
and collecting overpayments as well.

As you know, the HHS Inspector General audits have found that
most Medicare claims are correct on their face. Finding most of our
remaining payment errors requires going beyond what is on the
claim to look at documentation and medical necessity. These activi-
ties are now primarily performed by our claims processing contrac-
tors. We recently held an open competition to establish a pool of
new program safeguard contractors to augment these efforts. And
the President is proposing legislation to further increase competi-
tion for Medicare work among qualified entities.

However, the act’'s authorization to compensate recovery auditors
on a contingency basis may have only limited value for Medicare.
We recoup most overpayments by making deductions from future
payments to providers who have been overpaid. And paying on a
contingency basis for error identification could be perceived as a
bounty system by health care providers. The vast majority of Medi-
care providers, we have found, make only honest errors and their
good will and cooperation are key to much of our success in pre-
venting improper payment in the first place.

Furthermore, a financial incentive to identify errors could well
lead to inappropriate denials and thus create errors instead. Our
obligation is to pay correctly. And we do not want to deny proper
payment any more than we want to make improper payment. Inap-
propriate denials resulting from contingency payment also could
backfire on the bottom line due to increased costs for appeals filed
by beneficiaries and providers denied proper payment. So while we
would be willing to consider use of the contingency fee option, we
would need to take extreme caution in ensuring that any use of it
would, indeed, be constructive.
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We also generally endorse the idea of increasing funding for pro-
gram management improvement activities that could reduce over-
payment. We have greatly benefited from the stable source of pro-
gram for program integrity activities provided to us under the
Health Insurance Portability and Accountability Act, which totaled
$560 million in fiscal year 1999 and $630 million in fiscal year
2000. However, we generally believe that recouped overpayments
should be returned to the trust fund or general revenue fund as is
now the case.

I would also just like to take a few seconds to address the re-
marks made by Mr. Burton earlier. 1 have not seen the article to
which he refers about the returned checks, but | would like to as-
sure this subcommittee that we have instructed our fiscal inter-
mediaries and carriers to cash checks that are returned and to
properly credit them to the Medicare account.

We have had some experiences in the past where people return-
ing checks wanted us to say that, in cashing the check, that satis-
fied their full liability, which we have not, of course, been willing
to do. And our instruction has been we will cash the check and
make it clear that this does not necessarily release them of their
liability until further investigation might be completed. But we
would be very happy to work with Mr. Burton’s staff to make sure
that we are responsive, indeed, to the article that he mentioned.

We also look forward to continuing to work with the subcommit-
tee on efforts to improve Medicare program integrity. | thank you
for holding the hearing. And would be happy to answer any ques-
tions you might have.

[The prepared statement of Ms. Snyder follows:]
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Chairman Horn, Congressman Turner, distinguished Subcommittee members, thank you for
inviting us to testify about the Government Waste Corrections Act and our extensive efforts to
prevent and recoup improper payments. As you know, we reduced Medicare's payment error
rate from 14 percent to 7 percent in just two years, and we continue to work diligently to build

upon this success. We are very grateful for this Subcommittee’s support in these efforts.

We have had good success with efforts similar to the recovery audits described in the proposed
legislation. Of course, we prefer to prevent improper payments from occurring in the first place.
We are making solid progress on that front, in large part due to increased efforts by providers to
document and file claims correctly. We also use nearly 100,000 computerized “edits” that detect
and automatically deny payment for improper claims, as well as manual medical record reviews
and cost report audits. Our success with such efforts strongly suggests that they may have value

for other government agencies.

We are making solid progress in identifying and collecting overpayments as well. As you know,
the HHS Inspector General's CFO audits have found that the vast majority of Medicare claims
paid by our contractors are correct on their surface. Finding most payment errors requires going
beyond what’s on the claim to look at the documentation behind the claim and its medical
necessity. These activities are now primarily performed by our claims processing contractors.
We recently heid an open competition to establish a pool of new Program Safeguard Contractors
to augment these efforts, and the President is proposing legislation to further increase
competition among Medicare contractors.

The Act’s authorization to compensate recovery auditors on a contingency basis may have
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appropriate uses in some circumstances, as the Department of Defense experience may suggest.
It may have value for Medicare in the limited situations where we are unable to collect from
providers. However, most overpayments are now recouped by making deductions from future

payments to providers who have been overpaid.

We also do not believe contingency payment is necessary, or necessarily prudent, for
identification of Medicare payment errors. As mentioned above, we have made solid progress
identifying payment errors under existing contractor arrangements. More importantly, paying on
a contingency basis for error identification could be perceived pejoratively as a “bounty system”
by health care providers. Providers have raised such concern about even the very modest reward
available to beneficiaries who uncover fraud under the Health Insurance Portability and
Accountability Act. The vast majority of Medicare providers make only honest errors, and their
good will and cooperation are key to much of our success in preventing improper payments in

the first place.

Furthermore, a financial incentive to identify errors could well lead to inappropriate denials and
thus create errors, instead. Our obligation is to pay correctly, and we do not want to deny proper
payment any more than we want to make improper payment. Inappropriate denials resulting
from contingency contracts also could backfire on the bottom line due to increased costs for

appeals filed by beneficiaries and providers denied proper payment.

We also believe that all recouped overpayments made from the Medicare Trust Funds should be
returned to the Trust Funds or general revenue funds, as is the case now. This will ensure that
Medicare can continue to pay for necessary health care for our beneficiaries, and is consistent
with the fraud and abuse control program created under the Health Insurance Portability and

Accountability Act.

Background
Since the Clinton Administration took office, the Department of Health and Human Services has
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taken numerous steps to stop fraud, waste, and abuse. Achieving this goal is one of our top
priorities at HCFA. With help from Congress, providers, beneficiaries, and our many other
partners, we have achieved record success in assuring proper payments and recouping improper

payments.

Obviously, the most cost effective way to collect overpayments is to not make them in the first
place. We have had great success by cooperating with providers to help them document and file
claims properly to prevent improper payments. Documentation errors had been the single largest
factor in our error rate, but have declined by almost 80 percent from fiscal 1996 to fiscal 1998.

They now account for only about 17 percent of improper payments.

That is why our Comprehensive Plan for Program Integrity features increased efforts to educate
providers about how to properly document and file claims. Most providers who make billing
errors have no intent to do anything wrong, but simply make honest mistakes, and we want to
ensure that providers understand our coding and documentation rules. We are therefore taking
nationwide a highly successful provider education pilot project conducted last year in 13 States.
It includes:

> seminars on how to document and file claims that we have broadcast via satellite to

thousands of providers and their billing agents;

> special training to help medical residents set up their practices to bill Medicare correctly;
> a special duplicate claims reduction program; and
4 training modules on the Internet at www.medicaretraining.com that any individual with

Medicare billing responsibilities can use.

We also are meeting with physicians around the country to explore ways we might be able to
make it easier to understand and comply with Medicare rules and regulations. In all these
activities, it is essential that we maintain a constructive partnership with providers.

Our Comprehensive Plan also features efforts to increase and improve ongoing activities that
parallel the “recovery audits” described in the Act. For example, we are tightening the

performance standards and evaluation for contractor medical review efforts, in which physicians
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review medical records to ensure that claims are correct. We also are engaging independent
contractors to evaluate key medical review processes. Some of these medical reviews are
conducted on a random, post-payment basis, and others are focused on providers with aberrant

billing patterns.

Other ongoing activities we use to identify overpayments include:

» auditing of cost reports, which are filed by institutional providers;
> statistical analysis to identify aberrant billing patterns; and
» coordination with other insurers to recover any payments Medicare has made that should

have been covered by other insurers.

Specialized contractors will assist us with the tasks of statistical analysis and coordination with
other insurers. The President also has proposed legislation to require private insurers to share
information with us, so that we can more easily identify cases where another insurer owes

Medicare.

Ongoing activities to collect overpayments include:

> issuing demand letters notifying providers of our intent to recoup improper payments;

> deduction of overpayment amounts from future payments, which is the primary means of
recoupment; and

> referral to the Treasury Department’s Debt Collection Center when administrative

remedies are exhausted.

We also pursue legal remedies, including civil and criminal prosecutions, to recover funds that
providers have obtained through fraudulent acts. The Federal Government won or negotiated
more than $480 million in judgments, settlements, and fines in 1998.

Conclusion

We support any legislation that will give government agencies tools to help collect
overpayments. However, given the extremely high priority this Administration and our Agency

place on fighting fraud, waste, and abuse, it is unlikely that paying for recovery audits as

4
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envisioned in H.R. 1827 would significantly increase our success. We are concerned that
contingency fees could have a negative impact on the constructive partnership with providers

that is critical to preventing improper payments in the first place.

I thank you again for holding this hearing, and I am happy to answer any questions you might

have.
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Mr. HorN. We thank you.

And I am now going to yield to the time for questioning to Mr.
Ose, the gentleman from California.

Mr. Ose. Thank you, Mr. Chairman. | am going to work as proce-
durally as | can here. Ms. Lee, on your statement here the 5-year
plan will be transmitted to Congress soon?

Ms. LEE. Yes, sir. It is in final sign-off.

Mr. Ose. When can we expect it? | mean, is soon next week, next
month, what is it?

Ms. LEe. | was hoping next week, but let us say when you get
back from recess.

Mr. Osk. August? Or Fourth of July?

Ms. LEE. In July.

Mr. Ose. OK. Now, secondarily, you talked about, under the Na-
tional Defense Authorization Act. In a pilot study four-tenths of 1
percent of the payments sampled were incorrect. The pilot study
must have used a sample. Again, Ms. Lee, there must have been
a sample size or something that you looked at. It is on page 2 of
your testimony at the bottom. I am wondering about the sample
size.

Ms. LEE. Can | get that for you, for the record?

Mr. OsEk. Certainly. That would be fine.

Mr. HorN. Without objection, the response of the Deputy Direc-
tor for Management will be put in the record at this point.

[The information referred to follows:]

I have confirmed with the Department of Defense and the contractor that the pilot

covered $7.2 billion in payments from 1993, 1994 and 1995 made by the Defense
Supply Center in Philadelphia.

Mr. Ose. Thank you, Mr. Chairman. And then on page 3, | am
a little bit confused about something. On page 2, when we talk
about the sample or my question about the sample sizes there is
a statement about four-tenths of 1 percent of the payments sam-
pled were incorrect, which is remarkable. And then when the dis-
cussion gets to the issue of the threshold, the $10 million threshold,
there is a comment about the threshold of $10 million would result
in a gross collection of $10,000 under this bill if a overpayment was
found. That is one-tenth of 1 percent, if | understand.

Ms. LEE. That is the industry standard, as we understand it.

Mr. OsE. In private industry.

Ms. LEE. In private industry.

Mr. Ose. OK. That is not bad either.

And then, finally, in the last page of your testimony, when you
talked about the provisions in the middle of your—right above con-
clusion—"The bill would allow agencies to return up to 25 percent
of collections to programs and activities from which the overpay-
ment arose. These provisions could be used to bypass the normal
Congressional Appropriations process.” I am not quite sure | under-
stood your explanation.

Ms. LEe. We would propose that we structure the bill to make
sure that when we returned those moneys to a program, it was, in
fact, Congress’ intent to spend the funds. For example, sometimes
we recover after a period of time and if the program has been
eliminated or is completed or finished, we want to make sure the
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moneys go back where you originally intended the moneys to be
spent.

Mr. Ose. The flaw being that if a program is terminated, there
is no point in returning the money back to it.

Ms. LEE. To that program, right.

Mr. Osk. If the program is continuing, you would not have an ob-
jection to returning the money to that program.

Ms. Leke. Correct.

Mr. Oste. OK. Thank you.

I have got more questions.

Mr. HoRrN. Yes. Go ahead.

Mr. Ose. OK. Let us see. Mr. Allen, on page 3 of your testimony,
the fourth paragraph, you talked about DSCP’s recoveries to date
being $2 million. That is for audit work begun in June 1997. And
what | am curious about is | don't see much point in spending $5
million if you only recover $2 million. My question would be the
cost of recovering the $2 million is roughly—

Mr. ALLEN. By the contract we have with PRGI, we pay them I
believe it is 20 percent of whatever we collect.

