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SHOW ME THE TAX DOLLARS—HOW MUCH IS
LOST TO IMPROPER PAYMENTS EACH YEAR?

TUESDAY, MAY 13, 2003

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON GOVERNMENT EFFICIENCY AND
FINANCIAL MANAGEMENT,
COMMITTEE ON GOVERNMENT REFORM,
Washington, DC.

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

Present: Representatives Platts and Blackburn.

Staff present: Mike Hettinger, staff director; Dan Daly, counsel,
Larry Brady, Kara Galles, and Tabetha Mueller, professional staff
members; Amy Laudeman, clerk; Mark Stephenson, minority pro-
fessional staff member; and Cecelia Morton, minority office man-
ager.

Mr. PLATTS. We are going to get under way. Our vice chair, Mar-
sha Blackburn, apparently is en route in the building and we will
go ahead and get started, rather than waiting any further.

This hearing of the Subcommittee on Government Efficiency and
Financial Management will come to order. I believe all of us here
today can readily agree that taxpayers have a fundamental right
to know how their tax dollars are being spent. Improper payments
by Federal agencies are a serious and growing problem which costs
taxpayers billions of dollars each year. We have seen some esti-
mates that put the improper payment figure as high as $35 billion.
As I said prior to the start of the hearing to a couple of you, coming
from a community in which we still have 99 cents breakfast spe-
cials, when we start to talk billions of dollars, we pay close atten-
tion.

I cannot help but comment that as I sat down here with my Diet
Pepsi, and on the front is a campaign promotional piece about $1
billion live on TV that you could win, so we are talking about 35
live winnings every year of $1 billion when we are talking about
improper payments.

Commendably, President Bush has made the reduction of im-
proper payments a significant part of his management agenda. A
lack of consistency in calculating, defining and accounting for erro-
neous payments further complicates agencies’ efforts to combat this
problem. The Improper Payments Information Act signed into law
just last November is designed to address these concerns and re-
quires OMB to issue guidance by the end of this month which will
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establish governmentwide procedures for dealing with erroneous
payments.

An improper payment is any payment that should not have been
made. It can be an incorrect payment, an over-or under-payment,
and include among other things a payment to an ineligible recipi-
ent; a payment for an ineligible service; or a duplicate payment, as
well as a payment for service not received at all.

While we do not yet have our arms around the total extent of
this problem, what we do know is that these mistakes, which occur
throughout government, are made because agencies do not have
adequate internal financial controls and business process systems
in place to protect against these types of errors. As we have pointed
out time and time again during our last three hearings, agencies
can get clean audit opinions, unfortunately without having sound
internal financial controls that would prevent improper pay-
ments—what we described as heroic end of the year efforts to get
that clean opinion, even though throughout the year their financial
controls were not well planned or well implemented.

Over the years, various agencies have estimated the amount of
improper payments, but many believe that these estimates rep-
resent only the tip of the iceberg. Last year, my esteemed former
colleague, Congressman Steve Horn, who served as chairman of
this subcommittee, was successful in securing the enactment of the
Improper Payments Information Act of 2002. This law has helped
bring to the forefront the need to address this issue more aggres-
sively. Now, agencies will be required to make estimates of erro-
neous payments, and if those estimates are more than $10 million,
to develop plans to reduce or eliminate these errors.

Today, we look forward to exploring the draft guidance from
OMB and learning from GAO about strategies to identify and re-
duce improper payments. We are also eager to hear from HHS on
the challenges they faced and the successes they have had in deal-
ing with this problem.

[The prepared statement of Hon. Todd Russell Platts follows:]
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The President has made the reduction of improper payments a significant part of
his management agenda. In support of that agenda, this subcommittee believes that
taxpayers have a fundamental right to know how their tax dollars are being spent.
Improper payments by federal agencies are a serious and growing problem which costs
taxpayers billions of dollars each year. We have seen some estimates that put the
improper payment figure as high as $35 billion.

The lack of consistency in calculating, defining and accounting for erronecous
payments further complicates agencies’ efforts to combat this problem. The “Improper
Payments Information Act” is designed to address these very concerns and requires OMB
to issue guidance by May 26, 2003, which will establish government-wide procedures for
dealing with erroneous payments.

An improper payment is any payment that should not have been made. It can be
incorrect payment, an over- or under- payment, and can include, among other things, a
payment to an ineligible recipient, a payment for an ineligible service, a duplicate
payment or a payment for a service not received.

While we do not yet have our arms around the total extent of the problem, what
we do know is that these mistakes, which occur throughout government, are made
because agencies do not have adequate internal financial controls and business process
systems to protect against these types of errors. As we have pointed out time and time
again during our last three hearings; agencies can get clean audit opinions without having

sound internal financial controls that would prevent improper payments.

Over the years, various agencies have estimated the amount of improper
payments, but many believe that these estimates represent only the tip of the iceberg.
Last year, my esteemed former colleague, Congressman Steve Horn, who served as
Chairman of this Subcommittee, was successful in securing the enactment of the
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“Improper Payments Information Act of 2002” (P.L. 107-300). This law has helped
bring to the forefront the need to address this issue more aggressively. Now, agencies will
be required to make estimates of erroneous payments and, if those estimates are more
than $10 million annually, to develop plans to reduce or eliminate these errors.

Today, we look forward to exploring the draft guidance from OMB and learning
from GAO about strategies to identify and reduce improper payments. We’re also eager
to hear from HHS on the challenges they’ve faced and the successes they’ve had in
dealing with this problem.
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Mr. PraTTs. Today, we are pleased to have with us the Honor-
able Linda Springer, Controller of the Office of Federal Financial
Management in the Office of Management and Budget; Mr. McCoy
Williams, Director of the Financial Management and Assurance
Team in the General Accounting Office; and Mr. Kerry Weems,
Acting Assistant Secretary for Budget, Technology and Finance in
the Department of Health and Human Services. Thank you for
coming and we look forward to your testimonies here today.

We will give our vice chair a second to catch her breath. I under-
stand you do not wish to make an opening statement?

Ms. BLACKBURN. No, Mr. Chairman.

Mr. PraTrTs. OK. We will then proceed to our witnesses. I would
ask each witness if you would stand, and anyone who will be advis-
ing you during your testimony to also stand, and take the oath to-
gether.

[Witnesses sworn.]

Mr. PrarTs. Thank you. The clerk will note that all witnesses,
as well as others who will be advising them, have affirmed the
oath. We now would like to proceed directly to the testimonies. Ms.
Springer, we will begin with you, followed by Mr. Williams and Mr.
Weems. The subcommittee appreciates the substantive written tes-
timonies that each of you have provided for the record. We would
ask that you keep your verbal testimonies here today to less than
5 minutes.

Ms. Springer, please proceed with your testimony.

STATEMENT OF LINDA M. SPRINGER, CONTROLLER, OFFICE
OF FEDERAL FINANCIAL MANAGEMENT, OFFICE OF MAN-
AGEMENT AND BUDGET

Ms. SPRINGER. Thank you, Mr. Chairman. I appreciate the oppor-
tunity to be before this subcommittee again. One of the reasons I
am glad to be here is to continue the partnership that exists be-
tween the administration and the subcommittee in advancing many
of the President’s initiatives to improve management in the execu-
tive branch. This partnership is critical to the success of our ef-
forts, particularly in the area of erroneous payments. We will need
changes in law, some of which have already been proposed, to im-
prove our payment processes. I ask for your help to get those tools
which I will address in more detail in a moment.

Today, we are discussing the President’s initiative to reduce erro-
neous payments made with Federal dollars. This committee is more
familiar than most with the status of efforts in the government to
address this critical problem. Not long ago, based on GAO compila-
tions of erroneous payment estimates reported in agency financial
statements, the estimate of governmentwide erroneous payments
was said to be around $20 billion. GAO also said as significant as
this amount is, the actual extent of improper payments govern-
mentwide is unknown, and is likely to be billions of dollars more
and will likely grow in the future without concerted and con-
centrated efforts by agencies, the administration and the Congress.

That statement is as true now as it was when GAO made it last
summer. What we can say is that we know a lot more and we are
doing a lot more than ever before about the extent and cause of er-
roneous payments made by the Federal Government.
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As you know, Mr. Chairman, the President announced as part of
his management agenda a renewed effort to reduce erroneous pay-
ments. Initially, the initiative focused on the government’s major
benefit programs. The administration identified programs that
make in excess of $2 billion in payments annually and require
those agencies to assess the risk, the extent, and to put in place
a strategy to reduce erroneous payments. Based on the estimates
of erroneous payments made in programs making almost $1 trillion
in payments annually, erroneous payments exceed $35 billion a
year. Error rates for those programs range from almost zero to
more than 30 percent. That is obviously an unacceptable situation.
We have an urgent duty to the American taxpayer to improve our
stewardship over their resources.

There are agencies that we should commend, like the Office of
Personnel Management, which manages the Federal Employees
Health Benefits Program, with an error rate of just over 1 percent;
Federal Retirement Benefit programs, less than 1 percent; and the
Department of Defense which manages military retirement, 0.05
percent error rate, for keeping those error rates low. We should
also commend Medicare and food stamps, which have shown re-
anarkable progress in bringing their erroneous payment rates

own.

Other programs for which we have estimated the rate of erro-
neous payments have not yet shown progress. I want to emphasize
that the administration’s initiative to reduce EITC, that is Earned
Income Tax Credit payments, is one that we are also focused on.
It has an error rate of almost 30 percent. Our initiative is not hap-
pening at the expense of the IRS’s efforts to pursue other enforce-
ment priorities, so there is a global effort with respect to tax issues.
I am assured that the IRS is increasing its efforts to pursue with
vigor those in upper-income brackets who would evade their tax-
paying obligations.

Another area where the error rate is unacceptably high is in
housing subsidies. The Department of Housing and Urban Develop-
ment overpays more than $2 billion annually in low-income rent
subsidies. The causes include incomplete reporting of tenant in-
come and improper calculation of tenant rent contributions. HUD
has committed to a goal of 50 percent reduction in these erroneous
payments by 2005, but it needs a tool to achieve this goal. HUD
needs access to the national directory of new hires so it can verify
tenant income. Congressman Sessions has recently introduced leg-
islation, H.R. 1030, to grant HUD this authority. If enacted, this
legislation is expected to potentially garner up to $5 billion in sav-
ings over 10 years.

It is remarkable that we now have error rates for programs that
make up almost $1 trillion in payments annually, but those pro-
grams targeted as part of the President’s Management Agenda
make an additional $300 billion in annual payments. With the pas-
sage of the Improper Payments Information Act, we are targeting
even more programs that make hundreds of billions of dollars in
payments annually for which we have no adequate measure of er-
roneous payments. As a result of legislation proposed by this com-
mittee, portions of recovered erroneous contract payments can now
be used for recovery audit activities. Agencies are using this tool
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to identify erroneous payments made, reveal why they were made,
and most importantly, prevent erroneous contract payments in the
future.

Of course, this subcommittee also authored the recently enacted
Improper Payments Information Act in 2002. That law will require
agencies to identify programs and activities in which there is a risk
of erroneous payments, estimate the extent of the erroneous pay-
ments, and report to Congress all such programs and activities that
make erroneous payments in excess of $10 million a year.

I am pleased to report that the administration’s guidance, re-
quired by law to be issued by the end of May, will be distributed
to agencies around the end of this week. We would like to hold that
up and get the benefit of any information that comes out of this
hearing as well, and reflect it. The result of the law and the guid-
ance will be greater uniformity in the estimation and reporting of
erroneous payments. For example, agencies will be required to esti-
mate the extent of erroneous payments based on a statistical sam-
ple, with a 90 percent confidence level and 5 percent precision.
That is 2.5 percent around either side, plus or minus, of the esti-
mated rate. They will be required to report the extent of their pay-
ments in their annual performance and accountability reports.

Through all these activities, we are improving the payment accu-
racy of government programs and activities. The urgent duty I
spoke of earlier is to ensure that America’s taxpayer dollars are ad-
ministered with the greatest integrity possible. Where we identify
problems in payment processes, we are working diligently to ad-
dress them. Where we do not know the extent of the problem, we
will find it out. The end result will be better-administered pro-
grams and fewer wasted dollars. We are at the beginning of this
process to reduce erroneous payments, but we could win this race
with your continued support.

I would be glad to answer any questions. Thank you.

[The prepared statement of Ms. Springer follows:]
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Statement of the Honorable Linda M. Springer,
Controller, Office of Federal Financial Management,
Office of Management and Budget
Before the
Subcommittee on Government Efficiency and Financial Management,
Committee on Government Reform,
United States House of Representatives
May 13, 2003

Reducing Erroneous Payments

Mr. Chairman, I appreciate the opportunity to be before this Subcommittee again. One of
the reasons I'm glad to be here is to continue the partnership that existed between the
Administration and this Subcommittee in advancing many of the President’s initiatives to
improve the management of the Executive Branch. This partnership is critical to the
success of our efforts, particularly in the area of erroneous payments. We will need
changes in law — some of which have already been proposed — to improve our payment
processes. Iask for your help to get those tools, which I will address in more detail in a

moment.

Today we are discussing the President’s initiative to reduce erroneous payments made
with Federal dollars. This Committee is more familiar than most with the status of efforts

in the government to address this critical problem.

Not long ago, based on General Accounting Office (GAO) compilations of erroneous
payment estimates reported in agency financial statements, the estimate of government-
wide erroneous payments was said to be around $20 billion. GAO also said, “As
significant as [this amount is], the actual extent of improper payments government-wide

is unknown, is likely to be billions of dollars more, and will likely grow in the future
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without concerted and coordinated efforts by agencies, the administration, and the

Congress.”l

That statement is as true now as it was when GAO made it last summer. What we can
say is that we know a lot more and we’re doing a lot more than ever before about the

extent and causes of erroneous payments made by the Federal government.

Reducing Erroneous Payments as Part of

the President’s Management Agenda

As you know, Mr. Chairman, the President announced, as part of his Management
Agenda, a renewed effort by the government to reduce erroneous payments. Initially, the
initiative focused on the government’s major benefit programs. The Administration
identified those programs that make payments in excess of $2 billion annually, required
those agencies to assess the risk of, estimate the extent of, and put in place a strategy to
reduce erroneous payments. Based on the estimates of erroneous payments made in
programs making almost $1 trillion in payments annually, erroneous payments exceed
$35 billion a year. Error rates for those programs range from almost zero to more than
30%. This is an unacceptable situation. We have an urgent duty to the American

taxpayer to improve our stewardship over their resources.

We should commend agencies like the Office of Personnel Management, which manages
the Federal Employee Health Benefit Program (1.14% error rate) and the federal
retirement benefit programs (.35% error rate), and the Department of Defense, which
manages military retirement (.05% error rate), for keeping their error rates low. We
should also commend programs like Medicare (6.30% error rate) and Food Stamps

(8.66% error rate), which have shown remarkable progress in reducing erroneous

payments.

