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INTRODUCTION
Purpose of This Report

Our fiscal year (FY) 2010 Agency Financial
Report provides fiscal and high-level
performance results that enable the President,
Congress, and American people to assess our
accomplishments for the reporting period
October 1, 2009 through September 30, 2010.
This report provides an overview of our
programs, accomplishments, challenges, and
management’s accountability for the resources
entrusted to us. We have prepared this report
in accordance with the requirements of the
Office of Management and Budget’'s (OMB)
Circular A-136, Financial Reporting
Requirements.

How This Report is Organized

This report includes a message from the
Secretary, followed by three sections:

Section I: Management’s Discussion and
Analysis contains information on our mission
and organizational structure; strategic goals
and highlights of our accomplishments; analysis
of the financial statements and stewardship
information; systems, legal compliance and
controls; and other management information
and initiatives.

Section 11: Financial Reports contains a
message from the Chief Financial Officer, the
independent auditor reports, the financial
statements and notes, required supplementary
stewardship information, and required
supplementary information.

Section 111: Other Accompanying
Information includes other annually required
reports, Improper Payments Information Act of
2002 (Public Law (P.L.) 107-300) reporting
details, the management report on final action,
the summary of financial statement audit and
management assurance findings, the Office of
Inspector General’s summary of top
management challenges and our response to
those challenges.

We Welcome Your Comments

Thank you for your interest in the Department
of Health and Human Services. We welcome
your comments and questions regarding this
Agency Financial Report and appreciate any
suggestions for improving this report for our
readers. Please contact us at
hhsdeputycfo@hhs.gov or at:

Department of Health and Human Services
Office of Finance/DFMP

Mail Stop 522D

200 Independence Avenue, S.W.
Washington, DC 20201
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MESSAGE FROM THE SECRETARY

I am pleased to issue this Fiscal Year 2010 Agency Financial
Report for the Department of Health and Human Services.

The Department of Health and Human Services helps provide
the building blocks that Americans need to live healthy,
successful lives. We fulfill that mission every day by providing
millions of children, families, and seniors with access to high-
quality health care, by helping people find jobs and parents find
affordable childcare, by keeping food safe and infectious
diseases at bay, and by pushing the boundaries of how we
diagnose and treat disease.

New laws are helping us give Americans more control over their
health care. The Patient Protection and Affordable Care Act (P.L.
111-148) and the Health Care and Education Reconciliation Act
(P.L. 111-152), collectively known as the Affordable Care Act,
include comprehensive health insurance reforms that will hold
insurance companies more accountable, lower health care costs,
guarantee more health care choices, and enhance the quality of

health care for all Americans.

I am also proud of our continued efforts to implement the
American Recovery and Reinvestment Act of 2009 (Recovery Act, P.L. 111-5). Because of the
Recovery Act, we have been able to expand comprehensive prevention and wellness efforts, make
new investments in cures and treatments for the future, provide relief to States and families
struggling in the recession, and strengthen our primary care workforce.

In FY 2010, we had a number of other significant accomplishments.
Improving the Quality of and Access to Health Care

Thanks to the Affordable Care Act, millions of Americans are already enjoying better access to
health care. As part of the law, we established a new Pre-Existing Condition Insurance Plan (PCIP)
offering coverage to uninsured Americans previously unable to obtain health coverage because of a
pre-existing condition. We also created an Early Retiree Reinsurance Program to shore up the
health coverage of retirees, while making American businesses more competitive. In addition, we
sent $250 checks to more than one million seniors and people with disabilities to supplement their
medication expenses.

These efforts build on the foundation laid by the Recovery Act. Through that law, we made an
historic investment in health information technology — helping put tools in the hands of doctors and
other health professionals so they can help their patients make informed decisions about their
health care. Altogether, we announced awards to help make health information technology
available to hospitals and primary care physicians, and trained thousands of people for careers in
health care and information technology. In addition, through enactment of the Indian Health Care
Improvement Act of 2010, we continued critical efforts to reduce health disparities for American
Indians and Alaska Natives.

Promoting Public Health

The new Communities Putting Prevention to Work initiative helped support efforts to decrease
smoking and obesity, increase physical activity, and improve nutrition. We also unveiled innovative
new online tools to help consumers take control of their health care by connecting them to new
information and resources to help access quality, affordable health care coverage. In addition, we
funded projects to fight costly and dangerous health care-associated infections, and launched a
new national strategy to prevent and treat HIV/AIDS here in the United States. We also continued
our efforts to fight infectious diseases abroad, marking the approval of the 100" antiretroviral drug
aimed at the treatment and care of people living with HIV/AIDS worldwide, in cooperation with the
President’s Emergency Plan for AIDS Relief.

U. S. Department of Health and Human Services | iii
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Reducing Health Care Fraud

We are committed to responsibly managing every dollar in our budget and are accountable to
America’s hard-working citizens for results with honest disclosure of potential conflicts of interest
and no tolerance for waste or abuse. Our anti-fraud efforts include plans to increase investments in
programs with a proven record of preventing fraud, reduce payment errors, and return recovered
funds to the Trust Funds. We will continue to fight health care fraud by strengthening program
integrity for Medicare, Medicaid, and other significant programs. We anticipate that anti-fraud
efforts, building on accomplishments of the Health Care Fraud Prevention and Enforcement Action
Team, will save billions over the next 10 years.

Stewardship

During FY 2010, we continued in our role as stewards of the public trust. This year we obtained a clean
opinion on our Consolidated Balance Sheet, Statement of Net Cost, Statement of Changes in Net
Position, and the Combined Statement of Budgetary Resources. The auditors did not express an opinion
on the Statement of Social Insurance, which is developed using information from the annual report of
the Medicare trust funds. The FY 2010 Statement of Social Insurance projections contained in this
report incorporate the effects of the Affordable Care Act and are prepared in accordance with the
standards issued by the Federal Accounting Standards Advisory Board and reflect current law. Please
refer to the auditor’s reports, the financial statements, and notes contained in Section Il of this Agency
Financial Report.

FY 2010 Agency Financial Report

As required by the Federal Managers’ Financial Integrity Act of 1982 (FMFIA) and the Office of
Management and Budget’s (OMB) Circular A-123, Management’s Responsibility for Internal Control, we
evaluated our internal controls and financial management systems. Section | of this report includes the
Department’s qualified assurance statement, which again describes two material weaknesses in the
Department: 1) Financial Reporting Systems and Processes, and 2) Information Systems Control and
Security. These weaknesses also constitute system non-conformances under Section 4 of the FMFIA.
Sections Il and 111 of this report provide further, detailed information on our weaknesses and the
corrective actions we are taking.

Looking to the Future

The U.S. Department of Health and Human Services manages one of the largest budgets in the world.
The investments we make in health care, disease prevention, social services, and scientific research
represent a vast contribution to the health and quality of life of every American and play a large part in
building a healthier, more prosperous America. Our accomplishments would not be possible without the
dedication and commitment of our employees and the strong support of our State, local, and nonprofit
partners. | am proud of the incredible work this Department does to improve the health and well-being
of all Americans, especially those who are least able to help themselves.

/Kathleen Sebelius/

Kathleen Sebelius
Secretary
November 15, 2010
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MISSION AND ORGANIZATIONAL
STRUCTURE

Our mission is to enhance the health and
well-being of Americans by providing for
effective health and human services and by
fostering sound, sustained advances in the
sciences, underlying medicine, public health,
and social services. Our vision is to provide
the building blocks that Americans need to
live healthy, successful lives. We fulfill our
mission and vision daily by providing millions
of children, families, and seniors with access
to high-quality health care, helping people
find jobs, assisting parents to find affordable
childcare, keeping the food on Americans’
shelves safe, and pushing the boundaries of
how we diagnose and treat disease. Each of
our components contributes to our mission
and vision in the following ways.

e The Administration for Children and
Families (ACF) is responsible for Federal
programs that promote the economic
and social well-being of families,
children, individuals, and communities.

e The Administration on Aging (AoA) is
responsible for developing a
comprehensive, coordinated, and cost-
effective system of home- and
community-based services that help
elderly individuals maintain health and
independence in their homes and
communities. The AoA serves as the
primary Federal focal point and advocacy
agent for older Americans via State and
area agency networks on aging, as well
as providing grants to States, Tribal
organizations, and other community
services.

e The Agency for Healthcare Research and
Quality (AHRQ) improves the quality,
safety, efficiency, and effectiveness of
health care for all Americans. The AHRQ
fulfills this mission by conducting health
services research in order to identify the
most effective ways to organize,
manage, finance, and deliver high quality
healthcare, reduce medical errors, and
improve patient safety.

e The Agency for Toxic Substances and
Disease Registry (ATSDR) serves the
public by using the best science, taking
responsive public health actions, and
providing trusted health information to
prevent harmful exposures or disease-
related exposures to toxic substances.

The Centers for Disease Control and
Prevention (CDC) collaborates to create the
expertise, information, and tools that people
and communities need to protect their health —
through health promotion; prevention of
disease, injury and disability; and
preparedness for new health threats.

The Centers for Medicare and Medicaid
Services (CMS) administers public insurance
programs, which serve as the primary sources
of health care coverage for seniors and a large
population of medically vulnerable individuals,
and act as a catalyst for enormous changes in
the availability and quality of health care for all
Americans. In addition to these programs,
CMS has the responsibility to ensure effective,
up-to-date health care coverage, and promote
quality care for beneficiaries.

The Food and Drug Administration (FDA) is
responsible for protecting the public health by
assuring the safety, efficacy, and security of
human and veterinary drugs, biological
products, medical devices, our nation’s food
supply, cosmetics, and products that emit
radiation. The FDA is also responsible for
advancing the public health by helping to
speed innovations that make medicines and
foods effective, affordable, and safer; and
helping the public get the accurate, science-
based information they need to use medicines
and foods to improve their health.

The Health Resources and Services
Administration (HRSA) is responsible for
improving health care and achieving health
care equity through access to quality services,
a skilled health workforce and innovative
programs. The HRSA focuses on uninsured,
underserved, and special needs populations in
its goals and program activities.

The Indian Health Service (IHS) raises the
physical, mental, social, and spiritual health of
American Indians and Alaska Natives to the
highest level.

The National Institutes of Health (NIH) are the
stewards of medical and behavioral research
for the nation. The NIH promotes science in
pursuit of fundamental knowledge about the
nature and behavior of living systems and the
application of that knowledge to extend
healthy life and reduce the burdens of illness
and disability.

The Substance Abuse and Mental Health
Services Administration (SAMHSA) is
responsible for reducing the impact of
substance abuse and mental illness on

U. S. Department of Health and Human Services | | -1
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America’s communities. The SAMHSA
accomplishes its mission by providing
leadership, developing service capacity,
communicating with the public, setting

Center for Faith-Based and Neighborhood

Partnerships (CFBNP)

Departmental Appeals Board (DAB)

standards; and improving practice in
communities and in primary and
specialty care settings.