Mr. Ose. OK.

Mr. ALLEN. We have up to $5 million under that initial legisla-
tive proposal to pay them, at a rate of 20 percent of whatever we
collect.

Mr. OsE. So, potentially, in anticipation of finding $25 million in
overpayment, you are authorized to spend up to $5 million?

Mr. ALLEN. That is correct.

Mr. Osk. These aren't my words, as a bounty?

Mr. ALLEN. That is correct.

Mr. Oske. OK. Thank you.

Mr. ALLEN. The subsequent legislation authorizes us to pay from
the proceeds, that is, from the amounts collected.

Mr. Osk. At the outset, there was an appropriation to pay the re-
ward?

Mr. ALLEN. That is correct.

Mr. Ose. OK.

Now, Mr. Peterson, | got the first two points on AAFES’s request
for exemption. Those being the threshold on the secondary audits
and the reversion to Treasury of the recovered funds. But you lost
me on the third one. You had three points there that you were
seeking an exemption under this legislation for.

Mr. PETERSON. Yes. Since our program has been undergoing for
16 years, we feel that we have already demonstrated that we are
following industry best practices in that we are working continually
with our recovery firms to bring best practices to bear. And so for
that reason, we don't feel that we should be reporting back to the
OMB.

Mr. OsE. Is it your rationale that as this is essentially self-fund-
ed—

Mr. PETERSON. Yes.

Mr. Ose [continuing]. That these funds should stay in AAFES’s
jurisdiction?

Mr. PETERSON. That is correct. We are a non-appropriated fund
instrumentality. We generate our own revenues through our sales.
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Mr. Ose. All right. On the methodology that you used for con-
tractor A in your example and contractor B, | would presume—and
maybe that is not safe to presume and you can correct me if it is
appropriate, certainly—the methodologies at the outset that con-
tractor A used generated X amount of recoveries. And the second-
ary audit firm, contractor B, used a slightly different methodology,
| presume, that generated around, your example, $1.1 million.

Mr. PETERSON. Yes. We have only had the secondary audit for a
little over 1 year.

Mr. Ose. Well, my question really is when you have contractor
B who uses a slightly different methodology than contractor A, over
time do those two methodologies get merged so that we are contin-
ually improving the larger portion, if you will, of the audit work?
That being, we merge methodology A and B in the subsequent or
successive contract?

Mr. PETERSON. Sir, the two firms don't really get together as far
as how they perform their audits. And | don’t know that they use
different techniques. | believe that the secondary firm probably is
quite familiar with the primary and looks for areas where the pri-
mary has thought it wasn't beneficial to look. The secondary has
a higher recovery rate, you know, 35 percent versus 21 percent, so
they can afford to perhaps delve into some areas that may not have
been efficient or economical for the primary to do.

Mr. Ose. My point is, as Congress looks out into the future and
considers these challenges, not in this round of audit awards, if you
will, but maybe the next round, is there any rationale for us think-
ing that, on an RFP or RFQ or whatever it is we use to enter into
these contracts, that we would merge the methodologies?

Mr. PETERsSON. Well, I don't know that those are different meth-
odologies, Congressman.

Mr. Ose. OK. You think the added result might be attributable
to the 13.25 percent extra in the bounty, if you will?

Mr. PETERSON. It is that and then just looking for areas—they
may approach something—use a little different computer program
than the first one used that might detect something that the first
one missed.

Mr. Ose. All right. Finally—let me make sure that is finally—
on page 5, I think you touched on something that is very important
to business people and that is the reach-back, if you will, 4 or 5
years. | can't imagine somebody coming into my affairs and asking
me to substantiate something that happened in 1994. | see that the
audit competition and target would be 30 months. Is there any pos-
sibility of even compressing that further?

Mr. PETERSON. Not within our industry. We approach things
from the viewpoint of a commercial retailer, rather than that of a
government agency because that is our primary business is retail-
ing.

Mr. OsE. Right.

Mr. PETERSON. And many of the items that our audit recovery
tracks are year-to-date purchases and so to compress an internal
review cycle, a primary and a secondary, into much less than 30
months would really be pressing the audit companies.

Mr. Osk. Is the 30 months an industry standard? Or is that just
what you have come to as fitting the——
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Mr. PETERSON. That is what we have come to.

Mr. Ose. OK.

Mr. PETERSON. That is our goal.

Mr. Ose. Do we support—or to what degree are we providing re-
sources to outside firms to do these audits? In other words, we
have got a certain clerical staff. Are we, in effect, providing support
staff for audit firms? Or is this a totally arms-length, third-party
transaction where they come into AAFES. We are not providing or
AAFES isn't providing or some of these other agencies isn't provid-
ing committed staff to support the audit done by a third party?

Mr. PETERSON. OK. We provide no people. We do provide space
in our facility for them and we provide access to our computerized
records.

Mr. Ose. All right. Finally—Mr. Chairman, you are being very
patient with me and | appreciate that.

Mr. HorN. We have all afternoon, my friend.

Mr. Ose. Oh, lordy, lordy. [Laughter.]

I appreciate HCFA being——

Mr. HorN. No, no. Forget the bells. [Laughter.]

That is to keep us alert. [Laughter.]

Mr. Oske. | appreciate the opportunity to visit with Ms. Snyder.
The reason | do is that Medicare remains one of the largest pro-
grams we have and 14 percent, 7 percent, 5 percent of Medicare’s
number is a huge number. Which begs the question—and you are
going to have to take me through it—you have got the payment
error rate down in 2 years from 14 to 7 percent. The other testi-
mony we have heard indicates somewhat less than that in a pay-
ment error rate. Is it possible to get to the payment error rate that
these other agencies are experiencing by their samples? And what
is the relationship between getting to it and the cost we are likely
to incur?

Ms. SNYDER. When we first started out trying to drive down the
payment error rate, it was based off of a statistically valid sample
and an extrapolation, if you will, of the error rate and the dollar
amount established by the 1G. And we have continued to use that
methodology to try to measure what the error rate is for Medicare
payments. And | would also like to point out that that is a measure
of error. It is not a measure of fraud or abuse.

Mr. Osk. | understand. | understand.

Ms. SNYDER. It is just a measure of our total due to error.

Mr. Ose. Believe me, | know. | have had lots of constituents
come in and talk to me about this.

Ms. SNYDER. OK. What we have found is we do believe that we
can drive the error rate lower, since we have had such good success
in the last 2 years. A large part of the dollars that we use for that
came out of the MIP program, the Medicare Integrity Program,
which was authorized under HIPPA. So we fully expect to spend
those dollars on continuing to drive down the error rate. And that
dollar amount does increase from year to year. We were at $560
million this year and it eventually increases to $720 million.

I am cautiously optimistic that we can drive the error rate much
lower than 7 percent. | think the fact that in 2 years we have seen
good results from our corrective action plans and corrective activi-
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ties that we have undertaken will help us reduce that even lower.
And our goal is to get to 5 percent.

We do recognize that in a program this large, there will always
be some error. We don't know yet where that bottom line is or what
that bottom line percentage is. Right now, as | said, we are push-
ing to get to 5 percent and then to evaluate where we can go from
there. Again, | would like to point out that it is sort of like the
old—if you will allow me—the diet analogy. That first 10 pounds
is easy to lose. It is that last 5 that is the killer. And we are start-
ing to move into that last 5 pound range.

So | do believe we can drive it lower. | believe that the funds
that are available to us through the MIP program will help with
that. The return on investment for all of our program integrity ac-
tivities is 15 to 1, so we still have a good return on investment. So
I am cautiously optimistic.

Mr. Osk. So the 7 percent, again, is the rate at which we are able
to identify the errors. And then, in terms of recovery, you are sug-
gesting a 15 to 1 pay-back in terms of the cost that HCFA incurs
in doing the identification. But how much or what is the—I don't
even know what the——

Ms. SNYDER. The recovery.

Mr. OsE. Yes. The recovery rate. Thank you.

Ms. SNYDER. It would be the recovery. Right. OK.

Mr. Ose. It's my bill and 1 don't even know the darned phrase.
[Laughter.]

Ms. SNYDER. We believe that we are going to recover the bulk of
those overpayments. And, in fact, again, if you will remember, this
is an extrapolated sample, if we look at our yearly activity and we
look at our accounts receivable and look behind that, which may
be a better place to look in terms of recoveries, what we find is that
we capture back approximately $12 billion to $13 billion annually
through offsetting collections and other receipts. And, of course,
many of those dollars never show up. And | can submit the exact
dollars to you for the record.

Mr. OsE. | think that would be helpful, Mr. Chairman.

Mr. HorN. Without objection, it will be put in the record at this
point.

[The information referred to follows:]

The dollar amounts are: 1) new receivables for FY 1998 total $15.4 billion; collec-
Ei_cl)lr;znon receivables total $12.6 billion; and, 3) the amount which is offset is $7.7

| .

Mr. Ose. My final inquiry is, Ms. Lee, Mr. Allen, and Mr. Peter-
son, if 1 understand correctly, you have third parties coming in and
doing the audits in your agencies. And they are doing it for a fee
that is negotiated and, if the pattern as identified by Mr. Peterson
is correct, basically all we are providing is a desk and a phone and
they bring their own personnel in and do the analysis. Is that cor-
rect?

Mr. ALLEN. That might be more true in AAFES, who has 16
years of experience in doing that. In case of us, within DOD, there
is a little bit more effort than that, for a wide variety of reasons.
Again, we are in a pilot program in DOD. We have not compressed
our audit cycle. We are dealing with auditing contracts that are,



87

in some cases, 4 years old. We have to go find that documentation.
There is some effort associated with that.

We have the Defense Finance Accounting Service in Columbus,
OH, who makes the payments for us. They have records. They have
to provide those records and they have to go through some effort
to make the records available to the auditing firm for the audit. So
I would say, initially, there is probably a lot more work, effort, in
starting up an internal government effort to make records available
to an outside auditing firm, but over time, one of the systemic
things we would learn is we would be able to figure out how to get
that effort down to next to nothing. And we might, then, in 16
years or in some period of time be somewhere close to where
AAFES is.

Mr. Ose. Let me introduce you to Mr. Peterson. He has got a
model, I think, we ought to make——

Mr. ALLEN. Well, absolutely. We benchmarked with AAFES
when we started out the program and you are absolutely right. And
we are doing the same thing with some other agencies today.

Mr. Osk. Ms. Lee, is that consistent with your experience?

Ms. LEE. We at OMB don't employ the auditors, but it certainly
sounds very logical. And, of course, the specific contract terms and
conditions are things that you would want the auditors to have ac-
cess to to make sure that they have the right baseline.

Mr. OsE. It is timely, Mr. Chairman, that we have these discus-
sions since we are struggling with our appropriations and, granted,
we are going to deal with it, but | daresay that if you were able
to take Mr. Peterson’s model, for instance, and apply it to Ms.
Synder’s organization and reduce not only the identification rate,
but increase the recovery rate to reflect AAFES’s, we would have
substantially greater resources to commit to serving the people of
this country and that is the underlying purpose of this bill.

While | very much appreciate the gaps that we have not ad-
dressed, in terms of recovery and, if you will, the entitlement na-
ture of some of your organizations, you know, we are going to try
and fix this, subject to your testimony, and we are going to go for-
ward. And | appreciate the opportunity to visit with you today. So,
thank you. Thank you, Mr. Chairman.

Mr. HorN. The gentleman is absolutely correct on the impact
that it would make in a program such as Medicare. The gentleman
from Oregon, Mr. Walden.

Mr. WALDEN. Thank you, Mr. Chairman. | had a question for Ms.
Snyder, | guess. Reading through your testimony, on page 3 you
talked about how most providers who make billing errors have no
intent to do anything wrong, simply make honest mistakes, which
I would tend to agree with.

I guess what troubles me, having served 5 years on a community
hospital board, I have seen the letters come out from the Depart-
ment of Justice that allege just the opposite. And | believe it is the
Fraudulent Claims Act that is invoked by the Justice Department
on behalf of your agency, chasing claims that go back 8 or 9 years
in some cases. Are you still using those tactics?