! Report to the Ranking Minority Member, Committee on Governmental Affairs, U.S. Senate; Financial
M , Coordinated Approach Needed to Address Government's Improper Payments Problems,
General Accounting Office, Report GAO-02-749; August 2002,
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Other programs for which we have estimated the rate of erroneous payments have not yet
shown progress. For instance, the error rate in the Earned Income Tax Credit [EITC]
program is almost 30%. Almost one in every three dollars for this program is paid
incorrectly. Having identified the three basic causes of erroneous EITC payments --
income reporting errors; taxpayers claiming a qualifying child who was also the
qualifying child of someone else with higher modified adjusted gross income (AGI); and
married taxpayers who should have filed as “married-filing separately” rather than
“single” or “head of household”-- we are taking common sense steps to reduce errors in
this program. For most EITC recipients, the process to apply for and receive the credit
will be as simple as before. For others where the IRS identifies a risk of erroneous
information on a tax return, the IRS will require information from taxpayers sufficient to
verify their eligibility for the credit. The President has requested additional resources to
fund this effort. The investment will ensure that EITC payments are getting to those

Congress intended to receive them and we will reduce erroneous payments by billions.

I want to emphasize that the Administration’s initiative to reduce erroneous EITC
payments is not happening at the expense of the IRS’ efforts to pursue its other
enforcement priorities. I am assured that the IRS is increasing its efforts to pursue with

vigor those in the upper income brackets who would evade their taxpaying obligations.

Data Sharing as a Tool to Prevent Erroneous Payments

Another area where the error rate is unacceptably high is in housing subsidies. The
Department of Housing and Urban Development (HUD) overpays more than two billion
dollars annually in low-income rent subsidies. The causes: incomplete reporting of
tenant income; improper calculation of tenant rent contributions; and failure to fully
collect all outstanding rent. HUD has committed to a goal of a 50 percent reduction in
these erroneous payments by 2005, but it needs more tools to achieve this goal. HUD
needs access to the National Directory of New Hires so it can verify tenant income.

Congressman Sessions recently introduced legislation — H.R. 1030 - to grant HUD this
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authority. If enacted, the legislation is expected to potentially garer up to $5 billion in

savings over ten years.

The Administration has requested similar authorities from Congress for other programs.
One proposal would grant the State Workforce Agencies access to the National Directory
of New Hires for quick detection of individuals who have gone back to work, but
continue to collect unemployment compensation. Another proposal would grant the
Department of Education the ability to verify the income reported on Federal student aid
applications with income information reported to the Internal Revenue Service.

Together, these proposals would prevent the waste of billions of dollars in erroneous

payments over just the next several years.

I can not emphasize enough how critical Congressional support is to our efforts to reduce
erroneous payments. As we learn more about why programs make erroneous payments,
we will continue to need new tools to reduce them. 1 respectfully request, Mr. Chairman,
this Subcommittee’s active support for the proposals I mentioned above. These data
sharing tools are important to prevent erroneous payments from going out the door in the

first place.

More Rates to Come

1t is remarkable that we now have error rates for programs that make almost $1 trillion in
payments annually. But those programs targeted as part of the President’s Management
Agenda make an additional $300 billion in payments annually. With the passage of the
Improper Payments Information Act, we are targeting more programs that make hundreds
of billions of dollars in payments annually for which we have no adequate measure of
erroneous payments. One of those programs targeted as part of the President’s
Management Agenda is Medicaid. Federal outlays for the Medicaid program will exceed
$160 billion in FY 2003. We are working hard with states to establish a methodology
that could be used across the country to establish a uniform error rate. What we have

found is not surprising. Insufficient documentation to support claims was a leading basis
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for classifying a payment as erroneous. Other errors include payments for medically
unnecessary services or errors in coding, billing, or processing. Our effort to examine the

integrity of Medicaid payments should reduce errors in these areas.

Recovery Auditing

For those who are not aware, it is worth noting that this Subcommittee has shown superb
leadership in the past in the area of erroneous payments. It was one of the first in
Congress to propose the use of recovery auditing, the examination of an agency’s
contract payments to determine the extent of things like duplicate payments; errors on
invoices; payments for items not received; mathematical or other errors in determining
payment amounts and executing payments; and the failure to obtain credit for returned
merchandise. As a result of legislation proposed by this Subcommittee, portions of
recovered erroneous contract payments can now be used to pay for recovery auditing
activities. Agencies are now using this tool to identify erroneous payments made, reveal
why they were made, and, most importantly, prevent erroneous contract payments in the

future.

Improper Payments Information Act

Of course, this Subcommittee also authored the recently enacted Improper Payments
Information Act of 2002 (Public Law 107-300). This law requires agencies to identify
those programs and activities in which there is a risk of erroneous payments; estimate the
extent of erroneous payments in those programs and activities; and report to Congress all
such programs and activities that make erroneous in excess of $10 million. I am pleased
to report that the Administration’s guidance, required by law to be issued by the end of
May, will be distributed to agencies this week. The result of this law and guidance will
be greater uniformity in the estimation and reporting of erroneous payments. For
instance, agencies will be required to estimate the extent of erroneous payments based on

a statistical sample with 90% confidence and 5% precision. And they will be required to
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report the extent of their erroneous payments in their annual Performance and

Accountability Reports.

Through all of these activities, we are improving the payment accuracy of government
programs and activities. The urgent duty I spoke of earlier is to ensure that American’s
tax dollars are administered with the greatest integrity. Where we identify problems in
payment processes, we are working diligently to address them. Where we don’t know the
extent of the problem, we will find it out. The end result will be better administered
programs and fewer wasted dollars. We are at the beginning of the race to reduce

erroneous payments, but it is one that we can win with your continued support.
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Mr. PLATTS. Thank you, Ms. Springer.
Mr. Williams.

STATEMENT OF MCCOY WILLIAMS, DIRECTOR, FINANCIAL
MANAGEMENT AND ASSURANCE TEAM, U.S. GENERAL AC-
COUNTING OFFICE

Mr. WiLLiAMS. Thank you, Mr. Chairman and vice chairwoman.
Thanks for the opportunity to discuss the governmentwide im-
proper payment problems.

In general, improper payments are payments the government
made in error or in the wrong amount and often result from weak-
nesses in systems of internal control. As we testified before this
subcommittee last month, improper payment estimates disclosed in
agency financial statements totaled approximately $20 billion each
year for both fiscal years 2002 and 2001. OMB recently estimated
the amount of improper payments at about $35 billion annually.

However, the scope of the problem is likely greater because most
agencies have not yet estimated or publicly reported the magnitude
of improper payments in their programs and activities. In October
2001, we issued an executive guide that provided information on
strategies used successfully by public and private sector organiza-
tions to address their improper payment problems. We found that
entities using these best practices shared a common focus of im-
proving their systems of internal control.

Most recently, in a report issued last August, we pointed out that
existing guidance did not require all Federal agencies to estimate
the improper payments in their programs and activities, or offer
agencies a comprehensive approach to measuring improper pay-
ments, developing and implementing corrective actions, or report-
ing on the results of actions taken. Today, we are seeing important
leadership action, both from the Congress and from the administra-
tion, to address the improper payments problem.

I would like to highlight two areas and provide my perspective
as to their potential impact. First, on the legislative side, two re-
cent pieces of legislation, the Improper Payments Information Act
of 2002 and Section 831 of the National Defense Authorization Act
for Fiscal Year 2002, provided an impetus for all agencies to sys-
tematically address improper payments activities annually, and to
identify and recover contract over-payments. To illustrate this, the
Improper Payments Information Act of 2002, that this subcommit-
tee sponsored, requires agency heads to annually review all pro-
grams and activities that they administer, and identify those sus-
ceptible to improper payments. For those with estimates of signifi-
cant improper payments, the legislation requires further analysis
and reporting. The law also requires OMB to prescribe agency
guidance to implement the requirements of the act.

The National Defense Authorization Act for Fiscal Year 2002
contains a provision that requires agencies entering into sizable
contracts to carry out a cost recovery program for improper pay-
ments made to contractors. With the passage of this law, the Con-
gress removed multiple barriers and granted agencies a much-
needed incentive for identifying and reducing their improper pay-
ments.
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Second, on the administrative side, the President’s Management
Agenda has identified improper payments as a key element in the
administration’s initiative to improve financial performance
throughout the Federal Government. As described in the agenda,
OMB will work with agencies to establish goals to reduce improper
payments for each program over $2 billion. In addition, OMB re-
cently issued draft guidance on the implementation of the Improper
Payments Information Act of 2002 for agency comment. The guid-
ance should help ensure transparency in reporting for those agen-
cies with programs and activities with significant risk for improper
payments. As I stated earlier, recent legislation and other actions
have brought the government’s improper payment problems to the
forefront. Implementing the legislative provisions and other actions
I have discussed today is a shared responsibility. It will require
continued strong support and active and cooperative involvement
from the Congress, the administration and agency management.

In closing, I want to emphasize our commitment to continuing
our work with the Congress, the administration and Federal agen-
cies to ensure that improper payments are fully addressed govern-
mentwide, and that actions are taken to reduce or eliminate the
government’s vulnerabilities to the significant problem of improper
payments.

Mr. Chairman, this concludes my prepared statement. I would be
happy to respond to any questions.

[The prepared statement of Mr. Williams follows:]
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What GAO Found

Improper payments are a longstanding, widespread, and significant problem
in the federal government. Agency financial statements for both fiscal years
2002 and 2001 identified improper payment estimates of approximately $20
billion. OMB recently testified that the amount of improper payments was
closer to $35 billion annually for major benefit programs. As significant as
these amounts are, they do not represent a true picture of the magnitude of
the problem governmentwide because they do not consider other significant
but smaller programs and other types of agency activities that could result in
improper payments.

Until recently OMB guidance did not require or offer agencies a
comprehensive approach to measuring improper payments, developing and
implementing corrective actions, or reporting on the results of the actions
taken. lmproper payment information varied across agencies and programs
and included a mixture of estimated improper payment rates and actual
improper payments, and was reported inconsistently in a variety of places,
inchading annual financial statements, performance reports, and the federal
budget. None of these reporting mediums provided a comprehensive view of
either the scope of the improper payment problem or of individual agency or
government efforts to reduce it.

We are seeing increased leadership and actions—both from the Congress
and the administration-—to address the improper payraent problem.

Two recent pieces of legislation provide an impetus for all agencies to
systematically address improper payment activity on an annual basis and to
identify and recover contract overpayments. To illustrate this, the Improper
Payments Information Act of 2002 requires agency heads to annually review
all programs and activities that they administer and identify those
susceptible to improper payments. For those with estimates of significant
improper payments, the legislation requires further analysis and reporting.
The National Defense Authorization Act for fiscal year 2002 contains a
provision that requires agencies entering into sizeable contracts to carry out
a cost recovery program for improper payments made to contractors.

OMB has taken some actions to address our prior improper payment-related
recommendations. For example, it has issued draft guidance for agency use
in identifying and reporting on improper payments within their programs
and activities. Further, preliminary follow up work on our prior
recommendations shows a wide range of agency activities regarding
improper payment identification and reporting. Some agencies have
implemented detailed action plans while others are in the early stages of
such work. OMB and the agencies need to continue to work to identify and
measure improper paynments, set performance goals, implement corrective
actions, and report resuits against those goals.

United States General Accounting Office
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Mr. Chairman and Members of the Subcommittee:

Thank you for the opportunity to discuss the governmentwide improper
payment problem. Specifically, I will discuss leadership actions taken by
the Congress and the Office of Management and Budget (OMB) to address
this problem, and I will highlight the results of our work in this area over
the past few years that address actions agencies can undertake to prevent
or reduce Improper payments,

In general, improper payments are payments the government made in
error and often result from a Jack of or inadequate systems of internal
controls. We use the term improper payments to include inadvertent
errors such as duplicate payments and miscalculations; payments for
unsupported or inadequately supported claims, payments for services not
rendered, payments to ineligible beneficiaries, and payments resulting
from fraud and abuse by program participants and/or federal employees.

Because improper payments are a longstanding, widespread, and
significant problem in the federal government, few would argue that the
goal of reducing them is not a worthy one. As we testified before this
subcommittee on April 8, 2003,' irnproper payment estimates disclosed in
agency financial statements totaled approximately $20 billion each year
for both fiscal years 2002 and 2001. As significant as these amounis are,
they do not present a true picture of the magnitude of the problem
governmentwide. OMB recently estimated the amount of improper
payments at about $35 billion annually. While either of these figures
represent a considerable amount of wasted taxpayer dollars, the scope of
the problem is likely greater because most agencies have not yet estimated
or publicly reported the magnitude of improper payments in their
programs and activities.

The risk of improper payments and the government’s ability to prevent
them has important long-term implications. As the baby boom generation
leaves the workforce, spending pressures will grow rapidly due to
increased costs of programs such as Medicare, Medicaid, and Social
Security. Other federal expenditures are also likely to increase. These
spending pressures and the increased size of federal programs all but

'1.8. General Accounting Office, Fiscal Year 2002 U.S. Government Financial

Statements: Sustained Leadership and O ight Needed for Effective ] ion of
Financial Management Reform, GAO-03-572T (Washington, D.C.: Apr. 8, 2003).

Page 1 GAO-03-750T
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guarantee that, absent improvement in internal controls and other
proactive actions, the risk of even more improper payments will exist.

Our work has demonstrated that attacking improper payment problems
requires a strategy appropriate to the organization involved and its
particular risks, including a consideration of the legal requirements
surrounding security and privacy issues. Our findings in this area have
resulted in the identification of strategies to address improper payments
and in governmentwide recommendations for proactive leadership at the
highest levels of government, in addition to specific procedures designed
to help agencies better identify, measure, reduce, and report their
improper payments.

In October 2001, we issued an executive guide that provided information
on strategies used successfully by public and private sector organizations
to address their improper payment problems.* We found that the entities
using these best practices shared a common focus of improving the
internal control system. The components of this control system and a brief
definition of each follows.

Control environment—creating a culture of accountability by establishing
a positive and supportive attitude toward improvement and the
achievement of established program outcomes.

Risk assessment—performing comprehensive reviews and analyses of
program operations to determine if risks exist and the nature and extent of
the risks identified.

Control activities—taking actions to address identified risk areas and help
ensure that management’s decisions and plans are carried out and
program objectives are met.

Information and communications—using and sharing relevant, reliable,
and timely financial and nonfinancial information in managing improper
payment related activities,

Monitoring-—tracking improvement initiatives, over time, and identifying
additional actions needed to further improve program efficiency and
effectiveness.

*1.8. General Accounting Office, Strulegies to Manage Improper Payments: Learning
From Public and Privete Sector O izati GAO-02-69G ( i D.C.: Oct.
2001).

Page 2 GAO-03-750T
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Most recently, in a report issued last August,” we pointed out that existing
guidance did not require or offer agencies a comprehensive approach o
measuring improper payments, developing and implementing corrective
actions, or reporting on the results of the actions taken. Improper payment
information varied across agencies and programs and included a mixture
of estimated improper payment rates and actual improper payments.
Moreover, the information was inconsistently reported in a variety of
places, including annual financial statements, performance plans, and the
federal budget. None of these reporting mediums provided a
comprehensive view of either the scope of the improper payment problem
or of individual agency or governmentwide efforts to reduce it. As such,
there is inadequate substantive information for use in establishing (1) a
baseline measure of the extent of improper payments, (2) appropriate
response levels to correct improper payment problems, and (3)
responsibility—holding organizations and/or individuals accountable for
performance and results.