Our Secretary leads our components to

provide a wide range of services and benefits

to the American people. In addition, the

following staff offices report directly to the

Secretary, and support the operating
components in carrying out our mission.
They are:

Office of the Assistant Secretary for
Health (ASH)

Office of the Assistant Secretary for
Administration (ASA)

Office of the Assistant Secretary for
Financial Resources (ASFR)

Office of the Assistant Secretary for
Legislation (ASL)

Office of the Assistant Secretary for
Planning and Evaluation (ASPE)

Office of the Assistant Secretary for
Public Affairs (ASPA)

Office of the Assistant Secretary for
Preparedness and Response (ASPR)

e Office for Civil Rights (OCR)

e Office of Consumer Information and Insurance
Oversight (OCII0)

e Office on Disability (OD)

e Office of the General Counsel (OGC)

e Office of Global Health Affairs (OGHA)

e Office of Health Reform (OHR)

e Office of the Inspector General (OIG)

e Office of Intergovernmental Affairs (IGA)

e Office of Medicare Hearings and Appeals
(OMHA)

e Office of the National Coordinator for Health
Information Technology (ONC)

We present our organizational chart, which
consists of the Office of the Secretary and 10
operating components, and further details
concerning each component’s role in the
accomplishment of our overall mission and
strategic goals, incorporating those of the staff
offices, in the chart below. To find further
information regarding our organization,
components, and programs, visit our website at
http://www.hhs.gov.
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Office of the Secretary

Suppeorts: Transform Health, Scientific Knowledge, Safely & Well-Being,
Efficiency, Transparency & Accountability, and Infrastructure

'q . . X . - ™\
Administration for Children and Families (ACF)
Supports: Safety & Well-Being and Infrastructure

Budget Functions: ETSS, IS

Administration on Aging (AoA)
Supports: Transform Health, Safety & Well-Being and Infrastructure

Budget Functions: ETSS

Food and Drug Administration (FDA) b

Supports: Transform Health and, Scientific Knowledge

Budget Functions: H

@ Agency for Healthcare Research and Quality

(AHRQ)

. < Lo 3
Centers for Medicare and Medicaid (CMS)
Supports: Transform Health, Efficiency, Transparency & Accountability
and Infrastructure

Budget Functions: H, M
. J
i : F B

Indian Health Service (IHS)
Suppeorts: Transform Health and Infrastructure

Budget Functions: H
\ J
(- Y

National Institutes of Health (NIH)

Supports: Transform Health, Scientific Knowledge and Safety & Well-Being
Budget Functions: H

Supports: Transform Health and, Scientific Knowledge
Budget Functions: H

g Substance Abuse and Mental Health Services )
Administration (SAMHSA)

Supports: Transform Health, Scientific Knowledge, Safety & Well-Being,

Efficiency and Infrastruciure — Budget Functions: ETSS, IS

\

. v,
" " s s 25N
Health Resources and Services Administration
(HRSA)

Supports: Transform Health, Safety & Well-Being and Infrastructure
Budget Functions: H
\. J/
(- i

Centers for Disease Control (CDC)

Supports: Transform Health, Scientific Knowledge and Safety & Well-Being
Budget Functions: H

J

N

Agency for Toxic Substances and Disease
Registry (ASTDR

Supports: Transform Health, Scientific Knowledge and Safety & Well-Being
Budget Functions: H 5

Budget Functions: ETSS = Education, Training and Social Services; H = Health; IS = Income Security; M = Medicare
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STRATEGIC GOALS

We strive for continuous improvement to
enhance the health and well-being of
Americans. We achieve our vision for a
healthier and more hopeful America through
leadership in medical sciences, and public
health and human services programs.

We accomplish our mission through several
hundred programs and initiatives that cover
a wide spectrum of activities, serving the
American public at every stage of life. We
are responsible for approximately a quarter
of all Federal expenditures® and administer
more grant dollars than all other Federal
agencies combined. Our FY 2010 direct
budget authority was approximately

$845 billion. Through our programs and
other activities, we work closely with State,
local, U.S. Territories, Tribal Governments
and the private sector to improve the health
and well-being of Americans.

Many of our programs meet the objectives of
the American Recovery and Reinvestment
Act of 2009 (P.L. 111-5) (Recovery Act),
which provides an estimated $141.4 billion
over 11 years to achieve and support the
objectives of the Recovery Act. In addition to
funding in the direct provisions, the Recovery
Act provides for additional fiscal relief to the
States, in the form of reduced contributions
for prescription drug costs of approximately
$4.3 billion over the same period. For
specific accountability and transparency
information concerning our Recovery Act
efforts and expenditures, visit
http://www.hhs.gov/recovery. For
government-wide information concerning the
Recovery Act, visit http://www.recovery.gov.

Every three years, we update our Strategic
Plan, which describes our work to address
complex, multifaceted, and ever-evolving
health and human service issues. An agency
strategic plan is one of three main elements
required by the Government Performance

challenges related to our mission over the course
of five years.

Goal 1. Transform Health Care. Make
coverage more secure and affordable while
promoting high-value, effective care.

Goal 2. Advance Scientific Knowledge and
Innovations. Improve patient care, food
safety, and medical product safety through
scientific discovery, innovation for shared
solutions, and investment in the regulatory
sciences.

Goal 3. Advance the Health, Safety, and Well-
Being of Our People. Ensure the health, safety
and well-being of our people through improved
accessibility and quality of supportive services,
promotion of prevention and wellness,
reduction of infectious diseases, and protection
of health and safety during emergencies.

Goal 4. Increase Efficiency, Transparency, and
Accountability of HHS Programs. Ensure
program integrity and responsible stewardship
of resources by fighting fraud and working to
eliminate improper payments. Improve the
health and well-being of the American people
by providing and leveraging available data.
Promote sustainability through improving HHS
environmental, energy, and economic
performance.

Goal 5. Strengthen the Nation’s Health and
Human Service Infrastructure and Workforce.
Enhance the ability and capacity of the health
care workforce, strengthen the Nation’s human
service workforce, and improve National,
State, local and Tribal surveillance and
epidemiology capacity.

We are in the process of updating our Strategic
Plan for fiscal years (FY) 2010 through 2015. The
plan will contain our five updated strategic goals
related to each of our operating components, and
is summarized below. The primary responsibility
for our strategic efforts, by component, is included
in our organizational chart on the previous page.

and Results Act of 1993 (P.L. 103-62)
(GPRA). Our Strategic Plan defines our
mission, goals, and the means by which we
will measure our progress in addressing
specific national problems, needs or

Each of our operating and staff divisions
contributed to the development of our Strategic
Plan, as reflected in our goals, objectives,
strategies, evaluations, and performance

1 Calculated using data from the FY 2011
President’s Budget, Historical Table 4.2
Outlays by Agency
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indicators. The process emphasized creating
alignment between the long-range Strategic
Plan and annual GPRA reporting in our
Congressional Budget Justifications and the
Summary of Performance and Financial
Information, which together fulfill our GPRA
annual performance reporting requirements.

We discuss our strategic highlights in the
Strategic Goal Highlights section, beginning
on Page 6. Additionally, the table on the next
page summarizes the latest information
available relating to our performance targets
and results for FY 2007 through FY 2010.

SUMMARY OF DEPARTMENT OF
HEALTH AND HUMAN SERVICES
PERFORMANCE RESULTS

Through our 10 Operating Divisions and

20 Staff Divisions, we managed over

300 programs affecting the health, safety,
and welfare of every American. Detailed
information about each of our programs and
its associated performance measures can be
found at: http://www.hhs.gov/budget.

We gauge our success by hundreds of performance
measures. Information on our performance
measures is included in the On-line Performance
Appendices (available at:
http://www.hhs.gov/budget). We do not yet have
FY 2010 data for many programs’ measures due to
the expected data lag that results from the timing
of the reporting requirements for our grantees at
the State and local levels.

Table 1 shows our overall progress in meeting
1,033 performance measures for FY 2007 through
FY 2010. These data are preliminary; more
complete data will be presented in the FY 2010
Summary of Performance and Financial
Information that will be available in February
2011. Data for FY 2010 are currently available for
2 percent of our performance measures. Out of
the 25 targets currently reported in FY 2010,

76 percent met or exceeded the targets. Our
continued ability to meet a large percentage of our
targets is notable, considering our size and the
scope of our programs.

Table 1: Summary of Performance Targets and Results
(Preliminary)

Fiscal Year Total Targets with Results | Percent of Targets with Results | Total Reported Percent of Reported
Targets Reported Reported Targets Met Targets Met
2007 870 851 98% 661 78%
2008 932 875 94% 675 1%
2009 968 766 79% 593 7%
2010 1,033 25 2% 19 76%

U. S. Department of Health and Human Services | 1-5
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STRATEGIC GOAL HIGHLIGHTS

We accomplish our Strategic Goals by
managing hundreds of programs across
several disciplines. As a major, grant-making
agency, our grantees influence our
outcomes. We publicly report our progress
toward achievement of our mission and
Strategic Goals through more than

1,000 performance measures contained in
our On-Line Performance Appendices (at
http://www.hhs.gov/budget). More than half
of these measures track outcomes versus
outputs. An example of an outcome rate is
the adoption rate for children involved in the
Child Welfare System. One-fifth of our
performance measures track the efficiency
with which we provide our services,
reflecting our goal of getting better value for
each dollar spent.

Based on available data, in FY 2010 we met
or exceeded 76 percent of our reported
performance targets. Detailed performance
results are available in our FY 2010 Annual
Performance Report, which will be available
in our FY 2012 Congressional Justification, in
February 2011 at
http://www.hhs.gov/budget. In addition, a
synopsis of performance information will be
contained in the FY 2010 Summary of
Performance and Financial Information, also
available at http://www.hhs.gov by February
2011.

The accomplishments described below,
related to our five updated strategic goals,
represent highlights of our accomplishments.
These selected accomplishments
demonstrate progress toward the
achievement of our mission and strategic
goals. For a discussion of our financial and
program challenges, please see Looking
Ahead, included later in this Section, on
Page 5.

Strategic Goal 1: Transform
Health Care

Giving Americans Control over Health
Care

On March 23, 2010, President Obama signed
health insurance reform legislation giving
Americans more control of their health care.
This important legislation strengthens
insurance coverage for Americans and makes
coverage more affordable for families and
small business owners. The Affordable Care
Act ensures that all Americans have access
to quality, affordable health care. The non-

partisan Congressional Budget Office (CBO)
determined that the Affordable Care Act provides
health care coverage to an additional 32 million
Americans.

Covering the Uninsured with Pre-existing
Conditions

We announced the establishment of the new

$5 billion Pre-existing Condition Insurance Plan
(PCIP), created under the Affordable Care Act. This
program offers coverage to uninsured Americans
who have been unable to obtain health coverage
because of a pre-existing health condition. Plans
are administered through two processes:
supporting State run programs, or providing
insurance coverage directly to individuals in States
where States have not established their own
program. This program was established to enable
coverage until the Health Benefit Exchange
program is operational and ends on January 1,
2014. For more information on this program, visit
http://www.HealthCare.gov.