Ms. SNYDER. What we have tried to do, also, as part of our pro-
gram integrity strategic plan, is to work to have more of a partner-
ship with our providers, because we recognize some of the same
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concerns that you just raised. And we think that is partly why we
have been so successful in pushing down the error rate. But
through provider education, making sure that people understand
the right way to bill, what the requirements are, what the right
codes are, that, indeed, they are paid correctly, then, from the be-
ginning. We still use the False Claims Act when it is appropriate.
But | believe that it is more of a partnership effort, these days, to
try to make sure we are paying claims correctly.

Mr. WALDEN. So | guess |——

Mr. HornN. If you could move the microphone a little closer to
you, Ms. Snyder.

Mr. WALDEN. So | guess | would say, Ms. Snyder, is, again, |
have met with a lot of people and I represent a district with lots
of small rural hospitals and all and reading those letters are ex-
traordinarily intimidating. They say you either admit that you—on
what is | think you have correctly recognized here probably a sim-
ple honest mistake, but they are being told either admit to false
claims and fraud or we are going to come do major damage to your
bottom line, taking a $2,000 error in billing and turn it into a
$100,000 issue. And | thought it was overkill and | thought if |
ever got in a position where | could say that, I would. Well, here
I am. [Laughter.]

And | guess——

Ms. SNYDER. And | certainly appreciate your guidance, sir.

Mr. WALDEN. | also wanted to be in a position to say, in reverse,
however—I am a bit off-topic here, but | think, because we are
going to be putting pressure on you to go do this and, yet, there
is this balance. And | always wondered how often does Medicare
make payment errors on the other way? And, you know, what if the
Fraudulent Claims False Claims Act was used in reverse? What is
good for the goose ought to be good for the gander. And |I am glad
to see that you are kind of taking this a different direction.

Not to say there isn't fraud out there. | realize there is.

Ms. SNYDER. | would just like to mention that the Department
of Justice just recently issued new guidelines to try to take care of
that overkill problem that you reference.

Mr. WALDEN. Good.

Mr. HorN. Can you get us those regulations?

Ms. SNYDER. Certainly.

Mr. HorN. We will save a part at this point in the record, with-
out objection, so they are spread out in this document.

[The information referred to follows:]

A copy of the Department of Justice’s guidelines is provided here as an attach-
ment to the transcript.
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DEC ~8 1998

T2 ALL UNITED STATES ATTOANSYS
ALL FIRST ASSIGTANT UNITED STATES ATTORNEYS
ALL CIVIL CHIEFS
ALL €IVIL HEALTH CARE FRAUD CCORDINATORS
ALL AFFIRMATIVE CIVIL ENEORCEMERT COORDINATORS

—

FROM: ponna A. Bucella
birector

SUBJECT: Qompliance with Guidance on the Use of the
; . —i® .

ACTION REQUIRED: Distribute the Attuchsd Memorandum to all
hegistant Unicad States Attorneys Handling
Civil Fealth Care Matters

CONTACT PERSON: Robert Lilaes
Health Cara Fraud Coorvdinator
Legal Programs
Phone: (202) €lE-¥444
B-mail: aexl2.po.rliles

on June 3, 1998, the Deputy Artorney General issued a
Guidance Memorandum to all Departmant attorneys handling ecivil
nealth care matters regaxding use of the False Claivia Act in
civil bealth care matters. The Guidarnce Memorandum enphasizay
rhe impoztance of pursuing civil False Claimg Act cases ageinst
health care providers in a fair and even-handed mamner, and
implements new procedures with respect to the devalopmant and
implementation of national iniristives. Additional instruction,
screseing the need for complimnce witk the Guidance Memorandum
wag iasued by the Deputy Attornsy General on December 4, 19%8. A
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Please ensurs tnet all Assiatant United States Attorneys
nandiing ¢ivil nezlck caze mattars reorlve a2 copy ©f Yhe attachad
memorandum.  Should you have any guestisns regarding the guidance
issused on use of the Palsos Clains Act in «ivil hegletd care
mazters, please comtact Robest Liles at the number above,

Attachment
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MEMORANDUM FORs All United Sgaves Avtornays
All First Assistant United States Attornays
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tre Dffices of United Statms Attorneys
ALl Iria) atcorneys in the Civil Diviglion.
Cowmeycial Litigation Section

FROM ; éix’!ric H. Holder, Jr.
SUBJECY: Compliznce with Guidance on the Ume of the
1 Y

ims Aot im Civ #alsh Cw boys

‘the Falese Claims Act (FCR)} is the Depaztmant's most
important clvil enforcement tool for addressing fraud sad abuse
against federal Realth benefits prograws. While the bread reach
and substancial penaliies of the Act make it a powerful anei-
fraud toel, all DOJ attornmeys must ensure that we use such teols
in a4 fair and even-handed manner. To this end, I'issued a
Guidancs Memorandum on the Use of the Qivil Falge Claims Mgt in
Heaith Care Mattexs [June 3j, 19%8) for vse in &)l pending and
futurs health caxe fraud cases. The Guidance Memorandum, intar
alia, emphagizes the nmed to develep ar adeguate factual and
iegal predicate 8z to sach slement unday the FCA before
contacting a prxevider about potential FOR liability; establighes
new procsdures for the development and implemantarion of nasicngl
initiatives: and establishes that, as a:general matter, gontact
letters shall be use¢d in natiomal initlatives when centacting
providers about their potentizl liabiliry under the False Claims
Act, s

It is-imperacive rhat all Departmental attorneys comply with
the June 3, 1398, Guidance Memorandum, Tn addition, ta
facilicate supervisoxy revisw, Departmental attorneys are
ancouraged €o document their compliance with the Suidasce.
Supervisors should comsider the use of narracive summavies ox
other appropriate entries in case files that reflect
cangideration of the Guidance's principles. Fimally,
Departmental attozneys should yeach out to local, state ex
national hemith care provider organizations and others tg explain
the Guidance Memoxandum, .

1 eppreciate your careful attention to these isaues. If you
have any questions, please contact the BEOUSA Health Care Fraud
Coerdinatoy, Reberr Liled, at (302) 616~5136.
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FROM: Rric H. Holder, Jr.
Z Deputy Astozrney deneral
SUBJECT: Guidance on the Use of the FTalse Claims aes

in Oivil Heal Capp Mareers

one of the Depaztment’s most impertant tools in prétesting
ehe integroty of Madicsre and other caxpaysr-funded heslth care
programs ig Lhe civil False Glaims Act. Waile the broad reach
and substantial damages and civil penalties under the Acr make 1t
one of the Department’ s most powerful toels, Uepartmental :
attorrneys are opligabed fo use their authority under the Act in &
fair and rasponsible mannar. This is particularly important in
the aonrext of nationgl initistives, which ocan have a bread
impact on health care providers weress the councry.

This guidance is being iasued no emphasize the importancs of
pursuing civil Faise Slaimg Ack cases against health care
providazs in a faiz and even-handed manner, and to implement new
procedures with respect uo the develcpment and implemsentation of
national inttiatives.

1. National Ipitiamives.

Generally, national inisiavives deal with a common wrongful
saticn mecompliched in a iike manner by wultiple, similarly
sizuated Beaith gours providers. HMational initiatives mugc be
handied in & mannex (i) thac promotes consistent adbarence te the
Departmant ‘s pelicies on enforcemsnt OFf the False Claims Ackt, as
well as 2 CoOnEistent spprokch to overarching legal and factual
iesuss, {1i) whila avelding any rigid approach thar failas to
recagnize the particular facts and circumstances of an indivadual
case,



T¢ acrhiave thase chisczivas, che Depsrtment HRE instituted
the following procedures:

tAF  Legal gnd Fagtual FreCifiates.

Before alleging vico_ations <f rhe False Claims Act, waethexr
in comnection with 3 narional imitiative or ctherwise, Department
abrornevs mugt evaluate wisther the provider: (1) submitted false
claimg te the government, and (ii) submicted false claime (or any
false statemenrcs made ©e get The false claims paid) witn
“knowledge’ of cheir falsitcy, as defined in the Act. These ars
separate inguiries. Dgparttent athorneys shall not allege a
violation of the Palse Claims Act unless botk of these inquiries
lead to the econclusion that there is a sufficdent Iegal and
facrual predicate for procesding. The f£ollowing issues, among
cther issues, shkll be considered in these determipations:

(1) Do Felse Claimg Exist?
a. Examine Relovgnt Sgatdtory and Regulatory

Provisions and Tn yorive Gui Cg. Deparximmnt
attorreys shall examine relevant statutory and
regulatory previgions, as well as any zpplicable
suidance £rom the program agency or its agents, to
determine whether the claims are falge. In certzin
Circumstances, such as when & rule is technical or
complex, Departwent attorneys should communicate wich
krowledgeable personnel within the program ageacy
{¢.9., the Haalth Care Financing Administraticn,
TRICARE, or Office of Personncl Management) concerning
the meaning of the provision.

b. Verify the Dats angd Other Fvidencs.
Pepaztment attorneys shall taxe appropriate staps to
verify the accuracy of data upen whiech they are
relying, either independently, or with the assistance
of the fiseal intermadiaries and carriers, the
DBepartment of Health and Buman Sarvices - QOffice of
Inspector Genexal, the Federal Bureau ¢f Invegtigation,
ox ancther investigative agency.

e, (=3 X s Investigarni teps.
Department attorneys should condust such Investigative
$Tepd as aXe nacessary under the circumgtances,
including where appropriate, the subpoenaing of
documents and rhe interviewing of withegses.



S Civil

(1.} DiE . nhe Proyider Hoowingly Submin nho Fajse
Clajime?™

In txa event he glaine are false, Deparrmenc
arTorneYs must 3130 svaluare wherhey the heals: care
provider "xuowingly  submitted the false claiws or
"knowingly® made false statements to get the Ialse
claims paid, As set foruth akove, and before makaing
this determinaticn, Dapaziment zttornasys should conduc:
such investigative steps as necessary under the
circumstances, including where appropriate tha
subpoenaing of docurents and che interviewing of
witnesges. Under Che False Qlaims Ant, false claims
and false statements sre eubmittad "kaowingly' if the
provider had acztual knowledgs of theizr falsity, or
acted with deliberate ignorance or reckless digregard
as to their triuth or falsiby. Whila relsvant facrors
will vaxy from case to case and the list Nelow is not
intended to be exhaustive, fattors that wmust be
consiGered are:

&. Noujce £o the Prowider. Was the provider on
eetual or censtrustive nobice, as appropriate, of the
rule oy policy uptn which 2 potential case would e
pasad? .

b, The Clarily of the Rule or Policy. Under the
Carcumstances, is it reasonable to conciude that the
provider understood the rule or policy?

S.  Ihe Parvasivensge and Maonitude of the Palge
Ciaimg. Is the pervasiveness or magnituda of the false

claims sufficient to support an inference that they
resulted fzom deliberate lgnorance or intentional or
reckless conduct rather than mers mistakas?

4. complispce Plang ang Other Steps o Comply
wich Billing Rulee. Doee the health care providar have
a . compliance plan in place? Is the provider adhering
to the corpliance pian? What relatisnship amists
between the compliance plan and the conduct &bt igsus?
What other steps, if any, has the provider taken teo
comply with billing rules im general, or the billing
ryle at issue in pargieclar? .
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rom the Deputy Attorsey Gaensral

famorandur £ - ) o
ouidancse on che Use af the Falss Clasms At in Civil

Zunjeck - Oui
Haslech Caxe Fraus Matteys

& .3U

a. Past Remgdis, Aifgres. Has the provider
previcusly on its own idencified the wrongful conducs
currently under examination end vaken steps to vemady
the problem? Did the provider report the wrongful
caondush ts & governTent agency?

£. suidancs pv the Program Agengy oF its Adents.
Did the provider diractly comuisgu githaer the progran
agency (e.g., the Heaith Care Firancing Administration)

or its agents regarding the billing rvls at issue? If
sc, was the provider forthocoming and sccurate and 4id
tha provider discloge all material facts regarding the
21lling isgue for whizh the provider sought guidance?
Did the program agency or its agents, wich disclosure
af all relevant, material facts, provida clear
guidanes? Did the provider reasonably rely om such
guidance in submitting che false c¢laims?

g. Have There Been ¥Friopr Audits gr sthep Notice
to the Previder of the Ssme or Similgr Jilling

Prgcrices?

h. 2oy Other informatien Th 5. Qn Lhe
Provider's State Mind ip- Submicting the Falsg
£lgims.