As a result of these findings, we recommended that federal executive
branch agencies assign responsibilities for taking actions to minimize
improper payments and that OMB assist agencies in developing methods
to identify and implement those actions. We also presented matters for
congressional consideration to assist agencies in addressing barriers to
actions to better manage efforts to reduce improper payments and to help
them with improvement efforts.

We are seeing important leadership and action—both from the Congress
and from the administration—to address the improper payment problem.
Today 1 will highlight these actions and provide my perspective as to their
potential impact. 1 will also discuss our intent to follow up with the 24
Chief Financial Officer (CFO) Act agencies on our previous
recommendations that address actions agencies can take to prevent and
reduce improper payments.

SU.S. General Accounting Office, F ial M : C g d Approach Needed
10 Address the Government's Improper Payments Problems, GAC-02-749 (Washington,
D.C.: Aug. 9, 2002).

Page 3 GAO-03-750T
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Legislation Mandates
Agency Actions to
Identify and Act on
Improper Payment
Problems

Two recent pieces of legislation—the Improper Payments Information Act
of 2002¢, and Section 831 of the National Defense Authorization Act for
Fiscal Year 2002°—provide an impetus for all agencies to systematically
address improper payment activity annually, and to identify and recover
contract overpayments.

Improper Payments Act

The improper Payments Information Act of 2002, that this subcommittee
sponsored, contains stringent requirements in the areas of improper
payment review and reporting. Agency heads are to annually review all
programs and activities that they administer and identify those that may be
susceptible to improper payments. Across-the-board implementation of
this provision will significantly increase the number of agencies analyzing
their programs and activities for improper payments and coincides with
our recommendation that the 24 CFO Act agencies assign responsibility
for establishing procedures for assessing agency and program risks of
improper payments.

Once agencies identify their programs that are susceptible to significant
improper payments, the legislation requires agencies to estimate the
annual amount of improper payments in those programs and activities. For
progrars for which estimated improper payments exceed $10 million,
agencies are to report to the Congress on actions they are taking to reduce
those errors. The report will also include a discussion of the causes of the
improper payments identified, actions taken to correct those causes, and
the results of the actions taken to address those causes. The provisions of
this legislation coincide with our recommendation that CFO Act agencies
take actions to reduce improper payments and report to the Congress,
OMB, and the agency head on the progress made in achieving improper
payment reduction targets and future action plans for controlling improper
payments.

The law further requires OMB to prescribe agency guidance to implement
the requirements of the act. For years, we have recommended that OMB
develop and issue guidance to federal executive agencies to assist them in
developing and implementing a methodology for annually estimating and

“Pub. L. No. 107-300, 116 Stat. 2350, (2002).
*Pub. L. No. 107-107, 115 Stat. 1012, 1186, (2001).
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reporting improper payments, and for developing goals and strategies to
address improper payments. I will discuss OMB'’s actions in this area later
in my statement.

Recovery Auditing
Legislation

Our October 2001 executive guide on improper payments recognized that
some improper payments are inevitable and identified and described
improper payment detection activities including recovery auditing.
Recovery anditing entails exarining payment file information to identify
possible duplicate or erroneous payments and taking recovery action. Our
guide suggested that the techniques used in recovery auditing could be
used more in the federal government not only to identify improper
payments already made, but also to analyze records prior to payment to
prevent improper payments before they occur. In our opinion, it is both
faster and cheaper to proactively identify and prevent potential improper
payments than to try to detect such errors and collect them after the fact.

Section 831 of the National Defense Authorization Act for Fiscal Year 2002
contains a provision that requires agencies entering into contracts with
costs exceeding $500 million annually to have cost-effective programs for
identifying errors in paying contractors and for recovering amounts
erroneously paid. The legislation further states that a required element of
such a program is the use of recovery audits and recovery activities. The
law authorizes agencies to retain recovered funds to cover in-house
administrative costs as well as to pay contractors, such as collection
agencies. Any residual recoveries, net of these program costs, may be
credited back to the original appropriation, subject to restrictions as
described in the legislation. With the passage of this law, the Congress has
removed multiple barriers and granted agencies a much needed incentive
for identifying and reducing their improper payments, in addition to
recovering those improper payments that slip through agency prepayment
controls. The technigues used in recovery auditing (such as examining
payment file information to identify duplicate payments or calculation
errors) offer the opportunity for identifying weaknesses in agency internal
controls, which can then be modified or upgraded to be more effective in
preventing improper payments before they occur. Further, accurate
assignment of costs and a functioning cost accounting system to track
those costs can assist agency management by providing the information
needed to identify agency and contractor expenses reimbursable under
this legislation.

Page 5 GAO0-03-750T
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OMB's Actions to
Address Improper
Payments

OMB’s role in managing, immplementing, and overseeing governmentwide
administrative policy, its interagency perspective, and its leadership role
on the various interagency councils make it a key player in the
government’s effort to reduce improper payments. I would like to briefly
discuss two actions—one legislatively and the other administratively
driven.

In the legisiative area, OMB recently issued draft guidance on
implementation of the Improper Payments Information Act of 2002 for
agency comment. In this guidance, OMB addressed the specific reporting
requirements provided by the act and laid out the steps necessary for
agencies to meet those requirements. For example, the draft guidance
calculates annual improper payments as the gross total of both over- and
under- payments, and sets statistical sampling confidence and precision
levels for estimating those payments. 1t also requires agencies with
estimated improper payments in any program or activity exceeding $10
million to include, along with the estimated amount, a discussion of the
amount of actual improper payments the agency expects to recover and
how it will go about recovering them in the Management Discussion and
Analysis section of their annual Performance and Accountability Report.
These actions will help ensure transparency in reporting for those
agencies with programs and activities with significant risks for improper
payments.

On the administrative side, the President’'s Management Agenda has
identified improper payments as a key element in the administration’s
initiative to improve financial performance throughout the federal
government—one of five governmentwide initiatives that the Agenda
addressed. As described in the Agenda, OMB will work with agencies to
establish goals to reduce improper payments for each program over $2
billion. In the past, agencies’ financial statements contained a mix of
estimated improper payment rates and actually identified improper
payments—this was for those agencies that had, in fact, reported improper
payments. OMB now requires agencies to provide an improper payment.
rate based on a statistical sample projected to the universe of payments
made. It revised the guidance in its Circular A-11 to require agencies to
distinguish between overpayments, underpayments, and total improper
payments, and to define the methodology used to develop their error rate.
The revision was intended to ensure consistency in the error rates
reported by the agencies. The Circular requires agencies to report this
information with their initial budget submissions and prohibits agencies
from publicly disclosing these submissions. We have stated in the past
and continue to naintain that this information should be in the public

Page 6 GAO-03-750T
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domain since it is necessary to enable oversight and monitoring by
interested parties, including the Congress and the public.

Our August 2002 report on improper payments included recommendations
to OMB designed to assist agencies with challenges in identifying and
measuring their improper payments, setting performance goals,
implementing corrective actions, and reporting the results against the
goals. OMB has taken some actions to address these recommendations.
For example, in October 2002 testimony before this committee, it
addressed statutory roadblocks faced by the departments of Labor
(Labor), Education (Education), and Housing and Urban Development
(HUD) in gaining access to existing information that those agencies could
use in verifying the employment status and income of applicants." OMB
{estified that it had proposed legislation to eliminate the data-sharing
barriers at Labor and Education, and that it was in the process of
proposing legislation that would assist HUD in accessing much needed
data that already exists at the Department of Health and Human Services,
While this is a start, identifying and mitigating or eliminating barriers must
be an ongoing process as additional agencies begin to address their
improper payments and identify additional barriers that restrict their
actions to reduce or eliminate improper payments. OMB’s efforts in
working with the Congress and federal agencies to ensure successful
implementation of the provisions of the Improper Payments Information
Act of 2002 and other legislation and administrative actions that can
impact improper payments are critical to the governmentwide effort to
reduce inproper payments and facilitate the implementation of our
recommendations.

OMB is providing additional leadership through a joint CFO Council and
President’s Council on Integrity and Efficiency (PCIE) workgroup—the
Improper and Erroneous Payments Work Group—to assist agencies in
identifying and reducing erroneous payments and to produce
documentation that would be meaningful, applied to agencies. The
workgroup surveyed agencies concerning the existing use of improper
payment indicators and benchmarks, analyzed survey responses, and
publicly released lists of indicators and techniques agencies currently use
to identify improper payments.

“Office of Management and Budget, Testimony of the Honorable Mark W. Everson, Deputy
Director for Management, before the Subcommittee on Government Efficiency, Financial
Managenient, and Intergovernmental Relations, Committee on Government Reform,
{Washington, D.C.: Oct. 3, 2002).
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Limited Information
Is Available on
Improper Payments at
Federal Agencies

As noted in our prior reports and testimonies on this topic, there is no
clear picture on the extent of the improper payment problem, only that it
is worse than what is now acknowledged. Relatively few federal agencies
and their components publicly report improper payment information such
as improper payment rates, causes, and strategies for better managing
their programs to reduce or eliminate these payments. In reviewing fiscal
year 2001 agency and component financial statements of the 24 CFO Act
agencies, we found references to improper payments in just 10 agencies in
17 agency programs. This information increased to 17 agencies and 27
programs in fiscal year 2002 agency financial statements. Several of the 17
agencies that acknowledged the existence of improper payments did not
present information on the amounts of those payments. While the fiscal
year 2002 information is an improvement over fiscal year 2001 in terms of
agencies acknowledging improper payments, merely acknowledging that
improper payments exist is simply not enough. It is essential for agencies
to develop appropriate methodologies for identifying and measuring those
payments, identify cost-effective actions {o correct them, implement
actions to reduce or eliminate improper payments in their programs and
activities, and periodically report to agency managers, the Congress, and
the public, through publicly available documents.

In our August 2002 report, we made a recommendation to all 24 CFO Act
agencies to assign responsibility to a senior agency official for assessing
risks, taking actions to reduce, and reporting the results on those actions
on agency improper payments. The report described specific actions that
we feel are an integral part of that responsibility. As a result of preliminary
information received from those agencies, we have found that agencies
have begun to assign responsibility to lead and coordinate actions to
reduce improper payments. Some agencies have developed detailed action
plans to determine the nature and extent of improper payments. Some
have set target goals for improper payment rates and have reported
progress in their annual accountability reports. For other agencies,
methodologies for identifying risks, determining the nature and extent of
improper payments, and developing corrective actions are in the early
stages of implementation. In ongoing work, we are meeting with officials
from the 24 CFO Act agencies to discuss their progress in implementing
our recommendations and OMB’s draft guidance on implementing the
Improper Payments Information Act of 2002.

In closing, 1 want to emphasize our commitment to continuing our work
with the Congress, the administration, and federal agencies to ensure that
improper payments are fully addressed governmentwide, and that actions
are taken to reduce or eliminate the government’s vulnerabilities to the

Page 8 GAQ-03-T50T
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significant problem of improper payments. As I stated earlier, recent
legislation and other actions have brought the government’s improper
payment problems to the forefront. Implementing the legislative
provisions and other actions is a shared responsibility that will require
continued strong support and active and cooperative involvement from the
Congress, the administration, and agency management. Effective
implementation of the Improper Payments Information Act of 2002 and
recovery auditing should help resolve these problems. Along these lines,
OMB needs to continue to work with agencies and groups like the CFO-
PCIE Erroneous and Improper Payments Workgroup to address
challenges in identifying and measuring their improper payments, setting
performance goals, implementing corrective actions, and reporting the
results against the goals. Further, agency management must work
diligently to establish an environment in which improper payments are not
acceplable business practices, evaluate program and activity risks for
improper payments, identify and implement appropriate corrective
actions, and openly report the progress made in reducing improper
payments.

Mr. Chairman, this completes my prepared statement. I would be happy to
respond to any questions you or other Members of the Subcommittee may
have at this time.
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Mr. PLATTS. Thank you, Mr. Williams.
Mr. Weems.

STATEMENT OF KERRY N. WEEMS, ACTING ASSISTANT SEC-
RETARY FOR BUDGET, TECHNOLOGY AND FINANCE, DE-
PARTMENT OF HEALTH AND HUMAN SERVICES

Mr. WEEMS. Good afternoon, Mr. Chairman, Madam Vice Chair-
woman. Thank you for inviting me before you today. It is a pleas-
ure and an honor for me to have the opportunity to speak about
the Department of Health and Human Services’ efforts to reduce
improper payments in the programs it administers.

One of the Department’s foremost strategic goals is achieving ex-
cellence in its management practices. In meeting this objective, the
Department is committed to ensuring the highest measure of ac-
countability to the American people. The Department was account-
able for more than $493 billion in gross outlays in fiscal year 2002.
Reducing improper payments and improving the related methods
and systems 1s critical to achieving the excellence we seek.

The Department consists of 12 operating divisions that manage
more than 300 programs with diverse missions. However, seven of
those programs—Medicare, Medicaid, SCHIP, TANF, Child Care,
Foster Care and Head Start—account for close to 90 percent of the
total outlays of HHS. The Department expects to be reporting erro-
neous payment rates for these seven programs in the future, and
is presently evaluating whether other programs would be covered
under the Improper Payment Information Act of 2002.

The success of HHS’s improper payment efforts can be traced to
five fundamental efforts. First and foremost, our leadership is com-
mitted to this initiative. Publicly identifying and correcting errors
is not without political risk, but the public benefits are enormous.
Second, creating partnerships with all the parties with an interest
in the program is critical for developing successful corrective ac-
tions. For instance, HHS works with the States across a number
of programs, including Medicaid, SCHIP, and Child Care, just to
name a few. Third, the Department has benefited from having one
of the strongest Inspectors General in the Federal Government,
and maintains a close relationship between the Office of the In-
spector General and my Office of the Chief Financial Officer. Our
two offices work closely together to monitor programs and reduce
errors.

Fourth, we actively work with all parties to educate them on
proper payment and program procedures, especially our clients and
our intermediaries such as States, as well as our contractors, who
in turn work with the ultimate client or beneficiary. Fifth, where
there is a history of noncompliance with statutory and regulatory
authority, we have sought civil and other legal remedies. Between
the effort to educate and legal remedies, there is a wide spectrum
of corrective actions the Department uses to identify and reduce
improper payments. Finally, in the case of fraud, as opposed to in-
nocent error, parties are prosecuted.

The Department’s largest program, Medicare, accounts for close
to 50 percent of the Department’s outlays. For the Medicare pro-
gram, HHS has been a leader in monitoring and mitigating im-
proper payments. We began measuring errors in the Medicare pro-
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gram in 1996 and have made progressive strides in reducing errors.
The fiscal year 2002 rate of 6.3 percent is less than half of the 13.8
percent reported in fiscal year 1996. However, we have determined
that substantially more detailed data are necessary to bring the
error rate down further. HHS will be deploying a Comprehensive
Error Rate Testing program to calculate improper Medicare pay-
ments. The CERT program, as it is called, will allow the Depart-
ment to estimate specific error rates for individual contractors and
provider types, in addition to a national error rate. It is our inten-
tion to publish contractor-specific error rates, as well as rates by
provider type. We will keep this committee informed of our
progress in this area.