Promoting the Adoption of Health
Information Technology

In FY 2009, under the Health Information
Technology for Economic and Clinical Health Act
(HITECH Act), we began a $2 billion effort to
achieve widespread, meaningful use of health
information technology (HIT). The majority of the
$2 billion investment supports new cooperative
agreement programs awarded in FY 2010.
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The Office of the National Coordinator also
worked extensively with the Centers for
Medicare and Medicaid Services and the
Regional Extension Centers to develop the
policies and regulations required to
implement the Medicare and Medicaid
Electronic Health Records (EHRs) Incentive
Programs. This effort included stakeholders
across the health care system as well as
recommendations from the two Federal
Advisory Committees (the HIT Policy and
Standards Committees).

The HIT Extension Program provided

$774 million to establish a network of 62
Regional Extension Centers that will offer
technical assistance and guidance to
providers as they adopt and work toward
achieving meaningful use of EHRs. This
Program provides funding to create the HIT
Research Centers. The HIT Research
Centers, will collect and disseminate
information on best practices to support and
accelerate healthcare providers’ use of
electronic health records.

We awarded $564 million in State Health
Information Exchange cooperative
agreements to support States or State
Designated Entities in establishing health
information exchange capability among
healthcare providers and hospitals in their
jurisdictions. This effort is critical to enabling
care coordination and improving the quality
and efficiency of health care.

To demonstrate the potential impact of HIT
on improved health care outcomes, the
Beacon Community Program has funded

17 cities that will demonstrate the vision of a
future where hospitals, clinicians, and
patients are meaningful users of health IT
electronic health records. Together, this
community achieves measurable
improvements in health care quality, safety,
efficiency, and population health.

To ensure that individuals are trained to
support and sustain the investments of the
HIT Initiative, the HIT Workforce Program
provided awards totaling $84 million to

16 universities and junior colleges to support
training and development of more than
50,000 new health IT professionals. We also
provided $60 million for Strategic Health IT
Advanced Research Projects (SHARP) awards
to four advanced research institutions to
focus on solving current and future
challenges that represent barriers to the
adoption and meaningful use of health IT. In
addition to the new cooperative agreement

program, funds were awarded to support privacy
security, standards and interoperability, and
communication activities.

More information on the HIT Initiative is available
at http://healthit.hhs.gov. This website also
includes HIT Buzz, our new blog that provides
information about health IT and a forum for
consumers, providers, policymakers, and
technology experts to share their ideas and
concerns regarding health IT.

Connecting Consumers to Quality Affordable
Health Care Coverage

We unveiled several innovative new on-line tools
that help consumers take control of their health
care by connecting them to new information and
resources to help access quality, affordable health
care coverage.

One such tool, http://www.HealthCare.qgov, is the
first website to provide consumers with both public
and private health coverage options — tailored
specifically for their needs — in a single, easy-to-
use tool. The website combines information about
our programs with information from more than
1,000 private insurance plans. The website also
provides information about the implementation of
the Affordable Care Act and other health care
resources, including important new information
about the quality of care available in America’s
outpatient and emergency departments.

We also unveiled http://www.CuidadodeSalud.gov,
a partner site to HealthCare.gov. It is the first
website in Spanish of its kind to help consumers
take control of their health care by connecting
them to new information and resources that will
help them access quality, affordable health care
coverage. CuidadodeSalud.gov is particularly
important for Latinos, who have the highest rates
of un-insurance in the nation—more than one in
three Latinos are uninsured.

Medicare Prescription Drug Cost Relief

Provisions of the
’ Affordable Care Act are
€. designed to make
prescription drug costs
more affordable. One
particular program
provided more than one
million eligible seniors and people with disabilities
with a tax-free, one-time rebate check for $250.
In 2011, the Affordable Care Act will provide
eligible beneficiaries with a 50 percent discount on
their Medicare Part D covered brand name
medications for drugs purchased in the coverage

gap.
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Strategic Goal 2: Advance
Scientific Knowledge and
Innovation

Innovation Supporting Transparent and
Open Government

We developed three innovative ideas in
direct response to the “Memorandum on
Transparency and Open Government,” issued
by President Obama on January 21, 2009,
his first full day in office.

Information Streaming, ldealab, and
YouTube Know What to Do About the Flu and
Prevention PSA Contest implement the
President’s three principles for promoting a
transparent and open government:
transparency, participation, and
collaboration. Our initiatives help to facilitate
ways for the public and private sector to find
the information they need and receive real-
time updates. Websites with further
innovation information include Information
Streaming, found at
http://www.whitehouse.gov/open/commitments
and ldealLab and YouTube Know What to Do
about the Flu and Prevention PSA Contest,
found at
http://www.whitehouse.gov/open/innovations.

Preparing the Nation’s Response to
Radiological Emergencies

We awarded
nine contracts
under the
Biomedical
Advanced
Research and
Development
Authority
(BARDA) for
the advanced
research and
development
of more
effective tests
and devices to
determine the
level of
radiation a person has absorbed after a
nuclear or radiological incident. These
contracts total $35 million for the initial

phase and up to $400 million over five years.

Each contractor has identified particular
physical or biological characteristics, known
as biomarkers, to indicate how much
radiation a person has absorbed. The
contractors will initially conduct studies to

test the accuracy of the biomarkers as an indicator
for the level of absorbed radiation. In addition,
they will determine if their proposed devices
measure these biomarkers effectively.

Upon successful completion of these studies, the
contractors will develop prototypes of portable
devices that can be used in the field by responders
to test for radiation absorption. Knowing a more
precise measure of radiation exposure will help
health care responders determine the most
appropriate treatment for patients exposed to
damaging ionizing radiation, which can destroy the
body’s cells.

Providing for Development of Cell-based Viral
Vaccines

We issued final guidance to help manufacturers
who are developing safe and effective cell-based
viral vaccines to address emerging and pandemic
threats.

The document, “Guidance for Industry:
Characterization and Qualification of Cell Substrates
and Other Biological Materials Used in the Production
of Viral Vaccines for Infectious Disease Indications,”
will aid manufacturers who wish to use new cell
substrates for vaccine production, such as for
influenza vaccines. Currently, all licensed
manufacturers use chicken eggs to produce
influenza vaccines. In addition to providing advice
to manufacturers about the scientific principles of
cell substrate development, the guidance describes
tests that may be used to evaluate cell substrates
intended for use in viral vaccine production.

Progressing in Prevention of Healthcare-
Associated Infections

We released a report showing our nation is making
progress toward eliminating healthcare-associated
infections that kill almost 100,000 Americans each
year. The report focuses on central line-associated
bloodstream infections (CLABSI), serious
infections that can cause death in hospitalized
patients and an estimated $2.7 billion added costs
to the U.S. healthcare system.

The First State-Specific Healthcare-Associated
Infections Summary Data Report (available at
http://www.cdc.gov/hai/statesummary.html),
demonstrates steps take to reduce these often-
preventable infections are working. The data in the
report shows an 18 percent decrease in national
CLABSI incidence. This report is also a benchmark
for progress on the national goals outlined in the
our Action Plan to Prevent Healthcare-Associated
Infections
(http://www.hhs.gov/ophs/initiatives/hai/).
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Implementing Food Safety Working
Group Recommendations

The U.S. Department of Agriculture (USDA)
Secretary, Tom Vilsack, and the Health and
Human Services Secretary, Kathleen
Sebelius, commended Federal food safety
agencies for their accomplishments
supporting President Obama’s Food Safety
Working Group. The Food Safety Working
Group, co-chaired by Secretaries Vilsack and
Sebelius, recommended a public health-
focused approach to food safety based on
three core principles: prioritizing prevention;
strengthening inspection and enforcement;
and improving response and recovery.

The following are a few of the highlights of
the progress and accomplishments achieved
during the year:

Prioritizing Prevention

e Salmonella in poultry and eggs:
USDA issued revised draft standards
for the presence of Salmonella to
reduce consumers’ exposure to this
pathogen in raw poultry products. We
issued a rule to control Salmonella
contamination of eggs during
production, storage, and
transportation. By July 9, 2010,
approximately 82 percent of shell eggs
were expected to be covered under the
new requirements.

e Produce safety: We issued
commodity-specific draft guidance
documents to industry on agricultural
practices to reduce the risk of microbial
contamination in the production and
distribution of tomatoes, melons and
leafy greens. We are developing a
proposed rule on produce safety.

Strengthening Inspection and
Enforcement

e Reportable Food Registry: We
launched the Reportable Food Registry
(RFR), an electronic portal for industry
and public health officials to report
when there is reasonable probability
that a food item will cause serious
adverse health consequences.

e Environmental assessments: The
workgroup is developing a training
program for environmental health
specialists on how to conduct an

environmental assessment properly during a
food-borne outbreak investigation.

Improving Response and Recovery

e Improving disease surveillance: This
workgroup launched a new web-based
surveillance platform to enhance the speed
and completeness of food-borne outbreak
reports, and developed an on-line database
to make data more easily accessible by the
public. We also published the first joint
executive report on antimicrobial resistance
among pathogens in food animals, retail
meats and human clinical cases based on
data up to 2007.

e Collaborative investigation or
identification of outbreaks: Since July
2009, we coordinated or led more than 15
major multi-state outbreak, food-related
investigations. These investigations have
identified new food vehicles, including
peppered Italian-style deli meat, and a new
food-borne pathogen (Shiga-toxin producing
E. coli 0145), and have led to major product
recalls. All involved close collaboration
among Federal agencies.

Enhancing the Evidence Base for Health Care
Decisions

We conducted a landmark clinical trial comparing
two stroke prevention procedures, which showed
that surgery and stenting are equally safe and
effective treatments for patients at risk for stroke.
A trial of 2,502 participants compared carotid
endarterectomy (CEA) to carotid artery stenting
(CAS). CEA is a surgical procedure to clear blocked
blood flow and considered the gold standard
prevention treatment. CAS is a newer and less
invasive procedure that involves threading a stent
and expanding a small protective device in the
artery to widen the blocked area and capture any
dislodged plaque.

The overall safety and efficacy of the two
procedures was largely the same with equal
benefits for both men and for women, and for
patients who had previously had a stroke and for
those who had not. However, when investigators
looked at the numbers of heart attacks and
strokes, they found differences. The investigators
found that there were more heart attacks in the
surgical group, 2.3 percent compared to

1.1 percent in the stenting group; and more
strokes in the stenting group, 4.1 percent versus
2.3 percent for the surgical group in the weeks
following the procedure. The long-term investment
in patient-centered health research informs
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clinicians, consumers, and policymakers on
the effectiveness of different treatment
options.