(B} Qyersight by Nationa) Inibistive Working Groups.

For all current and future naticnzl initiatives, the
Atcorney General’'s Advisory Committes {AGAC) and the Civil
Division shall estaplish a working group to coordinate the
development. and implementation of each initiative.

working groups will be comprisaed of Ageistant United States
Attorneys and Civil Division attorneys with particular sxpertise
in health oazre fraud. In accordance with the health care
guidelines promuigated in January 1897, in appropriate instances
each working greup may aleo need to cocrdinate and plan the
initiative with the Depaxtment’s Criminal Divisien.

Each working group will (i) examine the initiative to ensure
that a factual and legal predicate is present for the initiative
prior Lo its implewentation, (ii) prepare initiacvive-specific
guidance and sample dosuments (such as lewal andlyses, summaries
of audit data, contact letters, tolling agreements, compliance
and settlement agreemsnt language) for use in the junitiative, and
(ifi) pxrepare a general invastigative plan, secting forth

[
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false Claims AQU Lo Tivil

gTIVE SIEPS
Worring 9
jation wiCh Law ernfcreemant agyensies,

ng ddwinisrratica, and other appropri

& working groups shall be regpon
ng the cverall developmanz
rational initiztivews, each matter agai
murc be evaluabted on 2 case-by-case Basts.

(C) ige oF fontagr Lerters in Katiooal tnitiatives.

Ag cutlinad akove, Dgpertment actorneys participating in
nacicnal initiatives shall, in gensral, mage inmitial conzaces
with nealch cars providers, Uo resslve s case, through the use of
“contact” lettezs. The purpose of & cuntact larter is to potify
a provider of their potaatizl exposurz under the False Claims Ach
and to offer the provider an opportunity to discuss the mactex
before i specific demand Zor paywent is made. In limited
sircumsntances, where the spscifis faats of a situacion werrant a
Giffarent approach; DepartMen? attozpeys may make an inictial
centack thirough orher legitimare means.

Thne ust of wontact letiers Lo make initial contact wirh
nealvh ware providers is im furthexance of Exacutive Orcer 12586,
whizh obligates Department zthorneys to make & resasonabdble eifort
e notify tha opposintg party about Che nature of the allegavigns,
and attempt te resolve the dispute without litigetlon if s all
possible. The type of contact emgloyed will depend on the nature
of the allegations and the stage of the Invescigation. Regardless
of the Zorm of initial cecmtzct, Uepartment atiorneys must ensure
that health care providers are afforded: (i)l an adequate
oppoTiunity te discouss the matter before @ damand Zor wettlement
is made, and (ii) an adsguate time to respond. In addition,
Department attorneys shall grant all ressonable requssts for
extensions 8f time tc the extent that they ds not Jecpaydize che
goverament '$§ claims, The use of FLATULOXY TOlling agreements axe
strongly enccuraged to allow providers time te respond without
jespardizing the gaverrmnent’a claims.

S Alternative Remedies.

Afver reviewing tha lagal and factual ¢ircumstances of 2
particular matter, Depercment sttorneye shall considsr othex
available remedias -- including administrative remedimas such as
racoupment of overpaymants, prograr exclusions, and civil
monarary penalties -- Lo determine what remedy, or combination of

s
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Memorand Srom
Subject: Guidan
Heaith Jars Fraud

ies, would ba fhe most suitapie u
rhe recoupmant of an ovarpaymen

d zhn the mosi approprisce
v. Jeparrment 2toorneys Shall consider referzing the matter
&

SDproprisate carrier/fiscal ingezmediary Ior appropriate

[ SN/

3. ility tg Pay Tssuss.

Atrorneys shall consider any financial constrains
identified by a provider in decermining z fzir. rsasonable and
feasible settlement hetwzen the paxties. Hospitals and othex
health cave providers citing an inmability to bay a specific
geerlamant smount should be asked %o present dotumkntatien in
suppoxrt of their stated financial gonditieon.

4. ugFal and C ity Beal re, Provider Concexng -~
Impacy on Avgilability of Med 1_Serviges.

when dealing with rural and community hospitalis aand other
health Care providers, Derartmentc atuornays shall consider the
impact ar achion may have on the community being served, 1In
determining an appropriate resolutieon, or deciding whether to
kring an action, care must be taken to consider the community’s
jatexrest in accesz to adequste healrh care along with any other
relevant concaerng.

5, Hompitale an har Heal Cas rovidayrs Not Repregented by
Counsel .

Department atgorneys chall pay special attention to cantacts
with hospitals and otiner providers that choose (due to Financial
constraints or otherwise) to rasolve claims withour legal
representation. Departrment attoymeys faced with chis
sircumstance must carefully assess every action taken to avoid
evay an appesrance of ccercion or gverreaching because of the
sbsence of bpposing counsal.

6. inimizi urd Inpoged _on Providerze
v, B .

Departmant attorneys alss should be mindful of the ways in
which our investigations and audits can disrupt and burden the
day-to-day operations of providers in both a firancial and
practical sense. In developing and iwplementing an lnvestigative
plan, we should do what we can do to minimize these adverse
sffacts, while still meecing our obligation to diligently

€



thac sersaln
roashes, IRpariwent att
aguest ©& acecapt the rosclts
in lisu of a complete audit.

7. erovider Asgistance with the TIovgssigation.

In determining an appropriate settilement amount, Daperowans
artorneys should considar the extent o whigh a healthk care
previder has copperated wich rhe audit or iavestigation of the
selevant matier. -

8. Ingdividualiized Beview.

“he propey determination as tw the use and applicaticn of
the alse Claims Ach or other spopropriate remedy reguires an
individualized review cf asch case, ensuring that each of the
above facrtors are given full consideration,

5. Review of Guidance.

In order toc assuce the fair and appropriate application cf
che False Claameg zct, this guidance willi be subject o reéview in
six mornths.

10. 2Additiong! Inferxmation.

Questicns regarding use of cthe Falge Zlaims At should be
raferred to the Health Care Frauvd Cosrdinator in your districrs,
or to Robert Liles, Health Care Fraud Coordinator for the
Executive Office for Unitad Staces Attorneys (tel. no. 202-62§-
5136), or Shalley K. Flade, Health Care Frauvd Coordinator fer the
Civil Divisien (tel. nc. 202~307-0264).

ape




99

Ms. SNYDER. Yes, Sir.

Mr. HorN. Thank you very much.

Mr. WALDEN. | think that would be helpful because | know there
was a lot of pressure brought in both directions.

Ms. Snyder, in a letter back in December, | guess, of last year
to Senator Kennedy, the administrator of HCFA stated that HCFA
was unable to consider using private recovery specialists because
we don't have the statutory authority to pay contractors a contin-
gency fee basis. H.R. 1827 would provide that statutory authority.
Is that something you would welcome?

Ms. SNYDER. Actually, one of the things that we are looking at
is whether or not we would actually need a different kind of au-
thority or a new authority. We believe that the authority that we
have under the Medicare Integrity Program allows us to look at a
variety of fee arrangements, if you will, including incentive pay-
ments or incentive fees with contractors. Our concern with that is
that we would have a performance measure with the contractor
that accounts not only for the identification of overpayments, but
the fact that those overpayments are sustained through the ap-
peals process and are, indeed, overpayments when we get to the
end of the process.

So we have been looking at our current authorities. There may
be a slightly different interpretation since we responded to that let-
ter. We don't believe that we need additional authority for recovery
auditing.

Mr. WALDEN. You don’'t. OK. All right. Thank you, Mr. Chair-
man.

Mr. HorN. Well, that is a very important point, the contractor
relationship within Medicare. How much control actually under the
law do you have with the contractors on, say, a program such as
this? On both error recovery and what not? Can you really get
them to do it or are they just there and defy you?

Ms. SNYDER. No, sir. | think that, again, this is another relation-
ship that has been over a very long period of time. We have been
in business for 30 years with our fiscal intermediaries and carriers.
We do give them direct instruction about activities to undertake.
They have been involved in overpayment identification recovery au-
dits. They do that work for us now. It is part of our contract agree-
ment and budget agreements with them. They are paid to do that.

We are, however, very interested—and | know that we have spo-
ken about this before, about contracting reform and our ability to
encourage competition among entities that might also be able to do
Medicare work in addition to the insurance companies.

Mr. HorN. How often does the Health Care Financing Adminis-
tration take a look at contractors? And is there a fixed point in
time for each contractor or how do you handle that?

Ms. SNYDER. There is a requirement that we do yearly contractor
performance evaluations. HCFA has not been as diligent about that
in terms of our contractor oversight, as we should be. Part of our
performance evaluation expectations are around overpayment col-
lections, financial controls, and those kinds of evaluation activities.
We renew those contracts yearly and we do look at their perform-
ance.
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Mr. HorN. Anything anybody in the panel would like to state
and comment on, based on any dialog that has gone on up here?
Often we hear people halfway home say, gee, | wish | had said
something about that. That isn't the way | look at it. So anything
to add to this dialog, Mr. Peterson, based on the exchanges you
have heard between Members and witnesses?

Mr. PETERSON. Well, | would just second the gentleman from
GAO’s comments about picking the low-hanging fruit. That is es-
sentially what our internal staff does. And you notice that we re-
covered $33.8 million at a cost of less than $500,000 in personnel
costs. So that is a very cost-effective way of recouping duplicate
payments and missed discounts and so forth and displays that you
can do it in-house instead of paying a contractor to do it. But that
does not take the place of a commercial audit recovery firm because
they possess the expertise that we don't have and audit recovery
is not one of our core businesses. That is not what we are in busi-
ness to do.

We try to pay accurately the first time, but we do make mis-
takes. People make mistakes. But we try to catch them internally,
if we can. Then, if we can’t, what we miss, we pay the audit recov-
ery firms to find and that is money that we wouldn’t have if we
didn't employ them.

Mr. HorN. Is that done by an audit firm that is internally in-
volved on a random sample basis? Or is that a total universe exam-
ined?

Mr. PETERSON. That is the total universe. They examine all of
our records.

Mr. HorN. What have you done as a result of their findings and
recommendations that has lowered the amount of errors that have
been had within the agency? Is it just a matter of training and get-
ting more auditors on your own payroll? Or what?

Mr. PETERSON. Well, it is partly that. And it is learning to de-
velop programs internally to find duplicate payments. We have
found out that there are commercial auditors running computer
programs looking for these. Two of our internal auditors wrote pro-
grams for us that we can learn ourselves, that our small internal
staff runs on an ad hoc basis every month to look for these errors.
We have found that they were finding a lot of credits on vendor
statements. So we have added people to our internal staff to do
that. And that has been very cost-effective.

So we are constantly learning from them. We meet quarterly to
see what they have found, who they are finding it from, what
firms. We go back and look at it and find out why the errors oc-
curred and try to correct them. We are not as good as what we
would like to be, but we certainly make every conscious effort to
improve.

Mr. HornN. Well, | thank you for that remark. Mr. Allen.

Mr. ALLEN. We want to be like AAFES. [Laughter.]

Mr. HorN. It depends on which AAFES you are talking about,
I think.

Ms. Lee, any comments on this?

Ms. LEe. Chairman Horn, one of the beauties of having this op-
portunity at OMB is to see the broad management issues. It struck
me, in preparing for this hearing, that | saw in several cases where
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there were discussions of the contractors not, for whatever reason,
feeling an affirmative requirement to notify the government if they
had been or suspected they had been overpaid. And so | have made
an action item to talk to the CFO's. | have pulled out the payment
clauses myself and was reading them and saying, you know, per-
haps this is something we ought to explore. So | have got a self-
action item from this hearing.

Mr. HorN. Good. Well, when you have a self-action item, I am
sure it is completed. So thank you. Ms. Lee, on this point, you will
recall our Debt Collection Improvement Act of 1996 that we tucked
into the Omnibus Appropriations Bill of that year. There was a
provision in there called gainsharing that would allow agencies to
retain a portion of delinquent debts collected and this provision
was designed to be an incentive for agencies to collect delinquent
debt, both in terms of human resources and in terms of up-to-date
computing capability.