Building on Medicare’s success in measuring error, HHS is well
into the process of creating a payment accuracy measure in the
Medicaid program. Medicaid is a substantial program, accounting
for over 30 percent of departmental outlays, but unlike Medicare,
it is administered primarily by State governments. Each of the 56
State and territorial governments run their own unique program.
To account for program variation, we are taking an incremental ap-
proach in the development of a national Medicaid error rate. Nine
States entered the program in the first year; 12 states will partici-
pate this year; 25 States are targeted in 2004, and the program
will be implemented nationwide in 2005. This collaborative ap-
proach will create a measure that is accurate and useful to the
Federal Government, as well as State governments.

The Department administers a number of State-based programs
that promote the economic and social well-being of children, fami-
lies and communities. Those programs account for about $48 billion
of outlays in the President’s fiscal year 2004 budget. The Depart-
ment closely monitors improper payments in these programs
through the Single Audit Act, reviews of financial data, and pro-
gram-specific mechanisms. Through the Single Audit Act, the vast
majority of programs are audited at least once every 3 years, if not
more frequently. In addition to the audit and the other mecha-
nisms, HHS is taking steps to establish erroneous payments for the
several State-based programs and we expect to be reporting on
those soon.

Mr. Chairman, in conclusion, HHS has a robust program for
identifying improper payments, taking appropriate management
actions to reduce the incidence of improper payments, and explor-
ing and developing innovative ways to increase compliance. We at-
tribute our success to a strong commitment of our leadership, the
focus on building and maintaining close relationships with the In-
spectors General of the States and our contractors.

I hope that the information that I have provided today will be
of value, and I am happy to answer any questions you might have.

[The prepared statement of Mr. Weems follows:]
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Good afternoon, Mr. Chairman and Members of the Committee.

Thank you for inviting me before you today. It is a pleasure and honor for me to have the
opportunity to speak on the Department of Health and Human Services’ (HHS) efforts to
reduce the improper payments in the programs it administers. I hope the information 1
will provide today is helpful to this committee in evaluating the Office of Management
and Budget’s (OMB)’s guidance for implementation of the “Improper Payment
Information Act of 2002,” as well as to other agencies in their initiatives in estimating

improper payments.

One of the Department’s top strategic goals is achieving excellence in its management
practices. In meeting this objective, the Department is committed to ensuring the highest
measure of accountability to the American people. The Department was accountable for
more than $493.4 billion in gross outlays in fiscal year 2002, and reducing improper
payments and improving the related methods and systems is critical to this overall

objective.

The Department consists of 12 Operating Divisions (OPDIVs) that manage more than
300 programs with diverse missions. You will note that seven of the Department’s
programs -- Medicare, Medicaid, SCHIP, TANF, Child Care, Foster Care and Head Start

-- account for close to 90% of outlays. The Department expects to be reporting erroneous
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payment rates for these seven programs and is presently evaluating whether several other

programs would be covered under the “Improper Payment Information Act of 2002.”

The success of the Health and Human Services improper payment reduction efforts can
be traced to five fundamental elements. First and foremost, our leadership is committed
to this initiative. Publicly identifying and correcting errors is not without political risk,
but the public benefits are enormous. Second, creating partnerships with all parties with
an interest in the program is critical for developing successful corrective actions. For
instance, HHS works with states across a number of programs including Medicaid,
SCHIP, and Child Care to name a few. Third, the Department has benefited from having
one of the strongest Inspectors General in the Federal government and maintains a
collaborative relationship between the Inspector General and the Chief Financial Officer.
Our two offices work closely to monitor programs and reduce errors. Fourth, we actively
work with all parties to educate them on proper payment and program procedures,
especially our clients and intermediaries (grantees such as states and contractors) who in
turn work with the ultimate client or beneficiary. Fifth, where there is a history of
noncompliance with statutory and regulatory authority, we have sought civil and other
legal remedies. Between the effort to educate and legal remedies, there exists a spectrum
of corrective actions the Department uses to identify and reduce improper payments.

Finally, in the case of fraud, as opposed to errors, parties are prosecuted.

MEDICARE
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The Department’s largest program, Medicare, accounts for close to 50% of the
Department’s outlays. For the Medicare program, HHS has been a leader in the area of
monitoring and mitigating improper payments. Medicare contractors annually process
over 1 billion fee-for-service claims, answer 40 million inquiries, handle nearly 8 million
appeals, enroll and educate providers, and assist beneficiaries. HHS began measuring
errors in the Medicare program in 1996 and has made progressive strides in reducing
errors. The FY 2002 error rate of 6.3 percent is less than half the 13.8 percent error rate

estimated in fiscal year 1996.

The sample size used to estimate the improper payments rate from 1996 to 2002 has been
based on a small but statistically valid number of Medicare beneficiaries and claims. In
2002, OIG examined 4,985 claims filed on behalf of 610 beneficiaries nationwide.
Beginning this fiscal year, however, the error rate will be calculated based on a sample of
approximately 120,000 claims nationwide. The Department is deploying the
Comprehensive Error Rate Testing (CERT) and the Hospital Payment Monitoring
Program (HPMP) programs to calculate improper Medicare payments. HPMP, funded
under the Quality Improvement Organization (QIO) program, will perform the error rate
work for inpatient settings. Unlike previous error rate calculations, the CERT program
will allow the Department to estimate specific error rates for individual contractors,
provider types and beneficiary services. The new information will continue to be
aggregated to produce national level estimates like those calculated by the OIG, but with

greater precision.
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1t is not sufficient to identify improper payments; we must correct the errors and prevent
their reoccurrence. When we first began measuring the Medicare fee-for-service error
rate, we determined that in nearly all cases, the claim as submitted was processed
correctly. Only through the more comprehensive review of a sample of claims were we
able to detect claims that were erroneous as submitted. Because the claim was in error,
payment based on the claim was also made in error. Errors include insufficient or lack of
proper documentation of a claim, medically unnecessary claims, and incorrect diagnosis
coding on a claim. As part of its initial corrective action plan, HHS embarked on an
education and training campaign to improve provider and supplier knowledge of
Medicare rules for submitting claims. Our intention is to avoid improper payments by
making sure that providers and suppliers are fully aware of Medicare’s rules before they
submit their claim. We believe educating our partners contributed significantly to
reducing the Medicare fee-for-service error rate from 13.8 percent in FY 1996 t0 6.3

percent in FY 2002.

Despite this progress, more work needs to be done to reduce the Medicare fee-for-service
error rate to achieve the Department’s performance goal for erroneous payments.

We have determined that substantially more detailed error data are necessary to bring
down the error rate further. Although the OIG's national error rate provided an excellent
basis for the work we have undertaken over the past five years, statistically significant
information at the contractor, provider type, and Medicare service levels -- detailed
management information -~ is needed for the next phase of action to reduce the error rate

further.
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The Department contracts with over 50 insurance companies to process fee-for-service
claims; however, the Department is responsible for overseeing these contractors and for
ensuring claims are paid accurately and efficiently. Because of the critical role Medicare
contractors play in helping facilitate efficient and effective health care delivery, it is
important they be held accountable for their role in the health care financing and delivery
system. Improving contractor oversight is key to how the Medicare funds are managed.
We have been working to consolidate contractor functions for some time. In 1989, we
had well over 100 fiscal intermediary and carrier contracts—over the past decade, we
have seen a substantial consolidation in the number of these contractors, so that, at

present, Medicare claims are processed by 27 fiscal intermediaries and 19 carriers.

During FY 2001, the Department began developing its Unified Financial Management
System (UFMS) initiative — a critical component of the Department’s efforts to
modernize its financial management systems and information technology infrastructure
and improve financial operations and performance. UFMS will replace the five core
accounting systems currently in use across the Department using two primary sub-
components. Part of this initiative includes testing and implementing the Healthcare
Integrated General Ledger Accounting System (HIGLAS) for the Medicare contractors
and the Department’s CMS regional central offices. The HIGLAS will have capabilities
to incorporate Medicare contractor’s financial data, including claim activity, into the

CMS internal accounting system. This system is expected to significantly enhance
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oversight of contractor accounting systems and be an important tool in improving

financial management in the Medicare Program.

HIPAA established the Medicare Integrity Program (MIP), which was funded at its final
capped amount of $720 million in FY 2003. In FY 2002, MIP returned $15 in recoveries,
claims denials, and accounts receivable, a total of over $10 billion. Under MIP, the
Department funds a number of traditional payment safegnard programs to ensure that
claims that are paid are medically necessary, that Medicare is the primary payer of a
claim, that Medicare providers’ cost reports are reviewed and audited, and that instances
of fraud are developed and referred to the Office of Inspector General and the
Department of Justice. MIP also funds the Comprehensive Error Rate Testing (CERT)
program and activities to educate and train providers and suppliers on appropriate billing

practices to avoid billing improperly.

Findings and recommendations in reports issued by the General Accounting Office
(GAOQ) continue to be of help whether specific to the Department or to a particular issue.
In fact, Department staff will be meeting with representatives from GAO May 22™ to

discuss its initiatives in addressing improper payments.

MEDICAID
Building upon Medicare’s success in measuring errors, the Department is well into the
process of creating a payment accuracy measure [PAM] in the Medicaid program.

Medicaid is a substantial program, accounting for over 30 percent of Department outlays.
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Federal outlays for the Medicaid program in Fiscal Year 2003 will be about $162 billion
dollars with a State share of $122 billion. Therefore Medicaid’s total outlays of $284
billion and its 41.4 million beneficiaries served are both greater than the Medicare
program. Unlike Medicare, Medicaid is administered primarily by State governments.
Each of the State and Territorial jurisdictions run their own unique program. To account
for program variation, we are taking an incremental approach to development of the
Medicaid error rate. Nine States entered the program in its first year, twelve States are
participating this year, 25 States are targeted for FY 2004, and the program will be
implemented nationwide in 2005. This collaborative approach will create a measure that

is accurate and useful to both State and Federal agencies.

The payment accuracy measurement [PAM] Model has been modified for FY 2004 to
measure errors other than overpayments. The modifications include estimating payment
errors attributable to both underpayments and ineligible recipients. The model will be
used to estimate payment accuracy for both Medicaid and SCHIP. The resultant measure
will give State governments the ability to identify and target existing and emerging
vulnerabilities. For example, PAM will enable the Department and States to identify the
extent of problems in the claims payment system, study the causes of these problems, and
better focus and strengthen internal controls. At the national level, PAM will enable the
Department to estimate the size of potential problems and produce an overall payment

accuracy estimate for Medicaid and SCHIP.
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The Department has received a preliminary draft report from CMS outlining State
methodologies and the results of the first year of these pilot programs. Initial results
show that States created varied and innovative methodologies for the development of
their preliminary State payment accuracy rates. Mississippi drew a statistically valid
sample of eligible beneficiaries and tracked the accuracy of claims payment for each of
these individuals throughout the year. New York, on the other, hand drew a stratified,
random sample of claim lines from the total universe of claims. The innovative and
unique methodologies submitted by each State will allow the Federal Government to
accurately assess best practices in the development of a national PAM model. The core
methodology is still being established, however, and findings to date are far from

definitive.

During the third year of testing (FY 2004), States will be encouraged to pilot test the
PAM Model in both their Medicaid and SCHIP programs. Based on best practices found,
the final specifications for the PAM Model will be produced at the conclusion of the third
year of pilot testing. This standard will be used for a nationwide implementation in FY
2005. Requiring States to implement PAM will necessitate publishing a regulation.
Therefore, the earliest the Department will be able to estimate the rate of improper

payments in Medicaid and SCHIP is FY 2005; however, this is pending a final rule.

In addition to the development of the PAM model, Medicaid program integrity efforts
also include the use of Medicaid fraud control units (MFCUs). Currently 47 States and

the District of Columbia have established MFCUs. These units conduct investigations
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and prosecute providers charged with defrauding the Medicaid program or persons
charged with patient abuse and neglect. Since the inception of the Medicaid fraud control
program, the MFCUs have successfully convicted thousands of Medicaid providers and

have recovered hundreds of millions of program dollars.

OTHER STATE-BASED PROGRAMS

In addition to Medicaid and SCHIP, the Department administers numerous state-based
programs that promote the economic and social well-being of children, families, and
communities. The States and HHS operate these programs in partnership and give
special attention to vulnerable populations. These programs account for $48 billion in
outlays within the President's FY 2004 Budget. Notably, this budget request includes $5
million to augment our efforts to identify and reduce erroneous payments. These funds
will be focused on three programs - Temporary Assistance for Needy Families (TANF),
Foster Care, and Head Start. Working with the States, we are committed to maintaining

the integrity of these programs.

The Department closely monitors improper payments in these programs through Single
Audit Act activities, reviews of financial data, and program-specific mechanisms.
Through the Single Audit Act, the vast majority of these programs are audited at least
once every three years if not more frequently. The Single Audit Act, as amended,

establishes requirements for audits of States, local governments, Indian tribal
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governments and non-profit organizations administering Federal financial assistance
programs. Non-Federal entities expending $300,000 or more in a year in Federal awards
shall have a single or program-specific audit conducted for that year in accordance with
OMB Circular A-133, Audits of States, Local Governments, and Non-Profit
Organizations. A-133 implements the Single Audit Act Amendments of 1996. The
Department will use the information from audits required by the Single Audit Act
amendments of 1996, to the extent possible, in determining the error rates and identifying
the causes. Total HHS dollars covered by these audits totaled approximately $194.3

billion in FY 2002.

For the past several years, only a small percentage of our program costs have been
classified as misspent funds. For the institutions subject to the audit as described above,
in 2002, $20.6 million out of $194.3 billion were classified as misspent funds by the
Office of the Inspector General’s review of Single Audit reports. A sample of State
auditors verified that States have systems in place to identify, report and reimburse the
Federal Government for improper payments. HHS has provided technical assistance and
financial oversight for many of their grant programs, which has helped prevent improper

payments.

In addition to these program integrity activities, the Department is taking steps to
strengthen and establish erroneous payment rates for several programs. Currently, the
Foster Care program conducts eligibility reviews on a sample of cases to determine the

amount of maintenance payments made in error and takes disallowances on those cases
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that are reviewed and found to be ineligible. We will seck legislation to enable the
program to develop new regulations to strengthen the statistical validity of the error rate

methodology.

We will also seek legislation to authorize the collection of data necessary for determining
an error rate in the Temporary Aid for Needy Families (TANF) program. The error rate
will be an important tool in maintaining financial accountability from States. It will help
ensure that the $16.9 billion in TANF funds are being spent appropriately in accordance
State TANF laws and regulations. Our objective is to develop a statistically valid error

rate on cash assistance payments while working to minimize burden on States.