Strategic Goal 3: Advance the
Health, Safety and Well-Being of
the American People

Promoting Early Childhood Health and
Development

One year after enactment of the Children’s
Health Insurance Program Reauthorization
Act, we collaborated with the USDA and
jointly released a comprehensive review of
the past year’s accomplishments in finding
and enrolling children in health coverage,
The Children’s Health Insurance Program
Reauthorization Act One Year Later:
Connecting Kids to Coverage.

We announced that 2.6 million more children
were served by Medicaid or the Children’s
Health Insurance Program (CHIP) over the
past year. Our goal is to enroll the nearly

5 million more children who are eligible for
coverage. In conjunction with these efforts,
we announced $100 million in Federal grant
funds to improve health care quality and
delivery systems for children enrolled in
CHIP. This includes $10 million in awards
specifically for Indian Health providers to
reach out in new ways to American Indian
and Alaska Native children and families.

To further promote early childhood health
and development, we are increasing access
to, and improving the quality of early
childhood education programs such as Head
Start. These efforts reinforce the
Administration’s goal of serving more low-
income children in safe, healthy, and
nurturing childcare settings that promote
learning, child development, and school
readiness.

Over 45,000 additional Head Start and Early Head
Start slots were created because of Recovery Act
funding, which provided $2 billion in child care
funding. We also are on track to implement
revised program performance standards for Head
Start programs and expand the number of States
with Quality Rating and Improvement Systems
(QRIS) that meet high quality benchmarks for
childcare and other early childhood education
programs. These benchmarks were developed by
us in coordination with the U.S. Department of
Education.

Supporting the National HIV/AIDS Strategy

We approved the 100" antiretroviral drug in
association with the President’s Emergency Plan
for AIDS Relief (PEPFAR), aimed at the prevention,
treatment, and care of people infected with and
affected by HIV/AIDS worldwide. The PEPFAR
program is a cooperative effort that involves many
of our components, the State Department’s Office
of the U.S. Global AIDS Coordinator, the U.S.
Department of Defense, other Federal agencies,
host country governments, and other international
partners. The goal of PEPFAR is to work with host
nations to support treatment of at least 3 million
people, prevention of 12 million new infections,
and providing care for more than 12 million HIV-
infected and affected people by 2013. In addition,
PEPFAR supports training of at least

140,000 health care workers in HIV/AIDS
prevention, treatment, and care.

R & " ' @ Wealsoannounced
S @

- the release of grant
‘ 2UE B A k awards totaling more
{ s & than $1.84 billion to
' ‘ ensure that people
p " living with HIV/AIDS
' continue to have
'@ L - ‘ﬁ === access to life-saving
health care and medications. The grants are
funded through the Ryan White HIV/AIDS
Program, which helps more than half a million
individuals every year obtain clinical care,
treatment and social support services. The Health
Resources and Services Administration (HRSA),
one of our components, oversees the Ryan White
HIV/AIDS Program, which provides funding for
health services for people who lack sufficient
health care coverage or financial resources to cope
with HIV disease. Federal funds are awarded to
agencies located around the country, which in turn
deliver care to eligible individuals.

Supporting Pregnant and Parenting Teens
and Women

We awarded grants of $182 million in States and
tribes across the country to support pregnant and
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parenting teens and women. Of the total
awards, $100 million came from the Teen
Pregnancy Prevention Program, $55 million
was from the Personal Responsibility
Education Program, $24 million was from the
Pregnancy Assistance Fund, and $3 million
was from the Tribal Maternal, Infant, and
Early Childhood Home Visiting Grant
Program.

Each of these programs provides States and
tribes with assistance to support vulnerable
teens and women who are pregnant and
parents. These grants help support the
replication of teen pregnancy prevention
programs that have shown to be effective,
and provide rigorous research as well as the
testing of new, innovative approaches to
combating teen pregnancy. In addition,
States will use these funds to link these
families to health, education, child care, and
other support mechanisms that can help
brighten the futures of parents and their
children. States are also encouraged to use
the funds to address violence against
pregnant and parenting women.

Protecting the Health and Safety of
Americans in Public Health Emergencies

We released The National Health Security
Strategy, the nation’s first comprehensive
strategy focused on protecting people’s
health during a large-scale emergency. The
strategy sets priorities for government and
non-government activities over the next four
years.

National health security means that the
nation and its people are prepared for,
protected from, and resilient in the face of
health threats or incidents with potentially
negative health consequences such as
bioterrorism and natural disasters. The
strategy provides a framework for actions
that will build community resilience,
strengthen and sustain health emergency
response systems, and fill current gaps.

Among the initial actions for the Federal
Government is conducting a review to
improve the system for developing and
delivering countermeasures — medications,
vaccines, supplies and equipment for health
emergencies; coordinating across
government and with communities to identify
and prioritize the capabilities, research, and
investments needed to achieve national
health security; and evaluating the impact of
these investments.

Responding to the Haiti Earthquake
Emergency

When the devastating earthquake first struck Haiti
on January 12, 2010, President Obama called on
Americans to unite and respond to this tragedy.
Our personnel were among the first to answer that
call. We worked closely with the U.S. Department
of State, which notified us of specific requests
from Haiti for medical and public health support in
the disaster zone. We also launched a website for
media and the public, to provide real-time updates
on the Department’s response to the earthquake
in Haiti.

Our medical teams traveled with medicine, medical
supplies, and equipment to help save lives during
the critical post-earthquake timeframe. Doctors,
nurses, paramedics, emergency medical
technicians, and other medical personnel in our
National Disaster Medical System (NDMS) and U.S.
Public Health Service provided immediate medical
care to the injured, while public health experts
assessed the scope of the earthquake's damage to
water and food supplies.

We also helped U.S. citizens returning from Haiti,
assessing their needs upon arrival. These needs
included medical care, short-term shelter, and
transportation to their destinations in the United
States. We also worked to unite Haitian children
who arrived in the United States with their
prospective parents, who filed for their adoption.
These children are now all in the care of their new
families.

In the aftermath of the earthquake our personnel
assisted the Haitian Government with mental
health services, disaster and public health
assessments, environmental health and safety
testing, and the critical reconstruction of health
care infrastructure.

Helping Americans Lead Healthier Lives

First Lady Michelle Obama, Secretary Kathleen
Sebelius and U.S. Surgeon General Regina
Benjamin announced plans to help Americans lead
healthier lives through better nutrition, regular
physical activity, and by encouraging communities
to support healthy choices.

The First Lady launched the Let’s Move! campaign
on childhood obesity and asked us to play a key
role. To assist, Secretary Sebelius launched the
Let’'s Move Cities and Towns component of the
Let’s Move! campaign encouraging adoption of a
long-term, sustainable and holistic approach to
fight child obesity in their communities. We also
released The Surgeon General’s Vision for a
Healthy and Fit Nation, which highlights the
alarming trend of overweight and obese
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Americans, and the changes that promote
the health and wellness of our families and
communities. To view The Surgeon General’'s
Vision for a Healthy and Fit Nation, visit
http://www.surgeongeneral.gov.

To further fight the prevalence of obesity, we
awarded more than $650 million to support
public health efforts to reduce obesity,
increase physical activity, improve nutrition,
and decrease smoking-the four most
important actions for combating chronic
diseases and promoting health in
communities, States, and U.S. territories.
This money supports several components in
the Department’s comprehensive prevention
and wellness initiative, Communities Putting
Prevention to Work (CPPW), which is funded
under the Recovery Act. CPPW awards to
cities, towns, and tribes across the country
will provide communities with the resources
to create healthy choices for residents, such
as increasing availability of healthy foods and
beverages, improving access to safe places
for physical activity, discouraging tobacco
use, and encouraging smoke-free
environments. To learn more about
Communities Putting Prevention to Work,
visit
http://www.cdc.gov/chronicdisease/recovery.

In addition,
we partnered
with the
Departments
of Treasury
and
Agriculture on
the Healthy
Food
Financing
Initiative to
bring grocery
stores and
other healthy
food retailers
to under-
served urban
and rural communities across America. The
Healthy Food Financing Initiative will
promote a range of interventions that
expand access to nutritious foods, including
developing and equipping grocery stores and
other small businesses and retailers selling
healthy food in communities that currently
lack these options.

Strategic Goal 4: Increase Efficiency,
Transparency, and Accountability of
Our Programs

Implementing the Program Integrity
Initiative

We launched a Department-wide program integrity
initiative to ensure that every one of our programs
and offices prioritizes the identification of systemic
vulnerabilities and opportunities for waste and
exploitation, and implements heightened
oversight. Because each dollar wasted or stolen is
a dollar taken away from a family whose health
and well-being may depend on it, we are obligated
to ensure our program dollars are being spent in
the way they were intended. Accordingly, we
created the Secretary’s Council on Program
Integrity.

The Council on Program Integrity is looking at all
areas within our organization to conduct risk
assessments of programs or operations most
vulnerable to waste, fraud, or abuse; enhance
existing program integrity initiatives or create new
ones; share best program integrity practices
throughout our organization; and measure the
results of our efforts. Programs or operations that
the Council is looking at include Medicare,
Medicaid, Head Start, Low-Income Home Energy
Assistance Program, medical research, and the
public health grants. While the initiative was
established just months ago, we have already re-
designed our risk assessment tool and are in the
process of putting the first group of programs
through the new risk assessment process. That will
be followed by successive rounds of program risk
assessments across our organization until all of
our programs have strong program integrity
practices built into their operations.

Preventing Medical Identity Theft and
Medicare Fraud

In early FY 2010, Secretary Kathleen Sebelius and
Assistant Attorney General Tony West highlighted
the Obama Administration’s work to fight Medicare
Fraud and released new tips and information to
help seniors and Medicare beneficiaries deter,
detect and defend against Medical identity theft.

Medical identity theft occurs when someone steals
a patient’s personal information, such as his or her
name and Medicare number, and uses the
information to obtain medical care, to buy drugs or
supplies, or to bill Medicare fraudulently using that
patient’s stolen identity. The new tips and a
printable brochure were produced by our Office of
the Inspector General (OIG) and are available now
at http://www.StopMedicareFraud.gov and
http://www.oig.hhs.gov/fraud/idtheft.
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The materials include practical steps to help
“deter, detect, and defend” against medical
identity theft. Beneficiaries are reminded to
beware of offers of free medical equipment,
services, or goods in exchange for their
Medicare numbers. Beneficiaries are also
encouraged to review their Medicare
Summary Notices, Explanations of Benefits
statements, and medical bills regularly for
suspicious charges and to report suspected
problems.

“When criminals steal from Medicare,
they are stealing from all of us.
That’s why fighting Medicare fraud is
one of the Obama Administration’s
top priorities.”

Secretary Kathleen Sebelius

Expanding the Medicare Fraud Strike
Force

In December 2009, CMS announced that as
part of the continuous operations of the
Medicare Fraud Strike Force, thirty people
were indicted in three cities for their alleged
roles in schemes to submit more than

$61 million in false Medicare claims.