As far as | know, no Federal department or agency is presently
using the gainsharing program for debt collection. Do you know
why this is?

Ms. LEe. Chairman Horn, my understanding is we at OMB have
some more work to do regarding budget authority and how that
gainsharing activity plays. And we look forward to working with
the Congressional Budget Office to sort through those issues.

Mr. HorN. When are we going to sort it out?

Ms. LEE. Soon.

Mr. HorN. How soon? Next month?

Ms. LEE. Could I try after recess, again?

Mr. HorN. Next week? Well, after the July recess, | am all with

Ms. LEk. | will do that.

Mr. HorN. OK. And because there is an analogy here. And when
you return that money, to what degree will it be used? Or will
OMB be sitting on it to try and say the deficit is less than it is?
I don't know what pot you put that in. Does it just sit in the agency
accounts and they can't touch it?

Ms. LEE. | owe you an answer.

Mr. HornN. Pardon?

Ms. LEE. | owe you an answer.

Mr. HorN. OK. Without objection, Ms. Lee’s answer will be in
after the end of the July recess.

[The information referred to follows:]
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BEA SCORING OBSTACLE TO IMPLEMENTING GAINSHARING

The Administration has been supportive of gainsharing for improved performance in debt
collection. In 1997, OMB issued a government wide data request for agencies interested in
gainsharing as authorized by the Debt Collection Improvement Act (DCIA). OMB worked
closely with the Department of Treasury to provide appropriations language in the President’s
Budget for gainsharing in the budgets for FY 1998 and for FY 1999. In the President’s Budget
for1998, $384,000 was proposed. In the following year, the Administration proposed an
appropriation of $3 million to be used for debt collection improvement, to be derived from
increased agency collections of delinquent debt, as authorized by the Debt Collection
Improvement Act of 1996 which the Administration fully supported.

These proposals did not receive serious consideration in Congress due, at least in part, to
congressional scorekeeping under the BEA. CBO says that it scored all of the effects of
gainsharing when the DCIA was enacted. CBO contends, therefore, that the Administration’s
proposed appropriations of discretionary budget authority and outlays for debt collection
improvement would not generate any collections that have not already been scored by them.
OMB did not score the outyear effects of the DCIA and would treat the estimated additional
receipts generated by the appropriations for debt collection improvement as offsets to the
discretionary spending. Furthermore, the proposed appropriation language was written so that
the debt collection agencies could not spend the additional appropriations unless they generated
additional collections first. OMB and CBO technical staff have discussed our differences, and
there appears to be no way to resolve them administratively.
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Mr. HorN. Very good.

Now, Mr. Peterson, according to your statement, over the last 5
years, the Army-Air Force Exchange Service recovered about $130
million through recovery auditing and | congratulate you on that.
What was the total amount that was audited? Was it all of the
$130 or did you just miss some or how did it work?

Mr. PETERSON. Well, the total amount audited would have been,
sir, approximately $5.5 or $6 billion times 5, over the 5 years.

Mr. HorN. Did you pick any goal when you started the internal
function, down the line? Did you say, gee, if we get 10 percent out
of this we will be lucky and paying the bills and so forth? Or how
did you go about it in terms of a strategic plan that related to how
you target the—one, reduce the errors; two, get the recovery.

Mr. PETERSON. For the commercial audit recovery, sir, or the in-
ternal?

Mr. HornN. Well, | would like to hear about both. I am trying to
get experiences in the record here.

Mr. PETERSON. Well, I wasn't there in 1983 when we started,
but, I guess, at that point, we knew that private industry was
using commercial recovery firms and that we knew that we must
have some erroneous payments, overpayments. And so we started
our first contract back then. I don't know that we really had a spe-
cific goal as far as what we were going to recoup. The percentage
in that first contract was very high. It was 35 to 40 percent and,
as we have gone forward, the percentages have gone down with
each contract that we have administered. And that is due both to
the competition within the recovery business and also the ease
with which they can audit records. But | can't give you an answer,
Sir.

Mr. HorN. Well, in other words, you used the private sector as
the model in your business, which is sort of like the private sector.

Mr. PETERSON. Yes. Yes, we have applied private business prac-
tices whenever we can.

Mr. HorN. Did you get a higher level of return than business?
How close was it to——

Mr. PETERSON. No, we recover probably 95 to 98 percent of the
claims that are validated. Now perhaps 80 percent of our claims
that are issued are validated. So out of 100 percent, 80 percent are
valid. And, of that, we probably collect 95 to 98 percent.

Mr. HorN. So your cost-benefit ratio is very high, then, on recov-
ery.

Mr. PETERSON. Oh, yes.

Mr. HorN. Well, that is very helpful and | would ask both Mr.
Peterson and Mr. Allen, of the amounts identified through recovery
audits, how much was disputed?

Mr. PETERSON. Well, 20 percent of ours was disputed and 20 per-
cent is what our contracting officer agrees with, when a supplier
comes back and says, well, this is the deal.

Mr. HornN. And is that, essentially, how vendor disputes are re-
solved? By the actual contract officer involved?

Mr. PETERSON. Yes, it is our internal procurement or purchasing
person who listens to the response and that person decides whether
or not the claim is valid or not. And if it is valid, then we deduct
from the next payments. So we get a very high percentage of the
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money. If the contracting officer feels that the vendor’s claim rebut-
tal is valid, then the commercial recovery firm will abide by our
wishes.

Mr. HorN. Mr. Allen, does your system work the same way with
the role of the contracting officer?

Mr. ALLEN. Yes, sir, it does. Our statistics as to how much is ini-
tially identified as potential overpayment, how much of that poten-
tial overpayment is sustained as a legitimate claim by the contract-
ing officer, and then, subsequently, how much of that claim is col-
lected would differ because we are in the pilot program. | can give
you those numbers if you would like.

Mr. HorN. What are some of the most common complaints by
vendors who are charged with overpayments?

Mr. ALLEN. During our initial pilot program, | think the most
common complaint is the one that Mr. Walden would have raised.
He said, I am not sure | would want anybody coming into my
records 4 years after the fact and then changing our business rela-
tionship, in effect. Having gotten past that, because there is the
contract language which allows us to do that, we needed to get
through a number of issues with regard to what is the proper inter-
pretation of the contract warranty clause as to what discounts
should have been offered and were not offered. A whole variety of
different things.

Because part of our business was, with regard to the grocery
business, if you will, that is, contracts awarded on behalf of the De-
fense Commissary Agency. Some of the business practices in the
grocery business were not typical of government contracting, that
is, contractors would come into a grocery store, if you would, and
issue vendor credit memos. The contractor said that amounts to a
discount offered to you. We needed to go get that documentation
and verify as to whether or not that was true. So it was the dif-
ferent areas of dispute arose first from old documents and, second,
from different business practices within the commodities we au-
dited.

And | would think that might hold within virtually any market-
place. It would vary substantially by marketplace by commodity.

Mr. HorN. Mr. Allen, the Profit Recovery Group has made rec-
ommendations to the Defense Supply Center of Philadelphia on
ways to reduce future overpayments. Do you know to what degree
these recommendations have been implemented?

Mr. ALLEN. Some of them have been implemented, some of them
have not. The ones where we will find it most difficult to imple-
ment are the instances where there are changes to the Prompt
Payment Act. And, as you know, there were hearings by this com-
mittee earlier on that subject.

The second area where it would be most difficult would be
changes to systems. You have to get a certain information tech-
nology to make those changes, in order to accommodate better rec-
ordkeeping and then better audit recovery.

We will seriously consider one of those recommendations because
one of the prime benefits out of the recovery auditing is the ability
to make systemic decisions. That is how you get from an initial
identification of four-tenths of 1 percent overpayments down to one-
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tenth of 1 percent on the recurring basis. It is by identifying those
systemic issues. And we are very interested in doing that.

Mr. HorN. While we have you on systemic issues, let me ask the
three of you here, and Ms. Lee has certainly got her right to get
into this, and that is the year 2000 situation. To what degree have
the more businesslike operations such as Mr. Allen and Mr. Peter-
son, to what degree are you on and how far along are you on year
2000 compliance?

Mr. PETERSON. Sir, we are 100 percent.

Mr. HorN. 100?

Mr. PETERSON. Yes.

Mr. HorN. Good. And how about you, Mr. Allen?

Mr. ALLEN. | would have to provide that answer for the record,
Sir.

Mr. HorN. Since we are looking now, Ms. Snyder, on the sort of
quarterly basis, looking at programs, not just departments and
their systems, and you are part of HHS, you are a big part of it,
you are the tail that makes the dog move in one direction or the
other, what is happening on your front with the year 2000?

Ms. SNYDER. The last report that | saw that was provided to the
Deputy Secretary is that HCFA systems, mission critical systems,
are 100——

Mr. HorN. All right, these are your self-applied and self-reported
mission critical. But we are now saying we don't really care about
the rest of HHS, we care can they deliver on Medicare?

Ms. SNYDER. We believe we are going to be there 100 percent.
The Medicare contractor systems have gone through their first
round of certification and passed. They are now in recertification
and testing. And the HCFA internal systems are in the same place.
The system that | own as the business owner is the Financial Ac-
counting System that has gone through its second round of testing
and passed. We believe we are ready.

Mr. HorN. Great. And, that will show in your next quarterly re-
port? Will it? Or was it in this one?

Ms. SNYDER. Sir, | don't know. That is submitted by the Chief
Information Officer, but | can certainly provide that for the record.
I know those reports lag behind a little bit.

[The information referred to follows:]

We are pleased to submit to you the two most recent HHS Y2K quarterly progress
resports, dated May 15, 1999, and August 13, 1999. Both make it clear that all of

HCFA's mission-critical internal systems and external claims processing systems
were renovated, tested, and certified as compliant by April 1999.
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/ DEPARTMENT OF HEALTH & HUMAN SERVICES Office of the Secretary
wc Washington, D.C 20201
2

AUG 13 WS

The Honorable Stephen Homn

Chairman

Subcommittee on Government Management,
Information and Technology

Committee on Government and Reform

United States House of Representatives

Washington, D.C. 20515-6143

Dear Mr. Chairman:

Enclosed is the Department of Health and Human Services’ Year 2000 August Quarterly Report.
The August monthly progress report is included as part of the Quarterly Report.

We are pleased to show 282 mission critical systems out of the Department’s 283 systems, or

99 percent, are compliant. Since the May Quarterly Report, one system, the Payment
Management System (PMS) was made Year 2000 compliant.

As of June 30, 1999, the one remaining system, the Resource and Patient Management System
(RPMS), has been implemented at all of the sites that are directly operated by the Indian Health
Services and at all of the urban Indian health programs that use RPMS. All of the remaining
sites to be implemented are programs operated by individual Indian tribes. For these sites, the
tribes have chosen to assume the resources and responsibility for these programs under self-
determination statutes.

If your staff have any questions on these muaterials, please have them call Ms. Gay Morris, our
Year 2000 Program Manager, on (202) 690-6376.

Sincerel
ohn J.

A551stant Secretary for Management
and Budget/Chief Information Officer

Enclosure
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-/( DEPARTMENTY OF HEALTH & HUMAN SERVICES Office of the Secretary

Washington, D.C 20201

o

A 13 199

The Honorable Jim Turner

Ranking Minerity Member

Subcommittee on Government Management,
Information and Technology

Committee on Government and Reform

United States House of Representatives

Washington, D.C. 20515-6143

Dear Mr. Turner:

Enclosed is the Department of Health and Human Services’ Year 2000 August Quarterly Report,
The August monthly progress report is included as part of the Quarterly Report.

We are pleased to show 282 mission critical systems out of the Department’s 283 systems, or
99 percent, are compliant. Since the May Quarterly Report, one system, the Payment
Management System (PMS) was made Year 2000 compliant.

As of June 30, 1999, the one remaining system, the Resource and Patient Management System
(RPMS), has been implemented at all of the sites that are directly operated by the Indian Health
Services and at all of the urban Indian health programs that use RPMS. All of the remaining
sites to be impiemented are programs operated by individual Indian tribes. For these sites, the
tribes have chosen to assume the resources and responsibility for these programs under self-
determination statutes.