The Child Care and Development Block grant totals $4.8 billion in both mandatory and
discretionary funds. The Department currently holds States accountable for these funds
mainly through the Single State Audit system. Last year, we began to take a more
systematic approach to reviewing audit activity in order to see if there are any systemic
problems or patterns that are causes for concern. Because of the highly flexible and
extremely varied State-to-State nature of this program, developing a meaningful error rate
poses some significant challenges. Therefore, we are carefully considering how we
might undertake this effort in the most cost-effective way that would be useful to both the

States and the Federal Government.
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HEAD START

Head Start provides grants to local public and non-profit agencies to provide
comprehensive child development services to children and families, primarily
preschoolers from low-income families. The FY 2004 budget for Head Start is $6.8
billion and supports 923,000 children. The Head Start network consists of 1,570
grantees; with 200,000 staff; assisted by nearly 1.5 million volunteers; and housed in over
50,000 classrooms. Head Start grants are reviewed and approved for funding, as well as
project oversight, through one of the ten regional offices of the Department or a
specialized branch which focuses on grantees serving American Indian/Alaskan Natives

and migrant/seasonal farm workers' children.

Head Start regulations allow Head Start programs to serve up to 10% of their enrolled
children (49% in certain situations for tribal Head Start programs) from families who do
not meet Head Start’s income requirements.  The real challenge will be in estimating an
error rate as changes in employment, income and family status occur during the school
year. In developing the Head Start error rate, the Department will be using findings
contained in audits required under the Single Audit Act, and from information collected
in site visits. It is expected that HHS will have an estimated error rate for the Head Start

program as of September 30, 2003.
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The Department has also begun to look at other programs in light of the “Improper
Payment Information Act of 2002” requirement that programs susceptible to more than
$10 million in erroneous payments report on amounts of and efforts to reduce improper

payments.

FRAUD

My testimony today has focused on improper payments. I would briefly like to touch on
one particular type of improper payment, fraud. An example of an actual fraud involved
a New York physician who was sentenced to 37 months imprisonment and ordered to pay
$1.3 million in restitution for health care fraud. The licensed cardiologist, internist and
certified acupuncturist billed for nerve block injections when he actually performed
acupuncture, a service not covered by Medicare. An example of an improper payment
involved a physician who was paid $182 for an office visit and scanning diagnosis
services. The physician acknowledged that the supporting medical records could not be
located. Unless a pattern of similar abuse and the element of intent could be established,
this case would not be identified as a fraud. A key element of a fraud is the intent to

commit the crime.

In addition to the Department’s initiatives described above to reduce improper payments,
the Department’s OIG continues to devote significant resources to investigating and
monitoring the Department’s programs, especially for the Medicare and Medicaid

programs, These efforts have led to criminal, civil and/or administrative actions against
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perpetrators of fraud and abuse. In FY 2001, OIG reported for all HHS programs $1.50

billion in investigative receivables and another $1.49 billion in FY 2002,

In 1996, Congress provided the Department with a stable and predictable funding source
to detect and prevent errors and to combat Medicare and Medicaid fraud, waste, and
abuse under the Health Insurance Portability and Accountability Act of 1996 (HIPAA).
Through HIPAA's Health Care Fraud and Abuse Control (HCFAC) Program, anti-fraud
and abuse funds flow to the Office of Inspector General, the Department of Justice, other
HHS agencies, and the Federal Bureau of Investigation, HCFAC funded efforts returned

$1.2 billion to the Medicare Trust fund in FY2002 alone.

The Department has and will continue to maximize the use of various resources in its
initiatives to reduce improper payments, including considering the work of HHS OIG,
GAO and non-Federal entity auditors. We value our relationship with our OIG and the
OIG’s superior work in addressing instances of fraud, waste and abuse in all of our
programs. Because the great majority of providers are honest and wish to avoid fraud
and abuse issues, the OIG has been actively working with the private sector to develop
methods to prevent the submission of improper claims and inappropriate conduct. The
resulting audits range in scope from work at individual health care providers or grantees

to nationwide audits of some aspect of a departmental program.

CONCLUSION
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Mr. Chairman, in conclusion, HHS has a robust program for identifying improper
payments across its many programs, taking appropriate management actions to reduce the
incidence of improper payments, and exploring and developing innovative ways to
increase compliance as evidenced with the Medicaid pilot program and Head Start. We
attribute our success to the strong commitment of our leadership; the focus on building
and maintaining close partnerships with the Inspector General, the States, and our

contractors; and the wide range of initiatives that support program integrity.

I hope that the information I have provided here today will be of value to the committee
in their work in evaluating OMB’s guidance on the “Improper Payment Information Act

of 2002.” At this time, I will be happy to answer any questions.
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Mr. PLATTS. Thank you, Mr. Weems, and all of our panelists for
your testimonies, and again, the efforts of you and your staffs in
preparing your even more substantive written testimonies.

We will proceed to questions, with just two members. While we
will alternate, we will not worry about being that strict with the
5-minute rule as far as alternating back and forth as we proceed
through the questions.

Ms. Springer, one, I would like to commend OMB as you prepare
to issue the guidance as required under the Improper Payments In-
formation Act in a timely fashion, and your sharing some of where
you stand with that. Could you give us a little more detail on what
the agencies and all of us can expect to see from the guidance you
are going to issue—for example, some of the things, how you are
going to define improper or erroneous payments, will fraud be in-
cluded in the definition, what are some of the more detailed specif-
ics of the guidance, what will it be?

Ms. SPRINGER. I would be glad to do that, Mr. Chairman.

First of all, the guidance is almost final. It has been vetted over
the past several months throughout the administration, partly
through the partnership with the CFO Council and its subcommit-
tee on erroneous payments, which is jointly made up of the Inspec-
tors General community, as well as the financial community in the
agencies. We have gotten very good feedback there, and have a
process that really includes four steps. The first step is the require-
ment for agencies to inventory their programs and their activities.

The second step, then, based on that inventory, is to assess the
risk of erroneous payments in those programs and activities. That
risk assessment is really the key first activity point. Based on that,
where the risk is high, we will ask the agencies to estimate based
on the formula—and I will go over that formula with you in a mo-
ment—to actually do a statistically valid estimate of the amount of
erroneous payments. That, as well as plans for remediation will be
reported each year in the performance and accountability reports
that are due back from the agencies. The first reporting period
where that will be included will be in the November 2004 perform-
ance and accountability report. That is the first one where it will
be required under the act.

We will continue to ask for information on erroneous payments,
consistent with the directive that went out under the President’s
budget, under the A-11 guidance. So in the interim until we get
to November 2004, we will continue to get that information and ob-
viously I would be glad to share that with you and with the com-
mittee.

As far as the definition of erroneous and improper payments, to
answer the question about fraud, yes, fraud is included in that defi-
nition. You mentioned earlier in your opening statement, Mr.
Chairman, some of the types of erroneous payments. Certainly, it
includes the very obvious ones of incorrect amounts, both over-and
under-payments. We will be getting information very specifically
about over-and under-payments that will not be a net amount. It
will be the absolute value, if you will, or gross amounts, and we
will be able to have those separately identified.

Of the $35 billion figure that we currently have for the $900 bil-
lion amount of programs, the $35 billion is made up roughly of $30
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billion of over-payments and $5 billion of under-payments. So we
will be able to continue to identify those separately.

Other categories in that definition would include inappropriate
denials of payments for services. It would include payments made
to ineligible recipients or for ineligible services; duplicate pay-
ments; payments that do not include the proper accounting for dis-
counts that may be applicable. “Payment” means any payment that
is derived from Federal funds or Federal sources, or down the line,
from a Federal entity. So for example, Federal funds that go to a
State and then from the State to an ultimate recipient, if that was
made improperly, that would count and should be in the universe
of what is reviewed under the guidance.

It also includes Federal awards that are subject to the Single
Audit Act, and the Single Audit Act, obviously, and recovery audit-
ing all provide additional tools, in addition to the very explicit guid-
ance that we will be issuing later this week.

I could go on for a while, but maybe you have some very specific
questions.

Mr. PLATTS. Actually, I have a couple of followups of things that
you did highlight. One is, you mentioned that the first reporting
under the act will actually be November 2004. It sounded like from
what you said that while that is the first time we will actually see
the reports pursuant to the new act, that there will be a constant
oversight between now and then. So in some of our previous hear-
ings where we have talked about where we would get to the end
of the year, and where we have the financial accounting require-
ments, and we have these heroic efforts to get the books in order
at the last minute. It sounds like OMB is going to be day-in and
day-out, or month-in and month-out, between now and November
2004, working with the agencies, that they are moving forward
pursuant to the guidance being offered to ensure that they are put-
ting in place those internal controls, that when we get to the No-
vember 2004, deadline, that we have accurate information readily
available.

Ms. SPRINGER. Yes, that is a good characterization. We certainly
are not in the business of just issuing guidance and then being in-
active. We expect to meet as soon as the guidance itself is issued,
and hear about the plans; make sure there is a good understanding
of the guidance, first of all, at the agency level and hear some feed-
back from the standpoint of its first assessment. Do we need to pro-
vide outside authorities, make them available, because these do in-
volve some statistical formulas that need to be met and statistical
standards. We believe that agencies will need to get some assist-
ance from some outside parties that have been involved in this ac-
tivity. So we will be involved in that respect.

We will want to get the plans. Similar to what we are doing on
the financial reporting side, we will actually get from each agency
the plan. The reporting in 2004 is just the culmination of the exe-
cution of that plan.

Additionally, we will continue to get information for a broad
number of agencies that cover roughly half of Federal payments
that were targeted under the President’s Management Agenda. So
that will not stop. That will be replaced by the act and the new
guidance requirements, but up until that 2004 first reporting, we
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will continue to get the reporting that was required under the
President’s Management Agenda. So there will not be a lapse in in-
formation coming or a lapse in our involvement.

Mr. PLATTS. OK. You touched also on guidance related to our
Federal programs, but administered by the States. Mr. Weems also
referenced them, such as Medicaid. How detailed, how involved will
your guidance be in trying to get agencies to work with States who
are really on the front lines of improper payments relating to those
State-run, but federally funded programs?

Ms. SPRINGER. Right. The dollars associated there are not small,
either. We have done several things. The guidance will certainly
address that. We make reference to audits performed under the
Single Audit Act, and that is probably the key focal point of activ-
ity, that Single Audit Act, in dealing with integrity issues in pro-
grams that involve the States. My staff and I have attended and
worked with the State and local auditors, controllers and treasur-
ers. We have been to their meetings. We have shared the guidance
with them. I was on the phone as recently as yesterday with one
of the State auditors general.

As a matter of fact, OMB just clarified where there was a point
of confusion in recovery auditing, where the States had actually in-
structed contractors to not audit programs that were funded with
Federal dollars because they felt—there was some misinterpreta-
tion out there—that the dollars that would be found could not be
available to help pay for the cost of the audit, which was totally
wrong. The Federal Government was not getting the attention it
deserved from these audits. We have issued late last week, I be-
lieve, clarification, so we are making calls. So we are actively en-
gaged is the message I am trying to give to you, and we have
shared the guidance with them and gotten their input.

Mr. PLATTS. Let me yield to our vice chair, Ms. Blackburn. But
just to put it in perspective, when we talk about these numbers—
$35 billion—and we talk about Medicare and adding prescription
drug benefits, over 10 years of spending $400 billion for that new
plan. If even these conservative estimates of the erroneous pay-
ments are accurate, it would in essence be the cost of that new ben-
efit being added, if we totaled it over 10 years. So we truly are
dealing with some significant sums of money that can be put to
much better use for our taxpayers.

Ms. SPRINGER. Right.

Mr. PLATTS. Ms. Blackburn.

Ms. BLACKBURN. Thank you, Mr. Chairman.

Mr. Williams, I want to just tag onto what he was saying, and
come back to you. The $35 billion estimate, from your testimony,
I was unclear as to whether you included what you thought may
be erroneous payments in Medicaid in that amount or not, from
your written testimony?

Mr. WiLLIAMS. The $35 billion is the amount that OMB has esti-
mated. What we are saying at GAO is that you have to put the pro-
cedures in place to have all agencies in the Federal Government go
through the process of identifying where they have weaknesses and
where they have improper payments, and, at that particular point
in time, have all of those agencies report that information. We have
recommended that reporting be transparent so that the Congress
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and the American people will have some idea as to what the im-
proper payment number is governmentwide. Until you establish
that base, we are saying that you do not know what the total pic-
ture of this problem is.

Ms. BLACKBURN. OK. Thank you for that clarification. I appre-
ciate that.

So basically what you are saying is that until we get to Novem-
ber 2004, with some procedures in place, you think we do not have
a solid estimate? Would that be correct?

Mr. WiLLIAMS. Until we get to that point where we have the en-
tire government, that will be the first step, because this process is
going to take some time for some agencies. Some agencies are al-
ready estimating their improper payments, and they have proce-
dures in place where they can do a good job. For other agencies,
this will be the first time, so it will probably take them some time
to get up to speed with this particular process. So we will be get-
ting closer to it at that particular point in time.

Ms. BLACKBURN. Thank you, sir.

Ms. Springer, we thank you for being back with us. Looking at
the private sector, I know that GAO had an executive guide in Oc-
tober 2001 that provided some information on strategies used by
private sector organizations. Now, how much of those private sector
solutions have you incorporated into the draft guidelines that you
had mentioned, for the Improper Payments Act?

Ms. SPRINGER. We have drawn from the GAO study. We have re-
viewed it, and we have looked at the techniques and the plans.
There are really four or five main principles that are in that docu-
ment. We have incorporated those. We believe that what we have
in the guidance is very consistent with what GAO has put out in
that August 2002 report.

If I may, may I just add one other piece to round out the scope
of the problem that might be helpful to you as well. If you—and
I did not bring a pie chart; if I had a little more time, I should
have—but if you view the total government’s budget as the uni-
verse of expenditures—a little bit in excess of $2 trillion—there is
$900 billion of that that has been measured. Out of that, we had
the $20 billion that was originally estimated from GAO and an-
other $15 billion or so that surfaced as a result of the President’s
Management Agenda. So that is $900 billion. Another close to $200
billion, rounding off numbers, would be related to Medicaid, which
has not yet been reviewed. Then there is another $100 billion or
so that would take us up to the total encompassed by the existing
original OMB guidance. That really leaves another roughly $1 tril-
lion that would be picked up as a result of the act from last year.
Included in that other $1 trillion is about $250 billion that is al-
ready covered by recovery auditing, to some degree. So there is an-
other $750 billion or so that really has not been looked at. That
makes up the full pie chart. So we have roughly covered half of
that, between recovery auditing in the $900 billion that we have
looked at so far.

Ms. BLACKBURN. OK. Thank you. That makes it come together
a little bit better. Sometimes as we read testimonies and review,
you guys know the total picture and we are trying to pull that to-
gether. It does get confusing with different testimonies and dif-
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ferent numbers used as those benchmarks in those references, so
I appreciate that.

Ms. Springer, going back, you mentioned the guidance on im-
proper payments, with the inventories and the risk assessments in
those four items. Now, other than that, or prior to issuing those
guidances, what have you all done with the agencies in helping
them address improper payments?

Ms. SPRINGER. I would say to a large degree we have worked
with the agencies and identified for them which programs we think
they should be looking at. We have talked with them about con-
tractors that they can use that we understand from the private sec-
tor have done a good job. We have not put out any one single for-
mula prior to this guidance. I think in anticipating that the act was
moving along at a good pace that we did not actually sit down and
put out a formula and then have to go back and modify to be con-
sistent with the act. So we have worked with the agencies to just
understand their own formulas, but now with this guidance we will
actually be putting out something that is more directive, as op-
posed to just reacting to what they were doing.