In conjunction with the indictments, we
jointly announced with the Department of
Justice (DOJ) the expansion of Medicare
Fraud Strike Force operations from four cities
in the United States (Miami, Los Angeles,
Detroit, and Houston) to seven cities
(Brooklyn, Tampa and Baton Rouge added).
The DOJ-HHS Medicare Fraud Strike Force is
a multi-agency team of Federal, State and
local investigators designed to combat
Medicare fraud using Medicare data analysis
techniques and an increased focus on
community policing.

The Strike Force Team operations are
another important step of the Health Care
Fraud Prevention and Enforcement Action
Team (HEAT), an initiative announced in
May 2009 between the DOJ and us to focus
our joint efforts to reduce and prevent
Medicare and Medicaid fraud through
enhanced cooperation. In the three years
since they were created, Medicare Fraud
Strike Forces have charged more than 810
defendants with defrauding Medicare of
nearly $1.9 billion taxpayer dollars. Since

announcing HEAT in May 2009, the Medicare Fraud
Strike Forces have charged 465 defendants with
defrauding Medicare of more than $830 million
taxpayer dollars.

Strategic Goal 5: Strengthen the
Nation’s Health and Human Services
Infrastructure and Workforce

Providing Indian Health Care Improvements

The Indian Health Care Improvement Act (IHCIA),
the cornerstone legal authority for the provision of
health care to American Indians and Alaska
Natives, was made permanent when President
Obama signed the bill on March 23, as part of the
Affordable Care Act. The version of the IHCIA
signed into law provides a comprehensive health
service delivery system for approximately

1.9 million of the nation’s estimated 3.3 million
American Indians and Alaska Natives.

We also announced our compliance with President
Obama’s memorandum on Tribal consultation and
Executive Order 13175 by submitting a detailed
tribal consultation plan to improve services,
outreach, and consultation efforts to American
Indian and Alaska Natives.

In conjunction with our plan, Secretary Sebelius
convened a Tribal-Federal Work Group whose task
it will be to review tribal comments, regional
consultation reports and develop recommendations
to improving our Tribal consultation policy.
Secretary Sebelius will also create a Tribal
Advisory Committee, the first of its kind
established by any Cabinet official in the
Administration.

Constructing or Improving Biomedical
Research Facilities

We awarded $1 billion dollars of Recovery Act
funds to construct, repair and renovate scientific
research laboratories and related facilities across
the country. Environmental impact was a
prominent theme of the related construction
application and awards process to ensure energy
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efficiency, reduction of the environmental
impact of building materials, and minimized
use of compounds that deplete the ozone.

These awards are part of the
Administration’s $100 billion investment in
science, innovation and technology to spur
domestic job creation in emerging industries
and create a long-term foundation for
economic growth, which helps to foster
scientific advances that may lead to
improved human health.

Investing to Train and Develop New
Health Care Providers

We invested $250 million to increase the
number of health care providers and
strengthen the primary care workforce. The
investments in the primary care workforce
are the first allocation from the new

$500 million Prevention and Public Health
Fund for fiscal year 2010, created by the
Affordable Care Act. These funds will be used
to creating additional primary care residency
slots, support physician assistant training in
primary care, encouraging students to
pursue full-time nursing careers, establishing
new nurse practitioner-led clinics, and
encouraging States to plan for and address
health professional workforce needs.

Communities across the country have long
suffered from a shortage of primary care
providers. Without action, experts project a
continued primary care shortfall due to the
needs of an aging population and a decline in
the number of medical students choosing

one primary care specialty. The Association of
American Medical Colleges estimated that the
nation would have a shortage of approximately
21,000 primary care physicians in 2015. Building
on the earlier investments made by the Recovery
Act, the Affordable Care Act investments,
particularly for the National Health Service Corps,
will support the training and development of more
than 16,000 new primary care providers over the
next five years.

Supporting Public Health Training Centers

We awarded $16.8 million to support 27 Public
Health Training Centers at schools of public health
and other public or non-profit institutions across
the country. The program helps improve the public
health system by enhancing skills of the current
and future public health workforce. Institutions
accredited to provide graduate or specialized
training in public health are eligible for funding.
Most of the funding — $15.4 million — is made
available by the Prevention and Public Health Fund
authorized by the Affordable Care Act.

Funded organizations (1) plan, develop, operate
and evaluate projects that support goals
established by the Secretary in preventive
medicine, health promotion and disease
prevention; or (2) improve access to and quality of
health services in medically underserved
communities. Other Public Health Training Centers
activities include assessing the learning needs of
the public health workforce; providing accessible
training; and working with organizations to meet
strategic planning, education, and resource needs.
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ANALYSIS OF FINANCIAL STATEMENTS
AND STEWARDSHIP INFORMATION

The financial statements were prepared in
accordance with Federal accounting standards
and audited by the independent accounting firm
of Ernst & Young LLP under the direction of our
Inspector General. The Chief Financial Officers
Act of 1990 (P.L. 101-576) requires the
preparation and audit of these statements,
which are part of our efforts for continuous
improvement of financial management. The
production of accurate and reliable financial
information is necessary for making sound
decisions, assessing performance, and
allocating resources. Section Il of the report
presents our audited financial statements and
notes.

Limitations of the Principal Financial Statements

The principal financial statements in Section 11
of this report have been prepared to report our
financial position and results of operations,
pursuant to the requirements of

31 U.S.C. 83515 (b). Although the statements
have been prepared from our books and records
in accordance with generally accepted
accounting principles for Federal entities and
the formats prescribed by the OMB, the
statements are in addition to the financial
reports used to monitor and control budgetary
resources, which are prepared from the same
books and records. These statements should be
read with the realization that they are for a
component of the U.S. Government, a
sovereign entity. One implication of this is that
liabilities cannot be liquidated without
legislation providing us with resources and
budget authority.

Table 2: Summary of Financial Condition Trends

(in Billions)
Increase
FY2006 FY2007 FY2008 FY2009 FY2010 (Decrease) % Change
Total Assets $513.9 $503.8 $529.3 $562.8 $563.7 $0.9 0.2%
Fund Balance with Treasury 159.9 114.8 1243 162.0 182.2 20.2 12.5%
Investments, Net 342.0 365.9 385.4 381.1 359.9 (21.2) (5.6)%
Other Assets 12.0 231 19.6 19.7 216 1.9 9.6%
Total Liabilities $78.4 $81.9 $86.6 $94.4 $99.2 $4.8 5.1%
Accounts Payable 12 1.0 1.0 11 1.6 0.5 45.5%
Entitlement Benefits Due and Payable 61.2 615 65.9 722 727 0.5 0.7%
Accrued Grant Liabilities 3.8 39 39 4.0 4.2 0.2 5.0%
Federal Employee and Veterans Benefits 75 8.4 8.8 9.7 10.0 0.3 3.1%
Other Liabilities 4.7 7.1 7.0 74 10.7 33 44.6%
Net Position $435.5 $421.9 $442.7 $468.4 $464.5 $(3.9) (0.8)%
Total Liabilities and Net Position $513.9 $503.8 $529.3 $562.8 $563.7 $0.9 0.2%

Financial Condition — What is Our Financial
Picture?

The table above summarizes trend
information concerning components of our
financial condition — assets, liabilities, and
net position. The Consolidated Balance Sheet
presents a snapshot of our financial condition
as of September 30, 2010, compared to

FY 2009, and displays assets, liabilities and
net position. Another component of our
financial picture is our Consolidated
Statement of Net Cost. Each of these
components are discussed below, and in

further detail in Financial Statements and Notes,
Section 11, of this report.

Assets—What Do We Own and Manage?

Assets represent the value of what we own or
manage. Our total assets were $563.7 billion on
September 30, 2010. This amount represents an
increase of $0.9 billion or 0.2 percent above the
last year’s assets. This increase is largely
attributable to the net effect of an increase of
$20.2 billion in Fund Balance with Treasury and a
decrease of $21.2 billion in Net Investments. The
Fund Balance with Treasury increase of
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$20.2 billion resulted primarily from
increases of $20.8 billion in various HHS
appropriations. The increases of $20.8 billion
include $8.9 billion in unobligated balances;
$10.3 billion in obligations that have not yet
been disbursed; and $1.0 billion in non-
budgetary funds with Treasury. The increase
in unobligated balances includes funds that
are restricted for future use and not
apportioned for current use. The restricted
amount is primarily for the Affordable Care
Act programs, Children’s Health Insurance
Program, CMS Program Management, State
Grants and Demonstrations, and the
Recovery Act Health Information Technology
Program. In FY 2010, the HHS received
$18.7 billion under the Affordable Care Act of
which $16 billion is restricted for future use.
The majority of the $21.2 billion decrease in
Net Investments resulted from a decline of
$21.3 billion in Medicare Non-Marketable,
Par Value bonds carried at face value.

Fund Balance with Treasury and Net
Investments together comprise 96.2 percent
of our total assets. The remaining assets
totaling $21.6 billion or 3.8 percent consist
of Accounts Receivable, Inventory and
Related Property, General Property, Plant,
and Equipment, and Other Assets.

further in the associated financial statement notes
included in Section Il of this report.

Figure 1. FY 2010 Liabilities by Type
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Ending Net Position—What Have We Done Over
Time?

Liabilities — What Do We Owe?

Our liabilities, amounts that we owe from
past transactions or events, were

$99.2 billion on September 30, 2010. This
represents an increase of $4.8 billion, or

5.1 percent above the last year’s liabilities.
Entitlement benefits due and payable to the
public from the Medicare and Medicaid
insurance programs in the amount of

$72.7 billion represent 73.3 percent of our
liabilities.

Of the $4.8 billion increase, $2.0 billion
relates to increases in contingent liabilities
and the remaining $2.8 billion relates to
increases in all other liabilities. Contingent
liabilities have been established for Medicaid
audit and program disallowances that are
currently being appealed by the States.
Consistent with Federal accounting
standards, we recognize the responsibility for
future program participants of Medicare as a
social insurance program, rather than a
pension program. Accordingly, we have not
recognized a liability for future payments to
current and future program participants. The
estimated long-term cost is included in the
Statement of Social Insurance and discussed

Our net position represents the difference between
assets and liabilities. Changes in our net position
resulted from changes that occur within
cumulative results of operations and unexpended
appropriations. At the end of FY 2010, our net
position was $464.5 billion, a decrease of

$3.9 billion, or 0.8 percent from the previous year.
Of the $464.5 billion, $319.0 billion was for
earmarked funds and $145.5 billion was for all
other funds. The decrease of $3.9 billion was due
to the net effect of an increase of $14.6 billion in
unexpended appropriations, offset by a decrease
of $18.5 billion in cumulative results of operations.
Net position is the sum of the cumulative results of
operations since inception and unexpended
appropriations, those appropriations provided to
HHS that remain unused at the end of the fiscal
year.

Net Cost of Operations—What Are Our Sources
and Uses of Funds?