If your staff have any questions on these materials, piease'have them call Ms. Gay Morris, our
Year 2000 Program Manager, on (202) 690-6376.

%\/ Assistant Secretary for Management
and Budget/Chief Information Officer

Enclosure
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Washington, D.G 20201

—/( DEPARTMENT OF HEALTH & HUMAN SERVICES Office of the Secretary

Pt

AUG | 3 1999

The Honorable Robert F. Bennett

Chairman

Senate Special Committee on the Year 2000 Technology Problem
United States Senate

Washington, D.C. 20510-686

Dear Mr, Chairman:

Enclosed is the Department of Health and Hurnan Services’ Year 2000 August Quarterly Report,
The August monthly progress report is included as part of the Quartetly Report.

We are pleased to show 282 mission critical systems out of the Department’s 283 systems, or
99 percent, are compliant. Since the May Quarterly Report, one system, the Payment
Management System (PMS) was made Year 2000 compliant.

" As of June 30, 1999, the one remaining system, the Resource and Patient Management System
{RPMS}), has been implemented at all of the sites that are directly operated by the Indian Health
Services and at all of the urban Indian health programs that use RPMS. All of the remaining
sites to be implemented are programs operated by individual Indian tribes, For these sites, the
tribes have chosen to assume the resources and responsibility for these programs under self-
determination statutes.

If your staff have any questions on these materials, please have them call Ms. Gay Mortis, our
Year 2000 Program Manager, on (202) 690-6376.

Sincerely,

John¥. Callahan
Assistant Secretary for Management
and Budget/Chief Information Officer

Enclosure
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—( DEPARTMENT OF HEALTH & HUMAN SERVICES Office of the Secretary

, Wasnington, D.C 20201
Frara

Al 13 %8

The Honorable Christopher J. Dodd

Ranking Minority Member

Senate Special Committee on the Year 2000 Technology Problem
United States Senate

Washington, D.C. 20510-6486

Dear Senator Dodd:

Enclosed is the Department of Health and Human Services’ Year 2000 August Quarterly Report,
The August monthly progress report is included as part of the Quarterly Report.

We are pleased to show 282 mission critical systems out of the Department’s 283 systems, or
99 percent, are compliant. Since the May Quarterly Report, one system, the Payment
Management System (PMS) was made Year 2000 compliant.

As of June 30, 1999, the one remaining system, the Resource and Patient Management System.
(RPMS), has been implemented at all of the sites that are directly operated by the Indian Health
Services and at all of the urban Indian health programs that use RPMS. All of the remaining
sites to be implemented are programs operated by individual Indian tribes. For these sites, the
tribes have chosen to assume the resources and responsibility for these programs under self-
determination statutes.

If your staff have any questions on these materials, please have them call Ms. Gay Morris, our
Year 2000 Program Manager, on (202) 650-6376.

Sincerely,

ohn J. (Klldhan
Assistant Secretary for Management

and Budget/Chief Information Officer

Enclosure
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THE DEPUTY SECRETARY OF HEALTH AND HUMAN SERVICES
WASHINGTON, D.C. 20201

AUG 13 1999

The Honorable Jacob Lew
Director

Office of Management and Budget
Washington, D.C. 20503

Dear Mr. Lew:

Enclosed is the Department of Hezalth and Human Services” August Quarterly Report regarding
our progress on the Year 2000 date issue and High Impact Program Report.

We are pleased to show 282 mission critical systems out of the Department’s 283 systems, or

99 percent, are compliant. As of June 30, 1999, the one remaining system, the Resource and
Payment Management System (RPMS), has been implemented at all of the sites that are directly
operated by the Indian Health Service and at all of the urban Indian health programs that use
RPMS. All of the remaining sites to be implemented are programs operated by individual Indian
tribes. For these sites, the tribes have chosen to assume the resources and responsibility for these
programs under self-determination.

The August High Irapact Program Report is included in Section IV of the August Quarterly
Report. We are pleased to report that the Centers for Disease Control and Prevention
successfully completed the testing of systems operations between partners.

Your staff may address any questions or suggestions to either Kerry Weems, HHS' Acting
Deputy Assistant Secretary for Information Resources Management/Deputy CIO, at
(202} 690-6162, or Gay Morris, Year 2000 Program Manager, at (202) 690-6376.

Sincere%/ S@cerely,
%‘ @CQLV &/M,—/&

Kevin Thurm John J. Callahan
Assistant Secretary for
Management and Budget/
Chief Information Officer

Enclosure
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Status of Health and Human Services Year 2000 Efforts:

Quarterly Progress Report
August 13, 1999

L Progress on Mission Critical Svstems

i Indicate whether you have completed work on all mission critical systems. For a system to be
deemed compliant, it must have successfully completed renovation, testing and implementation.
All components of the systems must be fully deployed and operational.

Exhibit 1 - Overall Progress as of June 30,1999 e
AGENCY Total Number Number to be | Number to be | Number to be
Number of | Compliant Replaced Repaired Retired
Mission
Critical
Systems
HHS 289 282 0 1 6
ACF 45 44* 0 0 1
AHCPR 0 0 0 0 0
AOA 2 2 0 0 0
cbe 63 63 0 0 2%*
DA 34 34 0 0 0
HCFA Internal| 25 25 0 0 0
HCFA External 78 75 0 0 Fekx
HRSA 3 5 0 0 0
s 5 4 0 i 0
NIH 14 114 0 0 0
QIG 3 3 0 0 0
PSC 8 8 0 ] 0
SAMHSA 5 S ¢ 0 0

*QOne of ACF’s systems reported as compliant will be retired.

** In this quarter, CDC retired one system; therefore, the number to be retired and the total number decreased by one.
**HCFA previously listed 7 systems to be retired. Four of those systems have been retired; therefore, they are not
included in this table.
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Total Number of Mission Critical Systems

The total number of mission critical systems, including those to be retired, is 289 systems.
Excluding the six systems still to be retired, the Department has a total of 283 mission critical
systemns.

Increase in Compliant Mission Critical Systems
As of June 30, 1999, 282, or 99 percent, of HHS’s 283 mission critical systems are compliant.

Between April 30, 1999 and June 30, 1999, one additional mission critical system was made
Y2K compliant. Exhibit 1a, below. lists the total number of compliant mission critical systems.

Exhibit 1a - Total Mission Critical Systems as of June 30, 1999
OPDIV Total Total Percent
Number Number Compliant
Mission Compliant
Critical
ACF 44%* 44 100%
AHCPR 0 - -
AOQA 2 2 100%
CDC 63 63 100%
FDA 34 34 100%
HCFA - 25 25 100%
Internal
HCFA - 75 75 100%
External
HRSA 5 5 100%
IHS 5 4 80%
NIH 14 14 100%
O1G 3 3 100%
oS 0 - -
PSC ] 8 8 100%
SAMHSA S 5 100%
TOTAL 283 282 99%

*One of ACF’s systems reported as compliant will be retired.
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HCFA Systems

All of HCFA’s 25 mission critical internal systems have been renovated, end-to-end and future
date tested, certified compliant, and implemented. Among other things, these internal systems
manage the eligibility, enroliment, and premium status of approximately 39 million Medicare
beneficiaries, and make payments to about 400 managed care organizations.

All of the 75 mission critical external claims processing systems, operated by private insurance
contractors that process Medicare fee-for-service claims and pay bills, have been fully tested and
certified as compliant, and are processing and paying claims today. HCFA’s independent
verification and validation (IV&V) expert, with oversight from the Departiment’s Office of
Inspector General (OIG), has verified the readiness of these external claims processing systems.

2. For those agencies with unfinished mission critical systems, provide a list of all such systems,
whether to be replaced, repaired, or retired. The list should include:
i The name of the systerm.
A brief description of its function.
The date when the agency expects to make the systern compliant. If there has been a
change since previous reports in the date when the system is expected to be compliant,
please explain.

W

4. A brief description of the implications of the system not being ready and whether there is
a contingency plan in place. If there is no contingency plan, indicate when one will be
complete.

5. The reason the system is not yet compliant.

The Resource and Patient Management System (RPMS)

HHS has only one unfinished mission critical system. The Resource and Patient Management
System (RPMS) is the heart of the medical facilities information resource management activities
for the Indian Health Service (IHS), Tribal, and Urban health programs. RPMS consists of
modules that are developed, maintained, and distributed nationally, and installed locally at the
health care facility.

The IHS has made considerable progress in the implementation of the Resource and Patient
Management System (RPMS). The IHS completed all of the sites that are directly operated by
the IHS, and all of the urban Indian health programs that use RPMS by

June 30, 1999. All of the remaining sites to be implemented are programs operated by individual
Indian tribes. THS is projecting that these sites will be completed by September 1999.

At the present time, 25 of 166 tribally operated sites remain to achieve 100 percent
implementation in tribally operated programs. For these facilities, the tribes have chosen to
assume the resources and responsibility for these programs under self-determination statutes.
The IHS has offered and provided technical assistance to the tribes. As sovereign nations, the
tribes exercise the right to make all decisions related to their programs, including information
technology infrastructure and technical assistance.

IHS health care facilities must have contingency plans as part of the requirement for
accreditation by the Joint Commission on Accreditation of Healthcare Organizations (JCAHO).
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Since the Year 2000 problem poses a number of new and unique threats to the continuity of
information systems, the IHS provided Business Continuity and Contingency Plan (BCCP)
templates to each area, site, and medical facility. These templates are being customized by the
areas, sites, and medical facilities for their own specific needs. Contingency plans include the
identification of potential problems, their impact on mission-critical systems, and policies and
procedures to minimize any potential disruption in operations.

)i Other Progress

A. Provide a description of progress to make non-mission critical systems compliant, including
measures that demonstrate that progress.

Non-Mission Critical Systems

HHS has 886 non-mission criticel systems. Of these, 881 or 99 percent are compliant. This is an
increase of 10 systems, or one percent, since the May Quarterly Report. Exhibit 2a, below, lists
the number of non-mission critical systems by OPDIV and the number compliant.

OPDIV Totat Number of Total Number of Percent Compliant
Non-Mission Critical Compliant Non-Mission
Systems Critical Systems
ACF 17 17 100%
AHCPR i 1 100%
ADA 5 5 100%
e 136 136 100%
FDA 234 234 100%
HCFA-Intemnal 56 56 100%
HCFA-External 5 5 100%
HRSA 9 9 - 100%
HS 3 . 3 100%
NIH 349 347 99%
OIG 3 z 66%
08 45 44 97%
PSC 17 16 94%
SAMHSA 10 10 100%
HHS Total 890 885 99%
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B. Provide a description of progress to make data exchange compliant with all entities external to
your agency. Include:

1. The total number of data exchanges, the number that are compliant on both sides, and the
number which have been fixed on the Federal side.

2. When you expect that all yours data exchanges will be compliant.

3 A brief description of any difficulties you have encountered in making the exchange
compliant.

Data Exchanges

HHS has a total of 146,051 external data exchanges. On April 22, 1998, the Department
provided a listing of State interfaces to the National Association of State Information Resources
Executives (NASIRE). This listing was updated monthly by the Department. Currently, all of
HHS’ external data exchanges, including State interfaces, are compliant. Exhibit 2b, below,
shows the total external data exchanges by OPDIV.