Ms. BLACKBURN. Mr. Weems, looking at Medicaid specifically, is
there anything that you all are doing to reduce erroneous payments
with that program?

Mr. WEEMS. Yes. We began a pilot project last year with nine
States where we asked them to develop their own method for cal-
culating error. We expect to expand that to 12 States this year; 25
States in 2004; and then by 2005 be able to produce a national
error rate.

Ms. BLACKBURN. To followup, OK, so you are letting the States
take the lead in designing their program for the tracking?

Mr. WEEMS. Not entirely.

Ms. BLACKBURN. Not entirely, OK.

Mr. WEEMS. With the nine that we have begun with, we gave
them, within a framework, the ability to do that. We are going to
take that now and analyze it; look at the methods they used and
make sure that what we do in the next round will have a higher
degree of consistency and a higher degree of rigor; then in the next
round, an even higher degree of consistency and a higher degree
of rigor so that we can come to a point where all of the States will
be using a method that will accurately give us a measure that is
valid for the State, and also a national Medicaid error rate. We are
proceeding in this fashion because States are an important partner
in the Medicaid program. Right now, the funds are not quite evenly
divided. I believe we spend about $160 billion and the States spend
about $122 billion of their own money in the program. So, it is im-
portant for us to proceed with them as a partner. Their interest in
this, given the state of State budgets right now, is obvious, but we
want to proceed in a way that it is not just the Federal Govern-
ment telling the States how to do it, when in fact we have signifi-
cant variation across the States in the way that they run their own
programs.

Ms. BLACKBURN. Mr. Chairman, may I continue on?

Mr. PLATTS. Yes.

Ms. BLACKBURN. OK. Thank you very much.
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Do you have a budget? What is it costing you to run the pilot
programs—just the implementation and the oversight of those?

Mr. WEEMS. I believe we expect to spend $10 million this next
year to do that, and then we will have to look at it again when we
phase it up to the 25 States.

Ms. BLACKBURN. OK. So basically, you are going through it—the
nine States, you will develop a list of learned lessons and best prac-
tices, and use those with the 12, and then on with the 25.

Mr. WEEMS. Yes, that is correct. Yes, ma’am.

Ms. BLACKBURN. OK. Alright. Thank you very much.

Mr. Chairman.

Mr. PLATTS. I am going to continue, Mr. Weems, on the Medicaid
issue. The nine States came on board in 20027

Mr. WEEMS. Yes.

Mr. PLATTS. Are there any initial results from those nine States,
or is it too early because of it being a new pilot program?

Mr. WEEMS. There are results, but I would be reluctant to char-
acterize them right now because of the diversity of the way that
the States approached it, and also the amount of rigor with which
the States might have approached it. So it is possible that one
State could have ended up reporting a very low error rate, when
the degree of rigor they applied might not have been the same. So
I would be reluctant to characterize. I would say that there is some
variation. We are going to look at that, use the lessons learned
from those 9 States, then as we proceed with the 12, apply more
rigor.

Mr. PLATTS. But am I understanding correctly that as you go
from the 9 to the 12, and the 25 and then ultimately to all States,
that at some point you envision having a uniform system for every
State to take the same approach so that you are comparing apples
and apples, one State to the other?

Mr. WEEMS. Yes, for precisely the reason that you state, Mr.
Chairman—for the sake of consistency so that if we say there is a
national error rate and then one State has a certain error rate, it
should be comparable to another State.

Mr. PraTTSs. Is that something that is going to take legislative
change to require States to implement this uniform plan? Or is it
something that you believe you have the authority to require al-
ready?

Mr. WEEMS. We believe that we have the authority to do it now.
If we discover that we need additional authority, we will be right
back with you. Also, as we have proceeded so far, it has been a 100
percent federally funded effort. Whether or not we will sustain that
through the future also remains a question.

Mr. PLATTS. Do you envision with recovery audits, where there
is an ability to use some of the funds recovered for costs under the
program, that you will have something similar for States, so there
is a}?n incentive to be more diligent and more of their costs are off-
set’

Mr. WEEMS. Absolutely, Mr. Chairman. That is the incentive for
States to be our partner, as we have discussed.

Mr. PrATTS. OK. A question maybe for all three of you—the dis-
parity between error rates is pretty significant from the 30 percent
in the EITC to some of the ones, Ms. Springer, in your written tes-
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timony you highlight the Federal Employees Health Benefits Pro-
gram—1.4 percent; DOD when it comes to the military retirement,
0.05 percent error rate. Is it simple—I don’t know if “simple” is the
right word—but simply the internal controls in place that results
in a 30 percent, which is a huge error rate compared to 1 percent
or 0.05 percent rate. What would be your best estimates from the
three of you why the great disparity that one program is doing
such a great job and another program is doing such a horrific job?

Ms. SPRINGER. I will open with a couple of thoughts on that. I
think some of it is the nature of the program. I think there is a
certain amount that may be related to controls, and I will talk
about controls in a minute. But I think some of it is the nature of
the program. Ones like Federal employee benefits programs I think
are going to be less prone to the types of verification—it would be
easier to verify eligibility, to demonstrate that you are the right re-
cipient; and the amount might be clearer to assess the right
amount to pay. I think there are certain programs that just by
their construct are more easily dealt with and it is easier to be ac-
curate about the process of payment and to test it and to ascertain
in fact that things are being executed properly.

Mr. PLATTS. Excuse me for interrupting—so would that be an ex-
ample like with HUD, where Congressman Sessions is proposing
legislation to give access to more information that would allow that
control to be more significant of the decision of whether this is a
valid payment or not?

Ms. SPRINGER. That is right. That would be a tool there. The in-
formation is available, in the case of the better players, the better
actors, to make the assessment, as well as the construct of the pro-
gram. HUD, and in some other situations—the Department of Edu-
cation is another one for verifying direct student loans, where the
administration would like to be able to provide the Education De-
partment with access to information from the IRS, to be able to
validate income levels and eligibility there. They do not have that
tool yet. So where the tools exist, you will see lower rates; where
the tools are not there and the construct of the program is a little
bit more challenging, you will tend to see higher rates.

Mr. WiLLiaMS. I would like to add to that. It is probably a com-
bination of issues. As stated earlier, certain programs have inher-
ent risks of improper payments. You might have one particular
program in which the improper payment rate is 10 percent, and
you would have another program in which the improper payment
rate might be 4 percent. It might turn out that, when you do a
total assessment that the 10 percent rate, people at that agency are
doing a better job than the one that has 4 percent. So you have to
look at the overall picture as far as what are the inherent risks in
the particular program. You have to look at the commitment from
management to address the program. Some programs might have
a higher number because the agency is doing a better job of identi-
fying its improper payments. Other agencies might have low num-
bers because their methodology of identifying the improper pay-
ments could be improved. So it is a combination of factors that you
have to look at. That is why you want to get procedures in place
that you can look at across the government, and you can make
some comparisons and say that this particular program is doing a
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great job and getting a handle on its improper payments and doing
a great job in trying to reduce that number, but you should not ex-
pect to see where every department or agency within the Federal
Government would have the same number or the same percentage,
just because of the variations in the programs.

Mr. PrAaTTS. That is a point well taken, that goes into the many
variables. It is something that I, until reading some of the testi-
mony, assumed that access to information, like the student aid ap-
plications, access to the income data, was available. As one who i1s
about to pay my last student loan payment after many years, for
law school and undergrad, I want people who either have it to pay
it back, or not get it if they are not eligible. I assume that that in-
formation was part of the review, to verify. Obviously, I have
learned that it was not, and we need to correct some of those chal-
lenges that should not be challenges, but should be just readily
shared between agencies.

Mr. WiLLiAMS. That is correct.

Mr. PLATTS. Would you like to add anything, Mr. Weems?

Mr. WEEMS. Mr. Chairman, our experience in the Medicare pro-
gram—Medicare has both a risk and it is a complex program. In
a lot of ways, Medicare is an honor program in that we are billed
for services. We do not have Federal employees go and check with
beneficiaries and see if in fact those services are rendered. It is
only through the audits or looking back through claims that we are
able to actually discover some of those kinds of errors. We do have
pre-payment gates in effect where we can look at a claim and de-
termine, is this person a Medicare beneficiary, and does the service
look valid. The classic one is, is this a male and is the procedure
a hysterectomy—we would not pay that claim, for instance.

In our first experience, we found that many of the claims that
we looked behind did not have proper documentation. That is,
when we asked for the medical record, the medical record was im-
properly documented or there was not any documentation at all. So
we called that a payment error. Now, it could quite possibly have
been a correct payment, we were just not in a position to determine
that. So given the complexity of the Medicare program, we have
spent an awful lot of time and money educating our providers
through the contractors on how to properly submit a Medicare
claim; how to code them correctly; and how to properly document
a procedure. As a result, our error rate has fallen and also the pro-
portion of the error rate that is explained by improper documenta-
tion has fallen even more dramatically.

We understand those risks and I think from our experience we
would say working with our clients and providing good education
is a good way of mitigating both the inherent risk in the program
and the complexity.

Mr. PraTTs. Maybe I would describe it as a kinder and gentler
approach to not having wrongful payments in the first place, with
that cooperation. It kind of goes to the internal controls of the pro-
vider. We are talking here about the internal controls of the agen-
cies, because that is something when one of my work days I spent
in an emergency room for about 12 hours with emergency depart-
ment doctors and nurses, administrative staff. One of the things
that was a little overwhelming was the paper documentation that
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went with treating any patient, including or maybe even especially,
a Medicare patient. What came through to me is that they under-
stand that they need to be very thorough so that if after the fact
there is a review of what has been paid to determine whether it
was a proper or improper payment, that the documentation—the
ducks are all in a line as need be.

Mr. WEEMS. That is very important to us, because looking across
all of the programs in HHS, we administer very few directly. Most
we administer either through the States or through contractors. So
it is very important that the States and the contractors have in
place proper controls.

Mr. PLATTS. And that highlights a point that while the estimates
may be as high as—using Secretary Rumsfeld, I think he has been
on record that as much as 5 percent of the payments by the DOD
are improper in some fashion—correlating that to the whole budget
and appropriations, would be as much as $80 billion a year; that
some of that is intentional deception or fraud, but a lot of it is just
not properly documented. It might be a legitimate payment, but we
are not dotting the I's and crossing the T’s, and we need to do a
better job internally with the government and with the providers
or contractors out there.

Mr. WEEMS. That is exactly right.

Mr. PLATTS. Ms. Blackburn, did you have further questions?

Ms. BLACKBURN. Yes. I think I want to go back to the point the
chairman had made about incentivizing some of the agencies and
the levels of government through the recovery audit. In doing that
for a job well done, what kind of penalties are we looking at for
the agencies who still have high rates of error payments, or is
there any thought to that?

Ms. SPRINGER. My recollection is in the act as they are set out
now, both the recovery audit guidance, and also the new guidance,
I do not know that there is specifically a penalty that is laid out.
It is an interesting thought. Certainly, one thing that does come
into play here is that we have the performance assessment rating
tool, the PART process that we have, that is meant to tie perform-
ance to the budget. In a certain sense, I would expect to see the
erroneous payment rate become a part of those assessments of pro-
grams.

To the extent that there is not progress in bringing that rate
down to a targeted rate, I would expect that to be a factor in the
appropriations and the budget submission process. That could work
in two ways. It could manifest itself in saying we could do more—
even somebody who is making progress, but slowly could say, well,
we would like to do more, but we would like to get some funding.
If you can demonstrate progress, then maybe that could work as
an additional amount. It could also work in the opposite direction
as more of a penalty. So I think there is an opportunity through
the PART process for that to have some consequence for agencies
that are not making progress.

Ms. BLACKBURN. Thank you.

Mr. Williams, you spoke just a moment ago about the different
rates, and where 10 percent can be a good rate at one, and 4 per-
cent at another one.

Mr. WiLLIAMS. Yes.
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Ms. BLACKBURN. Now, when you know that there are these im-
proper payments that are out there, and we know it is never going
to hit zero all across the board, what do you think is more or less
a benchmark of an acceptable rate, or do you have a set rate that
you are looking to get these down? And what is your timeline for
getting these down? Is it November 2004 or where are we on that?

Mr. WiLLIAMS. There is no specific number right now that I could
give you for the various agencies in the Federal Government. The
first thing that you have to do is to get a handle on the process.
I think the legislation has gone a long way by requiring agencies
to go through the process of assessing their operations. What you
have to do at that particular point in time is make your assessment
and form a baseline. Then you are in a position to set targets and
goals, and look at your operations and say, this is where I would
like to get to. So at this particular point in time, it is very difficult
to say what a good number would be for the various agencies.

There are some that, as I said earlier, have been doing this proc-
ess. They have a good feel for what is going on. But across the gov-
ernment, to get this issue addressed governmentwide, you need to
have all of the agencies go through this process. What might be a
good number for one agency would not be for another. So you have
to take it on an agency-by-agency basis and take it from there.

As far as the timeline, one of the things that you have to con-
sider in this area is that some agencies are further along than oth-
ers in this particular process. Just getting in the information in fis-
cal year 2004 might be good for some, but it could take some addi-
tional time before agencies get to the point where they really do
have a good handle on what those numbers should be.

Ms. BLACKBURN. I know. I think it is just troublesome to some
of us who watch this process to think of how many years this has
gone on, and how many billions of dollars have been improperly
tracked and unaccounted for. There has seemingly been no re-
course or no change of activity. I think that does make it difficult.

Mr. WILLIAMS. Yes.

Ms. BLACKBURN. In that vein, what specific recommendations for
action do you all have on making the information on improper pay-
ments per agency more readily available and more transparent?

Mr. WiLLiAMS. I think the Congress has taken the action that we
suggested in our August 2002 report, and, with the passage of the
legislation, to require the agencies to report this information, to go
through the process. That is the first step. I think if you look at
this from a root cause of these problems, most times it can be
traced back to the lack of good internal controls in place. As we
talk about our framework for establishing a good internal control
system, the first thing that we talk about is the control environ-
ment. We talk about setting the tone at the top. I think the Presi-
dent’s Management Agenda and the Congress passing legislation
requiring agencies to take these various steps to identify and to re-
port improper payments all point to us heading in the right direc-
tion. So I think the Congress has taken the step that we need to
get this process under way to do more than just talk about it, but
to have some accountability here in which agency management is
responsible for identifying and addressing the improper payment
issue.
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Ms. BLACKBURN. Yes, I think you are right. The public has a
tendency to get tired of talk, and they want to see some action.

One more question.

Mr. WiLLiaMs. OK.

Ms. BLACKBURN. Mr. Weems, I am new to Congress this year. I
came from a State Senate. We were always tackling and working
through TANF and Child Care, and some of the problems that sur-
rounded that. Now, you have spoken of Medicaid, the work there
with the audits and the improper payments. What are you doing
s}liecif;lcally looking at Child Care dollars and improper payments
there?