Our net cost of operations represents the
difference between the costs incurred by our
programs less associated revenues. We receive
the majority of our funding through Congressional
appropriations and reimbursement for the
provision of goods or services to other Federal
agencies. Our net cost of operations for the year
ended September 30, 2010 totalled $856.7 billion.

The chart to the right depicts our’ FY 2010 net cost
of operations by major budget function and
component. The majority of FY 2010 net costs
relate to Medicare ($447.2 billion) and Health
($351.8 billion) programs, or more than

93 percent of our annual net costs. During
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FY 2010, the Health and Medicare budget
functions experienced growth of 9.8 percent
($31.4 billion) and 4.0 percent

($17.1 billion), respectively. The growth in
the Health budget function is primarily
attributable to normal increases in
Entitlement Benefits of $13.9 billion and
Recovery Act extension of Federal Medical
Assistance Percentage (FMAP) expenditures
of $8.2 billion. The growth in Medicare is
primarily attributed to an increase in the
Hospital Insurance (HI) and Supplementary
Medical Insurance (SMI) benefits of

$8.6 billion and $5.0 billion, respectively.
There was also an increase in Part D benefits
of approximately $6.6 billion and a reduction
in the net cost related to an increase in the
SMI premiums of $3.1 billion.

The FY 2010 net cost represents an increase
of $52.8 billion or 6.6 percent more than the
FY 2009 net cost. Approximately 85 percent
of the net cost of operations relates to
Medicare, Medicaid, the Children’s Health

Insurance Program (CHIP), and other health
programs managed by the Centers for Medicare
and Medicaid Services.

The table below depicts our net cost of operations
by major component for the last five years.

Figure 2: FY 2010 Net Cost
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Table 3: Net Cost of Operations

Health Income Security Education &
Training

Budget Function

(in Billions)
$ %
2006 2007 2008 2009 2010 Chg Chg

Responsibility Segments

Centers for Medicare and Medicaid

Services (CMS) Gross Cost $574.2 $612.4 $657.9 $749.0 $789.7 $40.7 5.4%

CMS Exchange Revenue (49.8) (50.3) (54.1) (57.3) (60.7) (3.4) 5.9%

CMS Net Cost of Operations 524.4 562.1 603.8 691.7 729.0 373 5.4%
Other Segments:

Other Segments Gross Cost of

Operations 102.2 105.4 108.4 116.0 130.9 149 12.8%

Exchange Revenue 2.7) (2.9) (3.2) (3.8) (3.2) 0.6 15.8%

Other Segments Net Cost of

Operations 99.5 102.5 105.3 112.2 127.7 155 13.8%
Net Cost of Operations $623.9 $664.6 $709.1 $803.9 $856.7 $52.8 6.6%
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Budget Resources - What Were Our
Resources and the Status of Funds?

The Combined Statement of Budgetary
Resources provides information on
availability of budgetary resources and the
status at the end of the year. FY 2010 total
resources were $1.3 trillion, representing an
increase of $73.7 billion, or 6.2 percent, over
FY 2009. Fiscal year obligations of

$1.2 trillion increased $64.7 billion, or

5.7 percent, over FY 2009. Our year-end
resources were $59.3 billion, of

which $16.6 billion were not available for
expenditure. Total net outlays (cash
disbursed for the Department’s obligations)
of $854.1 billion increased $56.8 billion or
7.1 percent from FY 2009 net outlays of
$797.3 billion.

Social Insurance

The Statement of Social Insurance is
presented as a principal financial statement,
in accordance with Statement of Federal
Financial Accounting Standards No. 25,
Reclassification of Stewardship
Responsibilities and Eliminating the Current
Services Assessments. This statement
presents the 75-year actuarial present value
projection of the income and expenditures of
the Hospital Insurance and Supplementary
Medical Insurance trust funds. Future
expenditures are expected to arise from the
formulae specified in current law for current
and future program participations. These
projections are considered important
information regarding the potential future
cost of the Medicare program.

Medicare Trust Funds

Medicare is a combination of four programs:
HI, SMI, Medicare Advantage, and Medicare
Prescription Drug Benefit. At the end of

FY 2010, approximately $354.5 billion or
98.5 percent of HHS investments were in
Treasury securities to support the Medicare
Trust Funds.

Established in 1965 as Title XVIII of the
Social Security Act (42 U.S.C. Ch. 7),
Medicare was legislated as a complement to
Social Security retirement, survivors, and
disability benefits and originally covered
people age 65 and older. In 1972, the
program was expanded to cover the
disabled, people with end-stage renal
disease requiring dialysis or kidney
transplant, and people age 65 or older who
elect Medicare coverage. Since 1966,

Medicare enrollment has increased from 19 million
to approximately 47 million beneficiaries.

In December 2003, Medicare Prescription Drug,
Improvement & Modernization Act of 2003

(P.L 108-173) was enacted, which included the
addition of a drug benefit (Part D). The Medicare
Prescription Drug Benefit program represents one
of the largest changes to Medicare since its
enactment in 1965, and FY 2007 was the first year
to reflect a full year of costs.

Hospital Insurance

Hospital Insurance (HI), or Medicare Part A, is
usually available automatically to people age

65 and older, who have worked long enough to
qualify for Social Security benefits, and to most
disabled people entitled to Social Security, or
Railroad Retirement benefits. The program,
financed primarily by payroll taxes paid by workers
and employers, pays for in-patient hospital, skilled
nursing facility, home health, hospice, and
managed care. The annual payroll taxes fund
benefits for current beneficiaries. The Hospital
Insurance Trust Fund invests in Treasury securities
for funds not currently needed to pay benefits and
related expenses.

Based on estimates from the Midsession Review of
the FY 2011 President’s Budget, in-patient hospital
spending accounted for 56 percent of HI benefit
outlays in FY 2010 and managed care spending
comprised about 25 percent. Total HI benefit
outlays grew by 3.9 percent during 2010, and HI
benefit outlays per enrollee were projected to
increase by 1.7 percent, to $5,210.

Figure 3: HI Medicare Benefit Payments
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Under the Trustees’ intermediate set of
assumptions, as displayed in the Statement
of Social Insurance, as of January 1, 2010,
the Hospital Insurance Trust Fund will incur
an actuarial deficit of nearly $2.7 trillion over
the 75-year projection period, as compared
with $13.8 trillion in the FY 2009 financial
report. To bring the HI Trust Fund into
actuarial balance over the next 75 years,
substantial increases in revenues and/or
reductions to benefits will be required.

Supplementary Medical Insurance

Supplementary Medical Insurance, or
Medicare Part B and Medicare Part D, is
available to nearly all people age 65 and
older, the disabled, and people with end-
stage renal disease who are entitled to
Part A benefits.

Figure 4: SMI Medicare Benefit Payments
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The program pays for physician, out-patient
hospital, home health, laboratory tests,
durable medical equipment, designated
therapy, out-patient prescription drugs, and
other services not covered by Hospital
Insurance. The coverage is optional and
beneficiaries are subject to monthly premium
payments. Approximately 93 percent of
Hospital Insurance enrollees elect to enroll in
Supplementary Medical Insurance.

The SMI program is financed primarily by transfers
from the Treasury General Fund and by the
monthly premiums. As with Part A, funds not
needed to pay benefits and related expenses are
held in the SMI Trust Fund and invested in
Treasury securities.

Based on estimates from the Midsession Review of
the FY 2011 President’s Budget, SMI benefit
outlays grew by 7.2 percent during FY 2010.
Physician services, the largest component of SMI,
accounted for 24 percent of SMI benefit outlays.
During FY 2010, total SMI benefit outlay
projections indicate an estimated increase

of 4.5 percent, to $6,300 per enrollee.

As reported in the Required Supplementary
Information Section of this report, income
(including interest on Treasury securities) is very
close to expenditures. Expenditures include benefit
payments as well as administrative expenses. This
is because SMI funding differs fundamentally from
HI. Parts B and D are not based on payroll taxes,
but rather on a combination of monthly beneficiary
premiums and interest income from the Treasury.
Both are established annually to cover the
following year’s expenditures, thus the B and D
accounts are automatically in financial balance
every year, regardless of future economic and
other conditions.

Under the Trustees’ intermediate set of
assumptions, and as displayed in the Statement of
Social Insurance, the situation over the 75-year
period is entirely different from HI projections
because of the program financing. The projected
future expenditures for Part B will be $17.7 trillion
or $5.5 trillion less than the FY 2009 projection.
The projected future expenditures for Part D will
be $9.7 trillion, or $.3 trillion more than the

FY 2009 projection. A substantial level of
uncertainty surrounds these projections pending
the availability of sufficient data, especially on Part
D expenditures, to help establish a trend baseline.
The Trustees’ estimates assume that the Trust
Fund will continue to operate without change in
current law.
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SYSTEMS, LEGAL COMPLIANCE, AND
MANAGEMENT ASSURANCES

Our overall goals for financial management
systems focus on ensuring effective internal
controls, systems integration, and the ability to
produce timely and reliable financial and
performance data for reporting. One of
management’s immediate priorities is to
address weaknesses previously identified in
audits, evaluations, and assessments of our
financial management controls, systems, and
processes.

The cornerstone to improving our financial
management practices is the ability to maintain
management systems, processes, and controls
that ensure accountability and transparency;
provide useful management information; and
meet requirements of Federal laws, regulations,
and guidance. We seek to comply with Federal
financial management systems requirements,
including the:

e Federal Managers’ Financial Integrity Act of
1982 (P.L. 97-255)

e Chief Financial Officers Act of 1990
(P.L. 101-576)

e Government Management Reform Act of
1994 (P.L. 103-356)

e Federal Financial Management
Improvement Act of 1996 (P.L. 104-208)

e Clinger-Cohen Act of 1996 (P.L. 104-106)

e Federal Information Security Management
Act of 2002 (P.L. 107-347)

e OMB Regulations related to these laws.

This Section provides an overview of our
current key systems.

Goals and Strategies

Our financial system is a web-based,
commercial off-the-shelf product that serves as
the foundation for integrated financial
management across our organization. The
system requires a unified approach for
enhancing financial management performance
by eliminating duplication, streamlining
processes, producing consolidated reports, and
establishing a common IT infrastructure across
the enterprise.

Our current financial system replaced various
legacy accounting systems with one modern
technology system with three major
components: the Healthcare Integrated
General Ledger Accounting System supporting

the Centers for Medicare and Medicaid Services;
the National Institutes of Health Business
System supporting the National Institutes of
Health; and Unified Financial Management
System (UFMS) serving the rest of our
organization.

Our financial management goals seek to
provide decision-makers with timely, accurate,
and useful financial and program information;
and ensure that our resources are used
appropriately, efficiently, and effectively. We
continue to strive for improvements in financial
management and reporting by streamlining and
integrating our financial management systems
to ensure transparency and accountability.