OPDIV Number of Number of External Number Compliant Percentage

Systems Interfaces Compliant

ACF 5 270 270 100%

CDC 25 381 381 100%

FDA 1 i 1 100%
HCFA - Internal 24 3,209 3,209 100%
HCFA. - External 2! 142,015 142,015 100%

Hs 7 10 10 100%

NIH 5 61 61 100%

PSC g 104 104 100%

Total 147 146,051 146,051 100%

C. Provide a summary description of-p,r‘ogress in assuring that telecc ications systems used by
your agency compliant, regardless of whether they are owned or managed by you, by GSA, or by
some other entity. Indicate when you expect that these telecor ications sy will be

compliant and describe any difficulties you are encountering in keeping to your schedule.
Telecommunications

The OPDIVs have inventoried and assessed their telecommunications equipment including hubs,
servers, routers, bridges, and switches. Exhibit 2¢, on the next page, shows the status of the
equipment by OPDIV. Currently, 4,990 of the 5,509 inventoried pieces of equipment are
compliant. The remaining equipment is expected to be compliant by October 1, 1999.
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oPDIV Number Number Assessed Number Compliant
ACF 205 205 205
AHCPR 46 46 42
AOA 21 21 21
CDC 162 162 162
FDA 1456 1956 1956
HCFA 40 40 39
HRSA 130 130 124
1HS 621 621 330
NIH 2938 2813 2571
OIG § 5 ]
0os 143 143 197
PSC 181 81 181
SAMHSA 109 109 109
TOTAL 6,557 6,432 5,852

HCFA has been working with GSA on telephone communication with its regional offices.
Because of concern about the local telecommunications service providers’ continuity of service
during the Year 2000 date change, HCFA has instituted significant risk mitigation activity for
telecommunications. HCFA is installing backup service. HCFA will have its own dedicated
backup purchased, installed, tested, and ready to be put into use before January 1, 2000.

GSA has also not been able to provide adequate assurances to IHS on the Y2K readiness of
equipment used by smaller telephone companies that service IHS health care facilities. IHS is
contacting local telephone companies directly regarding their Y2K compliance status. THS is
also incorporating contingencies for the failure of service from local telephone companies in their
BCCP process. i

D. Provide a summary description of efforts to assure that buildings and related systems, such as
heating, air conditioning, and security systems are compliant, regardless of whether they are
owned or managed by you, by GSA, or by some other entity. Indicate when you expect buildings
and related systems that your agency uses will be compliant and described any difficulties you are
encountering in keeping to your schedule.

Facilities

Exhibit 2d, below, lists the number of facilities owned, direct leased, GSA delegated, and tribally
managed for each OPDIV as well as the number that have been assessed and are currently Y2K
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compliant. Facilities include office buildings, laboratories, hospitals, clinics, central utility
buildings, support buildings, and housing.

As shown in the table, HHS has completed the inventory of its 3,729 buildings and has made
significant progress in accomplishing compliance evaluation and remediation activities. During
the last quarter, IHS discovered new software problems in several hospital, health center and
health station building automation systems while conducting IV&V activities. The problems
have been identified as minor in nature and corrective actions are underway. Currently, 3,655 or
98 percent of HHS owned and managed facilities have been determined to be Y2K compliant.

Number of Facilities
oPDIV Number Number Assessed Complaint

CDC 213 213 213

FDA 76 76 76

IHS 3,165 3,165 3,091

NIH 271 271 271

os i 1 1

PSC 3 3 3
Total 3,729 3,729 3,655

FDA has now completed remediation activities in the two laboratories that were non-compliant
during the last reporting period. All of their owned and direct-leased facilities are now Y2K
ready.

During the last quarter NIH concluded both the assessment and compliance evaluation of its
facilities-related equipment in N1H-owned and leased buildings. In the owned buildings, the
majority of the systems that control and monitor heating, ventilation, and air-conditioning
(HVAC), fire alarm panels, and other infrastructure support are networked on a campus-wide
basis. As of the previous reporting period, cight of the ten systems had been certified as
compliant. Evaluation of the last two systems has now been completed and
manufacturers/vendors’ letters certifying that all ten automated building systems in NIH-owned
buildings are Y2K ready have been received.

THS deals with a complex set of direct managed, Tribal, and Urban (I/T/U) programs and
facilities. The remaining devices are scheduled to have remediation activities completed by
October 1, 1999.

GSA has established a status area on the GSA Y2K web site for HHS-occupied, GSA-owned and
leased buildings. This is monitored closely by headquarters and OPDIV personnel.
Additionally, HHS OPDIVS have taken a proactive approach to ensuring that buildings that are

7
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not under their direct controi (such as GSA-owned and leased properties) are Y2K compliant. To
date, HHS has confirmations of Y2K compliance for more buildings than are shown on GSA’s
web site. Examples of actions being undertaken by HHS include:

-NIH has formed a Y2K coordination team that is actively working with GSA and its
lessors fo ensure that the buildings housing its operations are ready for the millennium
change. Most of these facilities are now compliant.

The PSC has gone directly to the lessors of the buildings it occupies and asked for and
been provided letters and verbal confirmations that all of their facilities are Y2K
compliant.

CDC engineers have been working directly with the lessors of the buildings it occupies to
ensure that their facilities are ready and to determine responsibility and staffing
requirements to ensure full functionality on January 1, 2000. CDC has confirmed that all
of the buildings it occupies which are owned or leased by GSA are Y2K compliant.

It is anticipated that all buildings not under HHS control will be Y2K compliant by
November 1, 1999, or will have staffing and contingency plans in place to handle any facilities
systern failures.

HHS continues to be represented on the Building Systems Working Group of the Year 2000
Subcommittee of the CIO Council.

E. Provide a summary description of progress to assure that other systems or equipment, including
biomedical equipment and laboratory devices and any other products or devices using embedded
chips that your agency uses are compliant. Describe any difficulties you are encountering in
ensuring that such equipment is compliant.

Embedded Systems

Exhibit 2e, below, lists the number of embedded systems that the OPDIVs have identified, the
number assessed and the number compliant. As shown in Exhibit 2e, HHS has inventoried
26,318 and assessed 26,318 systems. Currently, 26,186 or 99 percent of the total number of
embedded systems are compliant. The remaining systems are expected to be made compliant by
the end of September 1999.



OPDIV Number Number Assessed Number Compliant

ACF* i i i

cDe 1,009 1,009 %61

FDA 1,666 1,666 1,624
HCFA* Z 2 2

[HS 22,711 22,711 22,689

NIH 929 929 909

Total 26,318 26,318 26,186

Exhibit 2e Footnotes
*The embedded systems are building security systems.

Biomedical Equipment Clearinghouse

HHS chairs the CIO Council’s Biomedical Equipment Subcommittee. FDA sent letters to
manufacturers of biomedical equipment to request information on the Y2K compliance of their
products. This information is posted on the Biomedical Equipment Clearinghouse Web Site
(http:/wvww.fda.gov/edrh/yr2000/vear2000.html) established and maintained by FDA.

For the 4,200 biomedical equipment manufacturers who have submitted information to the
clearinghouse, the following breakout is provided:

. 2,554 have stated that their products are not impacted by dates.

. 890 manufacturers have reported that all their products are compliant; in addition,
specific information has been provided on 6,489 pieces of compliant products.

. 326 manufacturers have reported 9 non-compliant products.

. 430 manufacturers have submitted internet addresses where their product information is

available; of these, 349 have indicated a problem with one or more product.

In conjunction with its operation of the Y2K Biomedical Clearinghouse, FDA has identified
devices it considers “potentially high risk devices,” or PHRDs. Using this list, FDA is
formulating an approach for monitoring all manufacturers of these devices by initiating, with
contractor assistance, a random sample audit of the manufacturers of PHRDs. The overall
objective of this study is to assure that the manufacturer has systematically:

. identified all devices subject to a possible date related Y2K problem;
. applied risk analyses to determine the appropriate remediation action to be undertaken;
. validated an new hardware or software developed to fix the identified Y2K problem; and

. properly communicated information on the Y2K remediation to affected customers.
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The outcome of this audit will be a report on the results. Depending on the nature of the report,
FDA will then take appropriate steps to ensure the public is informed and not at risk. Belowisa
summary of key events and time line for the effort:

. . Audits of PHRDs:

. Awarded contract on 7/1/99 for a total of 80 audits;

. Obtained OMB approved information collection on 7/30/1999; and

. Conducted auditor training in mid-July.

. Process for audits of PHRDs:

. Select random sample to audit;

. Examine manufacturer’s processes to assess Y2K status of products and to
develop upgrades;

. Develop contingency plans if non-compliance found or manufacturers refuse to
participate; and

. Complete assessments by September 21% and release report in early October.

F. Please include any additional information that demonstrates your agency’s progress.
FDA Outreach

The FDA has also sent surveys to the consumable medical supply manufacturers, biologics
manufacturers, and pharmaceutical manufacturers. These surveys cover approximately 12,000
manufacturers.

Of particular importance is the readiness of the 170 critical drug manufacturers (i.e., those that
make sole source, orphan, or the top 200 most prescribed drugs). Al critical drug firms will be
assessed.

In ali categories, the FDA is concerned about those manufacturers who have October or later as
compliance completion dates. As a result, the Agency is reviewing what actions it can take
(regulatory or non-regulatory) to facilitate the manufacturer’s escalation of their Y2K efforts,
ensure contingency plans are in place, or, if necessary, recall the product.

The FDA has contacted manufacturers of infant formula and medical foods, which began to
submit a summary of their Y2K self assessnfents and contingency plans to the FDA by mid-July.
The FDA has also sent a reminder to the 4,000 domestic seafood firms to take Y2K remediation
actions.

HCFA Outreach
HCFA chairs the Health Care Sector Working Group composed of federal and private industry
members and is working with our health care partners (e.g., the American Hospital Association,

the American Ambulance Association, the American Health Care Association, the National
Association of Rural Health Clinics) to ensure that all health care organizations are Y2K ready.

10
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These associations are contacting their members (e.g., hospitals, clinics, and other health-related
organizations) to determine their Y2K readiness.

HCFA is reaching out to health care plans and providers through 60 scheduled events - 23 one
day conferences and 37 learning sessions, all of which will have been completed in early
September. In general, these sessions discuss Medicare and Medicaid Y2ZK readiness, the status
of the biomedical equipment and pharmaceutical industry, and financial and service assistance to
organizations to prepare for the Year 2000 date change. In addition, HCFA is funding nine rural
Y2K conferences that are being conducted by other organizations such as the Rural Health
Clinics Association and the California Nurses Association. HCFA has established a Y2K
telephone site (1-800-958-HCFA) to answer questions for plans and providers who may also
access Y2K information at http://www.hcfa.gov/v2k.

1 Federally supported. State-run Programs.

1. Describe efforts to ensure that Federally supported, State-run programs (including those programs
run by territories and the District of Columbia) will be able to provide services and bepefits. In
particular, Federal agencies should be sensitive to programs that will have 2 direct and immediate
affect on individuals’ health, safety, or well-being. Include a description of efforts to assess the
impact of the year 2000 problem and to assure that the program will operate. In addition, the
Department of Health and Human Services, the Department of Labor, and the U.S. Department of
Agriculture must provide the following information for those programs listed in Attachment D,

ACF Federally-supported, State-run Programs

ACF developed a partnership plan for assessment of the States’ Y2K efforts in key federally-
supported, State-run programs. These programs are Temporary Assistance to Needy Families
(TANF), Child Care (CC), Child Support Enforcement (CSE), Child Welfare (CW), and the Low
Income Home Energy Assistance (LIHEAP). The goal is to keep State partners focused and on
track with Y2K efforts and contingency planning to assure the public will have no disruption of
services beginning January 1, 2000. ACF will inform, support, and provide assistance to State
and local partners. The plan consists of three different kinds of tasks to prevent disruption in
benefits and services. These are identified below:

. Leadership and Guidance ~ ACF will establish the roles and responsibilities including a
commitment of resources, and accountability in collaborations with contractors and
internal partners; S

. Outreach and Information Sharing - ACF will ensure effective commitment and
collaboration with external partners; and

. Technical Assistance and assessments - ACF will plan and implement the assessments;

facilitate on-going planning and action by its external partners; conduct follow-up
activities to address program problems identified through assessments and other channels.

ACF began its on-site assessment visits on May 24, 1999, and expects to complete the first round

of assessments for all States and territories by mid-September, The assessment reports will be
sent to the Directors of the Programs, State CIOs, State Y2K coordinators, and Governors.

11
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HCFA Federally-supported, State-run Programs’

The Medicaid Program is administered directly by the States with oversight from HCFA.
Although States are responsible for assuring Y2K readiness of their computer systems, HCFA
provides technical assistance to State Medicaid agencies, including protocols for Y2K
compliance and testing, contingency planning strategies, and information on best practices.
HCFA has also taken the extra step of hiring expert consultants who, through site visits, are
assessing States’ progress against their own goals and standards in becoming Y2K compliant, as
well as providing detailed feedback and additional technical support. These contractors are also
assessing the adequacy of each State’s contingency plans.