Mr. WEEMS. Child Care—we are at the point of evaluating that
program and doing our initial risk assessment on it. That is one
that I would say is farther back in the queue for us. It is on our
list of seven. We are just not as far along on it as we are for the
others. With respect to TANF, as you know, in the TANF legisla-
tion, the Federal Government does not have a substantial ability
to review data and information from that program. One of the tools
that we will need in the TANF program is legislation to open that
up a bit so that we can get that information. We are currently in
discussions to craft that legislation correctly and get it up to the
Congress.

Ms. BLACKBURN. Will you review that basically more than in a
macro sense, I would assume?

Mr. WEEMS. Because of the variation in the States, we will have
to look a little farther in. At initial blush, the thing that we are
going to concentrate on is the actual cash payments, rather than
some of the other things that are possible under the TANF pro-
gram.

Ms. BLACKBURN. Thank you very much.

Thank you, Mr. Chairman.

Mr. PLATTS. Thank you.

The followup on that with specific suggestions—you had identi-
fied the administration of the foster care program I believe as well.
Is there specific legislation that you have in mind, or is that still
in the draft stage?

Mr. WEEMS. It is still in the draft stage. We are still discussing
our needs with our colleagues, but we expect to be able to provide
the Congress something soon.

Mr. PLATTS. Because as I stated earlier, one of the benefits of
these hearings is not just for the general public and for Members
to understand how agencies hands are tied in some ways, with
Congressman Sessions addressing the issue at HUD and access to
information there. We talked about student loans, foster care,
TANF—that we can all be on the same page and working diligently
if there are legislative changes needed, that we identify them and
try to move forward as quickly as possible to give the agencies that
information. Because we are putting the onus on developing the in-
ternal controls, but if there is information outside of their ability
to acquire that is still going to hinder their efforts, then it is some-
thing that we should not really be holding them responsible for—
our inability to get them that additional information.

The question—and Mr. Williams, you talked about a baseline
and the Improper Payments Information Act will help establish
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that now by requiring all the agencies to identify their improper
payments—and that coming forth in the 2004 performance and ac-
countability standards report. As a general taxpayer, sometimes
watching the various TV broadcasts or reading the paper about
this improper payment that comes to light, I will be watching a
show at night at home and my wife will say, “Is that really happen-
ing? Why don’t you stop it from happening?”

Why so long? Even though the guidance is just coming out now,
the agencies have known since November when it was signed into
law that this was going to be a requirement, why the 2004? Al-
though not required to be in the 2003 reports, what would hinder
us from getting it in the 2003 report, a year sooner, so we get on
track and get that baseline established a year earlier?

Mr. WiLLIAMS. Yes. I would support any early reporting of this
information because the sooner that we start reporting this infor-
mation and put as much transparency in the reporting process as
we can, the better, in my opinion. I would say also that there are
some things that you have to look at when you are talking about
an issue like this, and using this internal control framework. I will
repeat what I said earlier, and that is, in order to address these
issues, you have to have a control environment. I am not just talk-
ing about at the agencies, but I am talking about you need a con-
trol environment that collectively involves the Congress, the ad-
ministration, agency management—the entire government. So it is
going to take a coordinated effort of everyone working toward ad-
dressing this issue. You are going to have to continue to hold hear-
ings like this to hold people accountable for what they are doing.
I think it all gets back to accountability as to what needs to be the
focus in this particular process.

I have worked on other issues. I have seen longstanding prob-
lems. But one of the things that I have observed in a lot of the
issues that I have addressed over the years is that you have to
have things like this. You have to have these hearings to hold peo-
ple accountable, to make sure that they are aware that the Con-
gress is looking at this process. It should result in getting some ac-
tion. You need to get progress reports. This is where we are at this
particular point in time. This is where we are trying to get to.

So that is what needs to be done—that tone at the top, which as
I stated in my opening statement—I am beginning to see that. I
think that is going to result in some positive events as we move
down the road in addressing this problem.

Mr. PrATTS. Maybe that leads into a followup question, Mr.
Weems. You mentioned about the tone at the top of HHS that has
really helped to put a focus within that agency. Can you share
some examples of the actions at the leadership of HHS that have
helped to set that tone on the right track, that this is a serious
issue and we are really going to dive into it in all ways possible?

Mr. WEEMS. Absolutely. In this case, certainly Secretary Thomp-
son is an extremely energetic boss that demands an awful lot of ac-
countability from his employees, as he should. He also is from
Elroy, WI, where I am sure one can still get a 99 cent breakfast.
[Laughter.]

These are large numbers to him. So he sets that tone, and we
do a number of things. First of all, the management agreement
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that we have with our colleagues with OMB and with the President
is reflective of that commitment. We have been and our colleagues
have been very aggressive in coming to that commitment and to
that arrangement. Also, once a month we have management meet-
ings with the senior management leadership in the Department
where we are expected to report on our results, where we are on
the management plan. This is part of it. And then quarterly, the
entire leadership of the Department meets to go over where we are
on our management objectives. It is something that is with us
night and day.

Mr. PrAaTTS. And with the Secretary being a big fan of Harley-
Davidson, and his District is home to a large manufacturer of Har-
ley-Davidson, a plant, we think well of the Secretary as well.

Ms. Springer, how about—and realizing that the agencies are
heading in the right direction and HHS is an example of that, try-
ing to bring more scrutiny and more focus and energy to this issue,
is OMB considering—you mentioned how you are going to have this
information being shared in a more voluntary sense, or part of the
management plan between now and 2004. Would OMB consider
strongly encouraging it being in the 2003 reports as opposed to
waiting until 2004?

Ms. SPRINGER. Certainly for the programs that reflect that $900
billion—that roughly half—there is no question that we have re-
quested that, and we could make that available, and we can ask
them to put that in their plans. That covers 15 agencies. So even
though it is only roughly half of the total Federal outlays, most
agencies will have some piece that they are already required to do,
aild we can certainly make that a requirement for 2003 for those
plans.

Mr. PLATTS. OK. I am checking my notes here. As we share ques-
tions and in your opening statements, you covered a lot of the
issues I wanted to explore a little further, but I want to see if I
missed anything.

I want to come back to a final question. We kind of touched on
this earlier when we talked about the EITC program and trying to
get our arms around that 30 percent error rate. If I remember my
numbers correctly, the administration has asked for about $100
million of additional funds to get our arms around it, to try to re-
duce that; that if we spend that $100 million, we will save a lot
more than that if we can get a better plan. Can you give more de-
tail what you envision that $100 million being used for, and what
the cost-benefit analysis is if we spend that $100 million, we esti-
mate we will maybe save X dollars or reduce our error percentage
of X amount?

Ms. SPRINGER. Yes. Well, just to put the full perspective on it,
the EITC program has been under review by various consultants
that the IRS has brought in. They estimate the total erroneous
payments to be in excess of $9 billion. That is one of the largest
single program amounts in the $35 billion total—close to one-third
of it; I guess one-quarter. So in any event, out of $9 billion, I do
not know the exact percentage. I could find that out for you. They
actually came to OMB and asked last fall for even more money
than the $100 million. We thought $100 million was a good
amount—they could get a lot accomplished with $100 million and
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then based on the accomplishments associated with that, how
much they could bring back in the way of improvements, then they
could in effect re-up for additional funding.

There are three basic causes of erroneous payments in the EITC
area. There are income reporting errors; there are taxpayers that
claim that they have a qualifying child, and they do not always;
and then there are also taxpayers that will claim the wrong status.
They will claim that they are married when they are really single,
and that affects it as well. Sometimes you also get a child being
claimed more than once. So there are a variety of things there and
it can be done at the front end.

In most cases, it will not involve any additional paperwork or ef-
fort on the part of the applicant. It is just that we will be able to
verify that the information is correct, and then if there is a follow-
up, we would need to get some additional information to support
what they have requested. Again, I do not know the exact percent-
age of the $9 billion, but it is not an insignificant number and I
could get back to you with that.

Mr. PrATTS. If you could followup on this in maybe a little more
detail on what that $100 million is proposed to actually do—how
you are going to go about trying to reform the program and what
that projected benefit is.

Ms. SPRINGER. Right. I would be glad to do that. I do know that
again, there was a study done in advance. It was not, give us $100
million and we will try and figure something out. They actually
have had a consultant on board and are doing an assessment, so
we will be able to get that for you.

Mr. PLATTS. Mr. Williams, in one of GAQO’s previous reports,
there was acknowledgement of departments or agencies changing
their goals and objectives, which perhaps has had an impact on
ability to really assess the level of improper payments.

Mr. WILLIAMS. Yes.

Mr. PrATTS. I assume that with the new law in place that we
will overcome that because of establishing more of a uniform ap-
proach to evaluating improper payments. Is it your sense, or was
it in that statement in the report, that there was an intentional ef-
fort to try to hide that level of error rate, or to reorganize and start
over because we will see if we can do better? What is your read
on that effort?

Mr. WiLLIAMS. My sense is that this was agencies’ attempt to
better report their performance in the GPRA. I do not think it was
an attempt to hide what the amount of their improper payments
were, but we have been critical of agencies in their GPRA reporting
over the years. I think you see these changes as agencies attempt
to better report how well they performed over the years. So I think
that is what the focus would be more on.

Mr. PLATTS. Not just presenting their information in a more posi-
tive light under GPRA?

Mr. WiLLiAMS. That is correct.

Mr. PLATTS. A question for all three of you, and I think maybe
my final question is on having more accountability and internal
controls. As part of the Sarbanes-Oxley financial reforms regarding
publicly traded companies, we required audit opinions on their in-
ternal controls. I would be interested in each of your opinions on
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whether we should require audit opinions on the internal controls

of each of our departments and agencies within the Federal Gov-

grnment, as we are now requiring these publicly held companies to
0.

Mr. WiLLiaAMS. We at GAO have always supported having an
opinion on the internal controls. We think that this would be, at
least we consider this to be a best practice. We think it would pro-
vide more information on the various control weaknesses in an or-
ganization. The current reporting basically is one in which the
auditor talks about those areas in which they look at and which
they consider material, but we think it would be much better to
have the auditor look at the entire control process. Without getting
too technical, there is a process that we as auditors go through in
identifying the controls. We use that information for various rea-
sons. I am of the belief that in order to get to the point where you
would be in a position to issue an opinion, there would be addi-
tional testing that would be required to put you, as an auditor, in
the position to do that. We think that would be much better infor-
mation under a control environment at an agency than the current
report model.

Mr. PLATTS. Ms. Springer.

Ms. SPRINGER. Yes, it is a good question. It is a timely question.
Let me just provide you with an understanding of what is done
today, versus what is not done today, that would be contemplated
under expressing an opinion. It is very consistent with what Mr.
Williams just mentioned.

Today, as far as the internal control environment goes, the inde-
pendent auditor gets an understanding of the control environment.
They assess the risk of any kind of material weakness. They will
test the internal controls and report any findings. They stop short
of expressing an opinion. So there is a lot of work that is done, but
it is a testing type of review, as opposed to an opinion level review.
There is a difference. But the fact that they do not express an opin-
ion does not mean that there is no testing or risk assessment or
review for material weaknesses.

It is my understanding that the IG community estimates that it
would cost an additional 20 to 30 percent of existing audit fees to
go from that testing review up to signing an opinion. What we
would need to do—and I am not prepared to say that it is worth
that or not; I have not seen a cost-benefit assessment—but that is
the assessment that would need to be made to determine whether
or not that additional rigor, and there would be some additional,
is warranted and what the benefit is. We believe that within the
context of this discussion of erroneous payments that there is a lot
of ground that we can get by just instituting these practices that
we talked about today, over and above just what we would get from
this extra 20 or 30 percent cost.

So it is not as if there is nothing, and that is the point that I
want to make.

Mr. PLATTS. Yes.

Ms. SPRINGER. The fair amount of review today just stops short
of rendering an actual opinion. It is not inappropriate to look at the
merits of that, but I am not sure where we come out.

Mr. Weems.
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Mr. WEEMS. I agree with Ms. Springer. Our audits do significant
testing on internal controls and doing risk assessments of those
controls. We are concerned about the cost. Without a cost-benefit
analysis, and this is certainly something that we need to pursue,
some of our instincts tell us that marginal dollar might be spent
on correcting identified weaknesses, rather than seeking an audit
opinion on the internal controls themselves.

Mr. PLATTS. Ms. Springer, I was not sure, is there a cost-benefit
being done to look at that? Or are you just saying that you would
want that to be done before moving to that level?

Ms. SPRINGER. The latter.

Mr. PratTs. OK. Because I am not certain of that total cost of
that testing level of audit that is done today, and what 20 or 30
percent equates to, and then to make a comparison when we are
talking $35 billion or as much as $70 billion or $80 billion in erro-
neous payments, and whether there is an added benefit to the level
to make that worthwhile. But for those in scrutinizing from some-
body from the outside, that audit opinion of the internal controls
would certainly help OMB in looking at all the departments and
agencies, or Congress in looking at just not it has been tested, but
here is our opinion of how it is working or not—that would give
some added information to assess who is being thorough and doing
a good job, and who is doing something, but not necessarily as good
a job as they could otherwise do.

Ms. SPRINGER. There is no question that being able to have an
opinion to point to is like having that Good Housekeeping seal of
approval, and that answers any questions.

Mr. PraTTs. You know that is going to be public, so there is
maybe more pressure to fine-tune your controls.

Ms. SPRINGER. Right. And it is indisputable. I agree with you 100
percent. The only question that I would still need to have answered
for me is the cost-benefit—proving that there really is an added-
value to it; a cost-justified value. I will tell you that it is an issue
that has come up. You are familiar, I think, with the fact that the
principals—the Director of OMB, Comptroller General Walker and
Secretary Snow, and OPM Director James and I and some others
meet at least quarterly and review financial management issues
within the government. We met last week and this was an issue
that we discussed. We will not lose track of this.

Mr. PLATTS. I was wondering what you are doing with Medicaid
in 9 States and 12, to pick a small department, maybe a large
agency, to pilot it to see in actual implementation whether there
is a benefit worth the investment? Is that part of the discussion?

Ms. SPRINGER. It is possible. We have not specifically had that
teed up, but that is a possible way.

Mr. PrATTS. OK.

Mr. WiLLiaMs. Could I add a point to that? One of the things
that you have to take into consideration in that process of looking
at it from a cost-benefit standpoint. If you never look at those areas
that you have not tested, it might be difficult in coming up with
the benefits you would gain because you do not know what the con-
trol weaknesses may be. You also do not know how much those
weaknesses could be costing you from the standpoint of not identi-
fying what those weaknesses are and having agencies put proce-
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dures in place to plug those weaknesses. So it might be a difficult
challenge to look at what is the cost-benefit of having auditors
issue an opinion on internal controls.

One thing that you would know for sure by having that opinion
is that the auditors have looked at the whole operation and as-
sessed the controls of the entire agency or component that you are
looking at. But how much do you save by not looking at an area?
If you have not looked at that area, you do not know what those
weaknesses are. It might be difficult to determine.

Ms. SPRINGER. And I guess it is the issue of beyond just looking
at it, to actually rendering the opinion.

Mr. PLATTS. Right.

I do have one final question, Ms. Springer. With your final guid-
ance about to be issued, I assume that there will be for each of the
departments and agencies, I will call him an ombudsman or a point
person at OMB that will be responsible for working with each de-
partment or agency as you move forward and the guidance being
actually acted on and implemented?