We established the Financial Management
System Program (FMSP) to provide central
management direction and oversight of financial
management systems across the Department.
We facilitate collaboration between business
owners and information technology
professionals to maximize our investments and
reduce redundancies. We plan to strengthen
governance by engaging the business owners
and the information technology professionals
throughout the life cycle of the HHS financial
management system. We will continue to
enhance our systems to strengthen control,
improve operating performance, and reporting
capabilities.

We developed the Consolidated Financial
Reporting System (CFRS) to generate our
consolidated financial statements. We have run
parallel testing during FY 2010. CFRS will
become our system of record for FY 2011 and
beyond. In addition, during FY 2010, the FDA
piloted the Oracle Business Intelligence
Enterprise Edition — a reporting dashboard for
managers — to enhance the availability of
financial management information.

Statement on Auditing Standards (SAS) 70
Reviews

Annually, independent examinations of our
internal controls are completed. The auditors
completed their examinations for our service
providers for FY 2010 under the guidelines of
the American Institute of Certified Public
Accountants’ SAS-Number 70, Service
Organizations, as amended. The annual
examination is a “Type 2” report providing an
opinion on the internal controls placed in
operation and includes tests of operating
effectiveness.

During FY 2010, independent accountants
performed SAS 70 examinations on the
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Program Support Center’s Payment
Management System and the National Institutes
of Health’s Center for Information Technology
(CIT) service organizations for periods from
July 1, 2009 to June 30, 2010. In the
examiner’s opinion, the controls that were
tested were operating with sufficient
effectiveness to provide reasonable, but not
absolute, assurance that the control objectives
were achieved during that period, with the
exception of access and change controls at the
CIT, as noted by the examiners. We are
developing and implementing plans to address
the deficiencies identified in these
examinations.

LEGAL COMPLIANCE

Anti-Deficiency Act

As noted in our FY 2009 Agency Financial
Report, we indicated we were investigating
potential reportable violations. During FY 2010,
we determined an issue related to a Recovery
Act contract for the Indian Health Service (IHS)
was reportable. The IHS signed a contract in
excess of Recovery Act funds apportioned for
the project. The IHS re-negotiated the contract
and we complied with the reporting
requirements as required by the Anti-Deficiency
Act in July 2010.

With respect to a second issue we were
investigating, further assessment is necessary.
We are committed to resolving this matter
appropriately and complying with all aspects of
the law.

Improper Payments Information Act
(IP1A)

The Improper Payments Elimination and
Recovery Act (IPERA, P.L. 111-204), signed into
law on July 22, 2010, amends the Improper
Payments Information Act of 2002 (IPIA,

P.L. 107-300) and repeals the Recovery
Auditing Act (Section 831, Defense
Authorization Act of 2002, P.L. 107-107). The
IPERA, like IPIA, requires each Federal agency
to annually review all programs and activities
that it administers and identify all such
programs and activities that may be susceptible
to improper payments. For high-risk programs,
the IPERA requires that we report improper
payment estimates and various other related
data. In addition, the IPERA significantly
increases our recovery auditing efforts, by
expanding the definition of payments recovered
to include program payments. Section Il of this
report contains detailed information on our IPIA
and IPERA activities.

U. S. Department of Health and Human Services | 1-21



FY 2010 Agency Financial Report

MANAGEMENT ASSURANCE

Department-wide Assurance Statement

The Department of Health and Human Services’ (HHS) management is responsible for establishing and
maintaining effective internal control and financial management systems that meet the objectives of
the Federal Managers’ Financial Integrity Act (FMFIA) and Office of Management and Budget (OMB)
Circular A-123, Management’s Responsibility for Internal Control, dated December 21, 2004. These
objectives are to ensure (1) effective and efficient operations; (2) compliance with applicable laws and
regulations; and (3) reliable financial reporting.

As required by OMB Circular A-123, Management’s Responsibility for Internal Control, HHS has
evaluated its internal control and financial management systems to determine whether these
objectives are being met. Accordingly, HHS provides a qualified statement of reasonable assurance
that its internal control and financial systems meet the objectives of FMFIA. This statement is qualified
due to the following two material weaknesses (noted in Table 1), which also constitute non-
conformances under Section 4 of FMFIA:

1. Financial Reporting Systems and Processes
2. Information System Controls and Security
Internal Control over Financial Reporting

HHS conducted its assessment of the effectiveness of internal control over financial reporting, which
includes safeguarding of assets and compliance with applicable laws and regulations, in accordance
with the requirements of Appendix A, OMB Circular A-123, Management’s Responsibility for Internal
Control. Based on the results of this assessment, HHS identified one material weakness in its internal
control over financial reporting as of June 30, 2010, relating to the Department’s financial reporting
systems and processes (identified as #1 above), which also constitutes a non-conformance under
Section 4 of FMFIA. Other than the exception (identified as #1 above) and described in Table 1, the
internal controls over financial reporting as of June 30, 2010, were operating effectively and no other
material weaknesses were found in the design or execution of the internal controls over financial
reporting.

Internal Control over Operations and Compliance

HHS conducted its assessment of internal control over the effectiveness and efficiency of operations
and compliance with applicable laws and regulations, in accordance with OMB Circular A-123,
Management’s Responsibility for Internal Control. Based on the results of this evaluation, HHS
identified one material weakness in its internal control over the effectiveness and efficiency of
operations under Section 2 of FMFIA relating to the Department’s information system controls and
security (identified as #2 above), which also constitutes a non-conformance under Section 4 of FMFIA
as of September 30, 2010. Other than the exception (identified as #2 above) and described in Table 1,
the Department provides reasonable assurance that internal controls over operations and compliance
with applicable laws and regulations as of September 30, 2010, were operating effectively and no
other material weaknesses were found in the design or execution of the internal controls over
operations and compliance.

/Kathleen Sebelius/

Kathleen Sebelius
November 15, 2010
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Table 1

Summary of Material Weaknesses and System Non-Conformances

FMFIA Section 2 FMFIA Section 4

Financial
Operations Compliance Reporting Systems
Control Area (As of 9/30/2010) (As of 9/30/2010) (As of 6/30/2010) Non-Conformance

1. Financial Reporting
Systems and - X X X
Processes

2. Information System
Controls and Security

1. Financial Reporting Systems and Processes

HHS’ financial management systems are not in substantial compliance with the requirements of the
Federal Financial Management Improvement Act (FFMIA) because they do not yet fully comply with the
Federal financial management systems requirements of OMB Circular A-127, Financial Management
Systems, and the United States Government Standard General Ledger at the transaction level.

As in prior years, HHS continues to have internal control weaknesses in its financial reporting systems
and processes for producing financial statements. While progress has been made over the last few
years, the lack of a fully integrated financial management system, and weaknesses in internal control
make it difficult for HHS to prepare timely and reliable financial statements. Substantial manual
reporting processes, significant adjustments to reported balances, and numerous accounting entries
recorded outside the general ledger system are necessary to produce the consolidated financial
statements.

HHS completed the Unified Financial Management System (UFMS) implementation for all applicable
components and the Department is in the process of integrating the component reporting into a
consolidated reporting system. The consolidated reporting system will also include the National
Institutes of Health Business System and the Healthcare Integrated General Ledger Accounting System.
The consolidated reporting system will be implemented in FY 2011 and is intended to strengthen
controls over financial reporting.

In addition to the matters described above, HHS conducted an extensive review across the Operating
Divisions of contract funding activities in an effort to assess compliance with existing Departmental
guidance and the Federal Acquisition Regulation applicable to funding contracts exceeding one year of
performance and to identify avenues to strengthen controls over compliance for such contracts, as
needed, within the framework of those requirements. The internal review identified significant
compliance concerns and indicated that there were misunderstandings of appropriation-related guidance
and its applicability to planning, awarding and funding HHS contracts exceeding one year of
performance. The Department is committed to notify appropriate authorities of violations as soon as
possible. Corrective actions have been developed to ensure compliance in FY 2011 and beyond.

2. Information System Controls and Security

HHS acknowledges internal control weaknesses for system security, including general and application
controls in our financial management systems. Although no one financial management system had a
material weakness, the pervasive nature of the findings across our organization leads management to
conclude that these findings warrant classification as a material weakness. Significant progress has
been made in the remediation of the financial management systems’ findings significant progress.
However, the financial management systems are not yet in conformance with the appropriate legal and
regulatory guidelines as established by the appropriate governing bodies with respect to overall system
security. Due to the sensitive nature of information security controls, detailed findings and corrective
actions are submitted separately through the governance of the Federal Information Security
Management Act (FISMA).
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Table 2

Corrective Action Plan and Impact of Material Weaknesses

The following table lists the corrective action dates for the control weaknesses and the impacts of the
material weaknesses on the Financial Statements.

Material Weakness

Corrective Action Date

Impact of Material Weakness on Financial Statements

1. Financial Reporting Systems and Processes FY 2011 Through significant manual effort and compensating controls, the risk
of misstating the Financial Statements is mitigated.
2. Information System Controls and Security FY 2012 Sufficient compensating controls exist through manual efforts that the

risk of misstating the Financial Statements is mitigated.
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OTHER MANAGEMENT INFORMATION
AND INITIATIVES

Grants Management

We are the principal Federal agency for
protecting the health of all Americans and
providing essential human services to those in
need. As the largest Federal agency, the
nation's largest health insurer, and the largest
grant-making agency, HHS represents more
than a quarter of all Federal outlays and
administers more grant dollars than all other
Federal agencies combined. We manage an
array of grant programs in basic and applied
science, public health, income support, child
development, and health and social services.
Through these programs, we awarded more
than 96,000 grants totaling more than

$363 billion in FY 2009.

Collectively, these programs are our primary
means to achieve our Strategic Goals and
objectives, and are described in our new
Strategic Plan for fiscal years 2010 to 2015. To
achieve our goals, we form partnerships with
other Federal departments; State, local, and
Tribal governments; academic institutions;
hospitals; the business community; nonprofit
and volunteer organizations including faith- and
community-based organizations; foreign
countries, and international organizations. The
primary funding vehicle used in these
partnerships is a grant. Grants are financial
assistance awards that provide support or
stimulation to accomplish a public purpose
authorized by Federal statute. The primary
beneficiary under a grant or cooperative
agreement is the public, as opposed to the
Government.

Figure 5: FY09 Grant Dollars by Component
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The Division of Grants (within the Office of
Grants and Acquisition Policy and
Accountability), in addition to providing
Department-wide policy oversight and guidance
for our grant portfolio, has primary
responsibility for two systems that support our
grant activity. The Tracking Accountability in
Government Grants System (TAGGS), a
comprehensive Department-wide database
designed to track our obligated grant awards at
the transaction level on behalf of our operating
divisions, offers full search capabilities
(http://taggs.hhs.gov) for all of our awards,
including grants and cooperative agreements.
TAGGS supports our compliance with The
Federal Funding Accountability and
Transparency Act of 2006 (P.L. 109-282) by
collecting agency grant data and transmitting
the data to the Federal web site,
http://www.USASpending.gov.