The first round of State site visits have been completed. HCFA and its independent contractors
visited all 50 States and the District of Columbia as part of the first round of assessments of State
Medicaid.

The purpose of the initial visits was to:

. establish an objective assessment of the status of each State’s Y2K remediation efforts;
and
. provide technical assistance in such areas as risk mitigation, contingency planning,

configuration management, and business continuity.

To compare and contrast the relative level of risk of Y2K failure for each Medicaid system in
each State, HCFA is using a risk rating based on the evaluation of 42 individual factors that
measure the processes, products, and progress of a State’s Medicaid Y2K efforts. These include
various independent factors that measure project management considerations, among others, that
are correlated with the five critical phases identified by the General Accounting Office:
Awareness, Assessment, Renovation, Validation, and Implementation.

Scores on individual factors are weighted using a special protocol. An accumulated score is
reached by adding the individual factors with the verification and validation experience of the
on-site assessors. Each State’s Medicaid Management Information System (MMIS), State
Chiidren’s Health Insurance Program (SCHIP) system, and eligibility system (ES) fall into one
of the three risk categories (High, Medium, and Low) based on the accumulated score.
Depending on the State’s status, second and.éven third round visits may be conducted.

. High Risk Systems tend to share many of the same characteristics, such as usually poor
project management, poor planning, and inadequate testing. There often is a lack of
progress relative to the State’s own schedule, and often no independent validation and
verification of the State’s status. Other common factors among high risk systems
include: a lack of an objective certification process, poor quality assurarce measures, and
a poor or nonexistent contingency plan to assure system remediation or business
continuity in case of failure. The mix of these factors vary from State to State.

12
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. Medium Risk Systems tend to exhibit some smaller set of the same characteristics of high
risk systems, but are often characterized by better management practices. As aresult,
there is a better chance that risks will be mitigated in the coming months. For this reason,
medium risk sites warrant a follow-up visit to verify the anticipated improvement.

. Low Risk Systems usually combine 2 solid management approach, adequate resources,
solid renovation and testing, all with adequate control and independent validation and
verification, However, even these systems are not “no risk” since the delivery of
Medicaid services are highly decentralized and depend heavily upon the smooth
operation of many people and services beyond the States direct authority control.

Second round site visits, devoted to the Y2K efforts of medium- and high-risk States, are
currently underway. These visits began in early May and are expected to be completed by mid-
September 1999. They focus on the status of States” validation and implementation phases, end-
to-end testing, risk mitigation, business continuity and contingency planning, Day One planning,
and outreach activities to beneficiaries and providers. Thus far, in the second round of visits,
States have shown substantial progress in their Y2K readiness.

The information gathered during these visits, and the conclusions reached, are discussed with
State officials in a debriefing session. Results of each site visit are sent to the State Medicaid
Director. A letter from the Secretary is sent to the Governor (and the Mayor of the District of
Columbia) with the assessment reports. These resuits document HCFA's key findings and
recommendations and request the Governor’s leadership in assuring that federal and State
systems will work effectively into the Year 2000. The States are also provided with
recommendations and other types of technical assistance to strengthen their Y2K remediation
efforts.

« The date when each State’s systems supporting the program will be Y2K compliant. Compliant here
indicates the date the State has determined when its systems will be able to provide services, whether
directly or indirectly, to beneficiaries.

On the next page, the State/Program Compliance Report shows the compliant or projected
compliant date expected for the federally-supported, State-run programs for each State.



Not Reported - N/R
Projected Compliant - *
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STATE/PROGRAM COMPLIANCE REPORT

**LIHEAP Information was taken from the Federally Supparted State Run Programs charts dated 7/12/99.
C - Y2K Compiant
NI - No information was reported.
State | Child Welfare | Child Care | Child Support | TANF | LIHEAP 1ES MMIS
4

AL 7/99 7199 12/99% 9/99* 7/99 7/99 10/99
AK N/R N/R N/R N/R N/I 5/99 799

AZ 2/98 8/98 12/98 9/98 C 6/99 6/99
AR 2/99% 10798 2/99* 2/99* NA 7/99 5/99
CA 12/98 | No System 11/99* 't2/98 NI 12/98 6/98
CcO 6/99% 6/99% 6/99% 6/99*% NI 6/99 6/99
CT 6/99% 4/99 3/99 6/99* N/ 9/99 6/99
DE 12/95 12/98 12/95 12/98 7799 1 10/99 5799
DC N/R N/R N/R 10/99 5199 10/99
FL 8/98 7/99*% 11/98 8/98 N/ 12/98 6/99
GA NR N/R 6/99 | 10/99* 5/99 10/99 9/99
HI 4/99* &6/99* 5/99* 11/98 NI} 1198 12/98
D 12/98 11/99% 3/99* 10/98 NI 9/98 12/97
L 7/99 3/99* 12/99* 9/99* NI 6/99 8/99
IN 4/96 6/99* 7199+ 10/99 7199 4/99 6/99
IA 3/99* 3/99* N/R 4/99* N/ 6/99 6/99
KSs 9/98 1/99 5/99* 5/99* C 6/99 11/98
KY 12/98 4/99* S 6199* 6/99* C 3/99 4/99
LA 7198 7199 9/98 9/98 N1 7199 11/99
ME 4/98 | No System 3/99 3/99 7/99 5/99 5/99
MD 6/98 5/98 6/98 8/99* Ni1 9/98 8/99
MA 4/99* 9/99* 159 6/99% NA 3/99 9/99
Mi 4/99* 5/99* 1/99 5/99* C 9/99 3/99
MN 4/99* | No System N/R 7/99 N/ 5/99 12/98
MS 6/99*% N/R 6/99* 6/99% NA 799 3/99
MO 4199 2/99 10/98 5199 NA 7199 7/98




Not Reported - N/R
Projected Compliant - *
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STATE/PROGRAM COMPLIANCE REPORT

**LIHEAP Information was taken from the Federally Supported State Run Programs charts dated 7/12/99.
€ - Y2K Compliant
NI - No information was reported.

State | Child Welfare { Child Care | Child Support | TANF | LIHEAP IES MMIS
MT 6/99* 6/99% 4/99* 7/99 C 799 797
NE 7/99* 7/99* 6/99% 7799% N/ 12/97 7199

NV 7/99* 6/99* 9/99% 9/99* N/ 7/9% 799
NH 5/99* 5/99* 10/99* 12/98 N/1 10/99 8/99
NJ 7/99* 9/99* 6/99* 6/99% cy{ WS 8/99
NM N/R N/R 10/99* | 10/99* NI 3/97 9199
NY 1199 11/98 12/98 12/98 N/ 6/99 12/98
NC 1/99 5/96 12/97 9/99* 6/99 9/99 8/99
ND 7/99* 1/98 5/97 12797 N 7/98 7/98
OH 6/98 6/98 9/99* 5/99 N/ 4/99 10/99
OK 10/99* 10/99* 11/99*% 1 10/99* N/ 9/99 9/99
OR 6/99* 3/99* 6/99* 4/99% NA 8/99 8/99
PA 12/98 10/98 7199 11/98 N1 12/98 12/98
RI 11/99+ 7/99* 3/99* 7/99* NI £1/99 9199
sC 6/99* 10/98 6/99* 5/99% 7199 6/99 9/99
SD 7/99* 3/99* 3/99+ 3/99* C 3/99 5198
TN 7/99* 11/99* 8/99* 11/98 N/A 1/99 9/99
[) ¢ N/R 9/98 9/99* 8/99* N1 8/99 7/99
ut 10/99* T 798 10/99* 798 Ci 11/98 12/98
VT 1/99 10/98 6/99* 6/99* 6/99 6/99 6/99
VA 3/99 | No System 5/99* 3/99 9/99 6/99 9/99
WA 9/98 3798 11/98 3/99 C 4199 4/99
wv N/R N/R N/R NAR NA} 1198 6/99
Wi 6/98 3/99* 3/99* 3/99* N/ 12/98 7/99
WY 12/98 12/98 12/98 12/98 NI 12/98 4199
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* A list of States, if any, for which the Y2K problem is likely to cause significant difficulties in the
State’s operation of the program. Also provide a list of States which are not likely to encounter
significant difficulties.

HCFA Risk Assessments of Federally-supported, State-run Programs

During the assessments, accumulated scores were calculated on 42 individual factors resulting in
arisk category rating. Just because a State’s risk category rating is high does not necessarily
mean that the State will have significant difficulties in the State’s operation of the program.
After the first Round of assessments and seven Round 2 visits, only two States are at High Risk
for both the Medicaid Management Information System {MMIS) and the Eligibility System (ES).
These two States are North Dakota and South Carolina. Below is a listing of States by risk
categories.

. States at High Risk in one category: AL, DE, MA, NH, OH, OK, TN, VT

. States at Medium Risk in both categories: DC, GA, KY, MO, NM, OR, NV, R, WV,
WY

» States at Low Risk in both categories: CA, FL, IA, ID, KS, MD, ME, MI, MS, NE, PA,
SD, UT, WA, WI

On the next page, the Risk Status chart shows the status of each State as assessed by HCFA.
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Risk Status of Federally-Funded State Health Care Programs
Data reflect site visits from November 1998 through May 1999, and do not necessarily reflect the enrrent

status of state system readiness. State readiness information is subject to frequent changes.

MMIS/SCHIP? ELIGIBILITY (BCCPY
RISK SCORE ° RISK SCORE? ¥/=Received/
STATE VISIT DATE! RATING* RATING* Under development
Alabama May 1999 2000 - High 1500 - Medium v
Alaska March 1999 1400 - Medium 1300 - Low v
Arizona bMarch 1999 1800 - Medium 1100 - Low v
Arkansas March 1999 1000 - Low 1600 - Medium v
California February 1999 1100 - Low 900 - Low v
“‘Colorado March 1999 1400 - Medium 1000 - Low U4
Connecticut March 1999 1000 - Low 1700 - Medium v
Delaware March 1999 1200 - Low 2300 - High v
District of Columbia May 1999 1600 - Medium 1800 - Medium v
Florida March 1999 1100 - Low’ 800 - Low v
Georgia May 1999 1400 - Medium 1800 - Medium v
Hawail April 1999 1200 - Low 1500 - Medium v
idaho March 1992 1300 - Low 1200 - Low v
llinols April 1999 1600 - Low 1500 - Medium v
Indiana April 1999 1500 - Medium 1000 - Low v
Towa Degember 1998 Pilot ° - Low Pilot - Low v
Kansas March 1999 900 - Low 1200 - Low v
Kentucky April 1999 1700 - Medium 1500 - Medium v
Louisiana May 1999 1100 - Low 1300 - Medium 4
Maine May 1999 1100 - Low 1100 - Low v
Maryland May 1999 1200 - Low Pilot *- Low v
Masgsachusetts May 1999 2200 - High 1000 - Low v
Michigan March 1999 1000 - Low 1000 - Low v
Minnesota April 1999 1000 - Low 1500 - Medium v
Mississippi March 1999 800 - Low 800 - Low v
Missouri March 1999 1400 - Medium 1800 - Medium v
Montana March 1999 800 - Low 1500 - Medium v
Nebraska April 1999 1300 - Low 1300 - Low v
Nevada April 1999 1600 - Medium 1600 - Medium v
New Hampshire March 1996 1100 - Low 2400 - High v
New Jersey December 1998 Pilot ¢ - Low Pilot ¢ - Medium v
New Mexico February 1999° 1400 - Medium 1500 - Medium v
New York January 1999 1700 - Medium 1300 - Low v
North Carclina December 1998 Pilot ¢ - Low Pilot S - Medium v
North Dakota March 1999 2160 - High 2100 - High v
Ohio March 1999 2100 - High 1000 - Low v
Oklahoma March 1999 2200 - High 1600 - Medium 4
Oregon March 1999 1700 - Medium 1700 - Medium v
Pennsylvania November 1998 Pilot ¢ - Low Pitot ¢- Low 1%
Rhode Island April 1999 1400 - Medium 1700 - Medium v
South Carolina February 1999 2300 - High 3500 - High v
South Dakota April 1999 1100 - Low 1300 - Low v
Tennessee April 1999 200