Ms. SPRINGER. Yes, that is absolutely right, in several ways.
OMB, as you know, on the budget side is already constructed with
focal points for each agency, but within my office, the Federal Fi-
nancial Management Office, there is a person that is dedicated for
each agency, so they will also be charged with the erroneous pay-
ments review. I expect personally, as well as with one of my associ-
ates who has been leading this effort, to meet with all of them as
well. So, yes.

Mr. WiLLiAMS. Mr. Platts.

Mr. PLATTS. Sure.

Mr. WiLLiaMS. We at GAO would strongly support that. We
think it would be a great idea for OMB to take a very active role
in that particular process. We have had an opportunity to look at
the guidance. One of the things that is mentioned in the guidance
is it recommends that agencies take a look at our best practices re-
port that we issued a couple of years ago and use that as a tool.
One of the things that we would encourage OMB to do is to work
very closely with the agencies to develop additional tools—tools
that would be specific to the individual agency. Individuals that
will be working with the various agencies on this issue should con-
sider what additional tools can we come up with to help address
this improper payment problem.

Mr. PLATTS. So the guidance being kind of a broad floor on which
you build, depending on the individual needs of that agency?

Mr. WILLIAMS. That is correct. In addition to that, we have
begun some work in which we are following up on the rec-
ommendations that we made in our August 2002 report. We will
continue to look at this process to see what agencies are doing, and,
as part of that process, what is OMB doing in working with the in-
dividual agencies, as well as the various councils in the Federal
Government in the overall coordinated effort that we have stated
is needed to address this improper payment issue.

Mr. PraTTS. OK.

I want to thank each of you for your testimony, and the partner-
ship that is clear between the executive branch with OMB, congres-
sional efforts with GAO, and then the agencies out on the front
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lines. I think that is an important message we want to come out
of this hearing is that there is a coordinated and very dedicated ef-
fort that we get to the bottom of these erroneous payments. I would
again highlight my predecessor, Chairman Horn, in his great work
in getting the legislation enacted into law that we are now talking
about and moving forward with. Cooperatively, we can do right by
the taxpayers.

Thanks for your efforts here today and in your respective agen-
cies day in and day out.

In closing, I also want to thank our staff, both majority and mi-
nority staff, who do an exceptional job and once again have been
great in putting together this hearing. As this hearing has dem-
onstrated, improper payments are unfortunately a widespread
problem across our Federal agencies. Although it may be unrealis-
tic to expect a perfect system with no erroneous payments, the
American taxpayer deserves far better than the current situation.
We must have internal controls and financial management systems
that work to prevent this kind of unacceptable handling of the tax-
payer’s hard-earned dollars. Since improper payments occur across
all agencies, establishing sound internal controls, providing guid-
ance to agencies, and working together to learn from each other’s
successes and failures will ensure that taxpayer dollars are being
used in the most efficient way possible.

We will certainly welcome the additional information that will be
provided as we discussed in the hearing, and we will hold the
record open for 2 weeks from this date for those who may want to
forward submissions for possible inclusion.

This meeting is adjourned.

[Whereupon, at 3:35 p.m., the subcommittee was adjourned, to
reconvene at the call of the Chair.]

[Additional information submitted for the hearing record follows:]
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EXECUTIVE OFFICE OF THE PRESIDENT
OFFICE OF MANAGEMENT AND BUDGET
WASHINGTON. D.C. 20503

THE CONTROLLER

July 1, 2003

The Honorable Todd Russell Platts
Chairman

Subcommittee on Government Efficiency
and Financial Management

Committee on Government Reform

U.S. House of Representatives
Washington, DC 20515

Dear Chairman Platts:

At a May 13, 2003, hearing before the Subcommittee on Government Efficiency and Financial
Management, we discussed the extent of the erroneous payments problem in the administration
of the Earned Income Tax Credit (EITC) program. [ promised you then that I would provide you
with more details on the Internal Revenue Service’s (IRS) plan to address the problem.

According to the most recent data available, almost 1/3 of EITC payments are made in error.
The IRS recently released details about its revised strategy to improve its administration of this
program. In his new five-point initiative, IRS Commissioner Mark W. Everson is attempting to
improve service, fairness and compliance with the EITC law. According to the IRS, the five-
point initiative will:

« reduce the backlog of pending EITC examinations to ensure that eligible taxpayers whose
returns are being examined receive their refunds quickly,

« minimize burden and enhance the quality of communications with taxpayers by
improving the existing audit process;

« encourage eligible taxpayers to claim the EITC by increasing outreach efforts and making
the requirements for claiming the credit easier to understand,

s ensure fairness by refocusing compliance efforts on taxpayers who claimed the credit but
were ineligible because their income was too high, and

« pilot a certification effort to substantiate qualifying child residency eligibility for
claimants whose returns are associated with a high risk for error.

According to the IRS, taxpayers with income or filing status errors are responsible for about $4
billion in annual erroneous payments. Pursuant to its revised initiative, the IRS plans to identify
returns with the highest risk of income misreporting by using its document matching systems. It
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will request information from 175,000 taxpayers who appear ineligible for the credit because
they have failed in the past to report all of their income and will also identify returns with the
highest probability of filing status error by enhancing its error detection technology, using third
party data and requiring EITC claimants to submit limited additional information about their
marital status and, where applicable, about their spouse or former spouse. In January, the IRS
will also ask 5,000 taxpayers to document their filing status where it appears that married
taxpayers may have avoided the EITC income or claim limitations by improperly filing as single
or head of household.

Another major source of erroneous EITC payments is individuals improperly claiming a
qualifying child. Individuals can claim a child for EITC purposes only if the child has one of the
legally-specified relationships with the claimant and the child has lived with the claimant for
more than half the year. Qualifying child errors cause about $3.0 billion in annual erroneous
payments. The IRS will select 45,000 of the higher risk claimants and ask those claimants to
provide documentation to verify that the claimed EITC child or children resided with them for
more than half the year. To establish residency, the IRS will ask claimants to provide
documentation from third parties, such as clergy, doctors, daycare providers, community-based
organizations and social services agencies, who have information about the residency of the
claimant and child -— either through their records or personal experience.

This revised plan responds to concerns raised by some that placing onerous proof-of-eligibility
requirements on EITC applicants might discourage eligible recipients from applying for the
credit, 1am confident that IRS’ new strategy will focus its error reduction efforts on the
applicants at the highest risk of error and therefore will have the greatest impact on reducing the
EITC error rate.

For your information, I have provided some IRS materials related to the revised initiative. The
IRS should also be able to provide you with more details. Should you have further questions,

please feel free to contact me directly.

Sincerely,

Lisfla M. Springer
Controller

Attachment
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{1} Internal Revenue Service =,

UEPRRTHMENT OF THE TRERSURY Daily

Home » The Newsroom

The Newsroom

EITC Reform Initiative

FS-2003-14, June 2003
Related Documents: 1R-2003-78 , Announcement 2003-40 . Draft Form 8836

Overview

The internal Revenue Service {IRS) is responsible for administering the Earmed income Tax
Credit (EITC), which is a refundable Federal income tax credit for low-income working
individuals and families. Congress originally approved the tax credit legislation in 1975, in part
1o offset the burden of social security taxes and give these individuals an incentive to work.
Since its adoption in 1975, the amount of the EITC has increased in doltar amount, as well as
in the number of individuals and tamilies benefiting from it. Approximately 19 million
taxpayers — roughly one out of every seven families who fited — claimed over $32 billion of
such credits on tax year {TY) 2002 refurns,

Although the EITC has been successiul in fifting millions of low-income taxpayers and their
children above the poverly line, it has been plagued by persistent compliance problems. In
1997 the IRS released a compliance study that showed & high rate of noncompliance with the
EITC. in response Congress provided a special $716 million appropriation for 5 years (FY
1998 to 2002) to reduce EITC errors through expanded customer service and public outreach
programs, strengthened enforcement activities, and enhanced research efforts.

Despite these efforts, the 1RS has been unable to significantly reduce nencompliance. The
most recent compliance study (of TY 1998 returns), reported that between $8.4 and $9.9
bitlion in EfTC claims {27% to 32%) had been improperly paid. Based on “significant
compliance problems” associated with the EITC, the General Accounting Office has listed the
administration of the credit as a “high risk area for the federal government.”

The EITC is a social benefits program embedded in the tax code. While traditional
government benetits programs generally require proof of eligibility prior to payment. the tax
systemn primarily refies on self-reporting. Thus, uniike most benefits programs, the IRS has
not required proof of eligibility prior to payment and has relied on a claimant's self-
assessment that he or she meets the EITC eligibitity criteria. In addition, it is difficuit for the
RS to confirm or refute crucial facts about an EITC claimant’s eligibility {e.g., marital status,
residency of a claimed child) without resorting to an examination. For claimants selected for
examination, the entire refund is frozen pending resolution of the disputed issues.

EITC Reform initiative

Recognizing the importance of the EITC te miflions of hard working taxpayers, today the IRS
is announcing a five-point EITC initiative to: {1) reduce the backiog of pending EITC
examinations 1o ensure that eligibie claimants receive the refunds quickly, (2) review the
existing audit process to minimize the burden on taxpayers and improve the quality of
communications with taxpayers, including notices, {3} increase ocutreach efforts to improve
participation and to ensure that the requirements for claiming the credit are clearly
understood, {4) enhance compliance efforts with regard to taxpaysrs who have claimed the
cradit but are ineligible because thelr income is too high, and {5} pilot a certification effort o
establish prior to payment that certain higher risk taxpayers lived with the children they claim
for the EITC for the required length of time tmore than half of the year).

Reducing the Backlog of EITC Examinations
Currently, approximately 7 percent of pending EITC examinations have been in process for
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more than one year and are old ynder the agency's own guidelines. In many of these cases.
refunds are frozen pending resolution of the examination. The agency will begin a review of
current EITC examination inventories o determine how to reduce this backlog.

Reviewing the Existing Audit Process and lmpraving the Quality of Communications
Currently, an average EITC pre-refund examination lakes 225 days to resolve. During an
EITC examination, a taxpayer will receive a minimum of 2 different notices and can receive
up to 8 different notices. Many claimants selected for EITC pre-refund examinations fait io
respond. The agency will review the notices and letters sent to taxpayess to ensure that they
clvarly explain why the IRS is questioning a claim and el taxpayers exactly what they must
do to prove their eligibility. In addition, the IRS will look for other ways 1o improve the
examination process and make it less burdensome for taxpayers.

Increasing Qutreach Efforts

Currently, the IRS undertakes extensive EITC outreach and education sfforls 1o encourage
eligible taxpayers to claim the EITC and to ensure that taxpayers and their advisors
understand the eligibility requirements. During FY 2002 and FY 2003, the IRS allocated $31
miltion on these activities. Through its Stakeholder Partnerships. Education and
Communication (SPEC) organization the IRS has reached over 50 million EITC taxpayers,
SPEC works with the media, national partnerships and local community-based coalitions to
provide EITC information with utility bills, school report cards, Forms W-2, Forms 1089, and
company newsletters; through direct maifings by housing authoriies and sociai service
agencies; and through advertising, workshops, seminars, and neighborhood outreach. To
rechice errors, the (RS aiso made 600 visits and issued over 700 lelters to paid preparers who
were responsible for the highest number of returns with qualifying child errors. The National
Taxpayer Advocate and SPEC also are working to develop additonal partners and methods
for increasing awareness of the EITC and to ensure that eligibility rules are clearly
understood. The IRS also intends to expand its media campaign and increase its efforts to
educate return preparers.

Increasing Focus on Taxpayers Who Circumvent EITC Income or Claim Limitations
Taxpayers who circumvent the EITC income or claim timitations include (1) taxpayers who fail
10 report ail of their income, (2) married taxpayers who each file as single or head of
household because their combined income is above the EITC imit, and {8) married taxpayers
with 2 or more children who each file as single or head of household and split the children
claimed, thereby receiving up 1o about $8,000 — twice the maxirnum EITC claim limit,
Taxpayers with income or fifing status errors are responsible for about 84 billion in annual
erraneous payments. The IRS will identily returns with the highest risk of income misreporting
by using its document matching systems {Form W-2 and Form 1099 information). In 2004, it
will request information from 175,000 taxpayers wha appear ineligible for the cradit because
they have failed in the past to report ali of their income. The IRS will also identify retums with
the highest probability of fiting status error by erthancing its evor detection technology, using
third party data and requiring BITC claimants to submit limited additional information about
their marntal status and, where applicable, about their spouse or former spouse. In January,
ihe IRS will ask 5,000 taxpayers to document their filing status where it appears that married
taxpayers may have avoided the EITC income or claim limitations by improperly filing as
single or head of household.

Piloting a Quaiifying Child Residency Certification Program

Individuals can claim a child for £ITC only if the child has one of the legally-specified
relationships with the claimant and the child has fived with the claimant for more than half the
year, Qualifying child errors cause about $3.0 bilion in annual erronecus payments. The vast
majority of qualifying child overclaims are caused by residency errors —- gither alone orin
combination with relationship errors. For this reason, the IRS will pilot a certification program
1o establish residency before the EITC is paid, Certitication will only be required for certain
taxpayers who have a high risk of claiming children who do niof satisfy the residency
requirernent. Cartification will not be required for taxpayers who pose significantly lower risk
of arror (such as mothers and martied, joint-iling parents).

The IRS will select 45.000 of the higher tisk ciaimanis and ask those claimants to provide
documentation 1o verfy that the claimed EITC child or children resided with them for more
than half the year. The claimants will be contacted mitially in August of 2003, They will ha
from August untit December to prove he required documentation prior to filing their retums
and avoid any delay of their EITC claims. Claimants whe choose not to pre-certify can submit
documentation with their raturn, but the E1TG-portion of their refund wilt be delayed until that
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documentation is processed.

To establish residency, the 1RS will ask claimants to pravide documentation from third pariies,
such as clergy, doctors, daycare providers, community based organizations and sociai
services agencies, who have information about the residency of the claimant and child —
either through their records or personal experience. Claimants who cannot oblain the
suggested documentation can seek help at an RS Taxpayer Assistance Center or through a
special toll-free number to speak with IRS personne! specializing in the EITC qualifying child
certification process. Additionally. claimants will be assigned one of the qualifying child
specialists who wilt be responsible for handiing the claimant’s qualifying child issues from
start to finish.

The goat of the certification pilot is to evaluate high-risk EITC claims before they are paid.
using a process that is less burdensome to taxpayers and less costly to the government than
an audit. In addition. the certification program wilt enable eligible, but high risk, taxpayers to
receive their refunds faster than if they were subsequently challenged by the IRS. By helping
to ensure that certain high-risk taxpayers receive the right amount of the credit before refunds
arg paid, the program will also reduce the burden that is imposed when taxpayers must repay
erroneous refunds.

Throughout the pre-filing and filing season, the 1RS will continually evaluate all aspects of the
certification process, including claimant response to the certification proposal, to refine the
process and to determine how to maximize pardicipation and minimize burden for legitimate
claimants. To help refine the certification proposal. the IRS is requesting public comments on
how the agency can establish EITC claimants’ qualitying child eligibiiity to the credit in
advance of filing their returns.
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