We also continue to serve as the managing
partner for http://www.Grants.gov, which is the
Federal Government’s central portal for the
public to find and apply for Federal assistance
awards. As of the end of FY 2009,
http://www.Grants.gov posted 3,946 grant
opportunities and processed approximately
309,771 grant applications Government-wide.
We posted 1,647 grant opportunities on
http://www.Grants.gov, and processed more
than 200,000 applications.

We manage several types of grants including
formula, block, entitlement, and discretionary.
As was the case in prior years, the largest
number of grant awards were discretionary

(92 percent of total grant volume awarded), yet
most of the dollars associated with our grants
were awarded through formula, block, or
entitlement grants (86 percent of the total
dollars awards).

Figure 6: FY09 Grant Volume by Component
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The data presented in this section are based on
the latest available at the time of this report.
The majority of our total FY 2009 grant dollars
were awarded by the Centers for Medicare and
Medicaid Services (71.4 percent) and the
Administration for Children and Families

(15.6 percent). By volume, the National
Institutes of Health awarded 65.2 percent of the
grants, whereas the Administration for Children
and Families awarded 11.7 percent.

LOOKING AHEAD ToO 2011 -
MANAGEMENT CHALLENGES AND
HiGH-RI1SK AREAS

Financial Management Challenges

We are the largest agency in the Federal
Government. Our FY 2010 direct budget
authority of nearly $845 billion represents more
than a quarter of all Federal expenditures. We
are one of the largest financial organizations in
the world. Our total net cost of operations is
almost double the revenues of the largest
Fortune 500 companies. The sheer magnitude
and size, combined with the diverse nature of
our operating components, constantly
challenges our efforts to standardize and
improve financial management across our
organization. We have found that a cohesive,
coordinated, and unified approach makes these
challenges less difficult to overcome, as
discussed in the Strategic Planning Section
below.

Affordable Care Act. OCIIO is responsible for
ensuring compliance with the new insurance
market rules, such as the prohibitions on
rescissions and on pre-existing condition
exclusions for children that took effect this
year.

During FY 2010 and beyond, OCIIO will oversee
the new medical loss ratio rules and will assist
States in reviewing insurance rates. It will also
provide guidance and oversight for the State-
based health insurance exchanges and
administer the Temporary National Pre-existing
Condition Insurance and the Early Retiree
Reinsurance programs. OCIIO will also compile
and maintain an Internet portal providing public
information on health insurance options.

Our Office of Health Reform and the Office of
Consumer Information and Insurance Oversight
will continue to work closely with State
Insurance Commissioners and governors,
consumers, and stakeholders throughout the
implementation process to ensure the new law
best serves the American people.

Recovery Act Challenges and Opportunities

Health Reform Implementation

We have been entrusted with the responsibility
for implementing many major provisions of the
historic Affordable Care Act. Reforming health
care is a key goal of the Administration. We
established a structure of cross-component
subject matter working groups to promote
effective collaboration during the
implementation phase to ensure goals are met.

Our Office of Health Reform is working in
tandem with the White House Office of Health
Reform to advance legislation and take actions
to cut consumer costs, assure quality and
affordable health care for all Americans, and
make certain Americans can choose their doctor
and health plan.

In conjunction with our health reform efforts,
the Office of Consumer Information and
Insurance Oversight (OCIIO) was established
on April 14, 2010, to implement many of the
private health insurance provisions of the

The unprecedented accountability and
transparency requirements of the Recovery Act
continue to pose important opportunities and
challenges for us. Although we have made
significant strides in the development of
sophisticated financial systems, work remains
to consolidate financial information and to
provide more timely and meaningful
management reports.

Implementation and oversight of the Recovery
Act funding presents significant challenges. The
awarding and distribution of funds within short
timeframes created challenges for us. Among
them were ensuring funds were not only
distributed to qualified recipients, but also used
appropriately and effectively. In addition, the
creation and expansion of programs increased
the number of new recipients that lack
experience with Federal requirements for
grantees and contractors. We have had to
institute greater monitoring and review at the
program level.

The Recovery Act and its subsequent regulation
required agencies to report data at a level
previously unheard of in the Federal
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Government. This greater transparency
requirement provided us an opportunity to
enhance further our financial and management
reporting capabilities. The lessons learned from
the implementation of the Recovery Act and its
unprecedented accountability requirements,
provides the foundation for a successful
implementation of the Affordable Care Act.

We continue to face challenges ensuring the
accountability and transparency of Recovery Act
funds; and ensuring the funds are used for
designated purposes and for the benefit of the
beneficiaries served under the programs
receiving enhanced resources. As a result,
during FY 2010, Secretary Sebelius initiated a
Council on Program Integrity, which
strengthens our commitment to ensure that
taxpayer dollars are managed and used for the
purpose they were intended.

Overseeing and protecting the integrity of
Recovery Act funds requires even greater
coordination among agencies within the
Department and with States and other entities.

learned during the implementation of the
Recovery Act to implement the Affordable Care
Act.

We also continued our focus upon those
Strategic Goals and objectives supporting our
Strategic Plan in FY 2010. We maintained our
process whereby key Department financial
managers collaborated to address management
challenges across the organization, leveraging
capabilities to improve our business processes.
Although work remains, we expect to continue
strengthening controls in the years ahead.

As we carry out our efforts to promote and
improve financial accountability, transparency,
compliance, and risk management across HHS,
this collaboration provides a solid foundation for
progress. Coming together as a community
ensures a balanced approach and the ultimate
achievement of our distinct organizational
goals. This coordinated pursuit fosters financial
management improvement and excellence
throughout HHS.

Strategic Planning

Program Challenges

During FY 2010, our CFO Community rallied to
use the critical lessons learned implementing
the Recovery Act to ensure that we would be
able to provide appropriate transparency for
funds provided under the Affordable Care Act
and all other appropriations. We continue to
conduct business in a collaborative and cross-
organizational manner, promote accountability
for all of our programs and ensure that our
initiatives support our missions and fiscal
responsibilities.

Our key initiative for FY 2010 was the
development and testing of our Consolidated
Financial Reporting System. This integration of
our three key accounting systems provides the
foundation for data availability and improves
our ability to provide consolidated information
at more detailed levels and more timely. The
success of this effort required not only cross-
functional collaboration, but also cross-
departmental collaboration. We will produce the
first quarter financial statements from this
system in January 2011, and anticipate
enhancing our management reporting during
FY 2011.

Corrective Action Plans

In FY 2010, we continued our work on the
corrective action plans developed in FY 2009
and earlier. In addition, we built upon lessons

The breadth of essential human services we
deliver to fulfill the President’s vision of a
healthier, safer, and more hopeful America
creates a number of management challenges.
To ensure effective stewardship of the
taxpayer’s resources, we are committed to
make improvements related to these
challenges.

The enactment of the Recovery Act required us
to release millions of dollars rapidly to State
and local recipients to improve the lives of
Americans through protection of health
coverage, improved public health, and targeted
needed assistance to families who struggled
during the economic downturn. Since its
enactment in FY 2009, we have obligated
$106.3 billion, or 75.2 percent of the

$141.4 billion in total Recovery Act estimated
outlays for FY 2009 - 2019.

We are committed to meeting our new
responsibilities under the Affordable Care Act to
ensure that our programs operate efficiently
and effectively, while protecting the dollars
entrusted to us from fraud and abuse. To
achieve this, we will implement clear and
effective communication with program
beneficiaries, private citizens, and health care
industry stakeholders to maintain, develop and
oversee our grant and loan programs. We will
collaborate with partners to respond to
vulnerabilities in current Federal health care
programs.
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In recent years, we made significant strides to
improve the lives of Americans through the
efforts of all our components. Breakthroughs in
health information technology accelerated the
development and adoption of this promising
resource. Medicare beneficiaries have greater
access to their medications because of the
Medicare prescription drug benefit. Medicaid
modernization efforts improved and reformed
programs, resulting in streamlined eligibility
processes. We expanded access to health care
for America’s low-income, underserved, and
medically vulnerable populations, with
unprecedented growth in the health care center
system.

Although we made great progress, we must
continue our current efforts to sustain positive
outcomes and augment them with new,
innovative strategies to continue to improve the
nation’s health and well-being. A Summary of
Top Management Challenges ldentified by the
Inspector General follows this section. We
present the full text of the Inspector General’s
assessment and our management’s response to
these challenges in Section 111, Other
Accompanying Information. Additionally,
Section |11 includes further information
concerning our efforts and actions to resolve
Office of Inspector General audit findings in the
FY 2010 Management’s Report on Final Action.
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SUMMARY OF ToOP MANAGEMENT CHALLENGES IDENTIFIED BY THE INSPECTOR GENERAL

Part I:

Health Care Reform

1. Incorporating Integrity into Health Care Reform Implementation

Affordable Care Act program integrity is essential to preventing fraud, waste, and abuse in the
programs as implementation continues to impact providers, insurers, employers, and beneficiaries.

Challenges include:

e Developing new programs, while issuing and overseeing billions of dollars awarded for grants and

loans and benefit payments;

¢ Implementing clear and effective communication with program beneficiaries, private citizens, and
health care industry stakeholders;

¢ Identifying and mitigating key vulnerabilities and prioritizing oversight resources;

e Collaborating with partners to respond to vulnerabilities in current Federal health care programs, in
addition to those established by the Affordable Care Act; and

e Building an infrastructure to support continued implementation of the Affordable Care Act.

Part I1:
Program

Integrity of Medicare, Medicaid, and the Children’s Health Insurance

2. Integrity of Provider
and Supplier Enroliment

3. Integrity of Federal
Health Care Program
Payment
Methodologies

4. Promoting Compliance
With Federal Health
Care Program
Requirements

Medicare and Medicaid programs
draw individuals and other
groups wishing to exploit the
health care system for their own
financial gain.

Challenges include:

¢ Implementing the provisions
of the Affordable Care Act
using additional tools to
evaluate and monitor
providers and suppliers;

e Ensuring adequate and
appropriate provider and
supplier enrollment
standards and screening;

e Streamlining variations in
Medicaid provider and
supplier enrollment
standards, both across
States and for providing
within a State; and

e Increasing nursing home
ownership transparency.

Medicare and Medicaid program
methodologies should make
certain access to quality care is
available without wasteful
overspending.

Challenges include:

e Ensuring new payment
models under the Affordable
Care Act bring balance
between protecting the
integrity of health care
programs and fostering
innovation that increases
quality, efficiency, and cost
effectiveness;

¢ Examining payments under
Medicare Part D to
determine whether risk-
sharing percentages are
appropriate; and

e Establishing and maintaining
the integrity of payment
methodologies so that
resources are not lost to
fraud, waste, and abuse.

Medicare and Medicaid program
compliance is essential to
preventing fraud, waste, and
abuse in the programs and
promoting efficiency and
economy.

Challenges include:

e Ensuring providers and the
supplier community are well
informed about rules and
engaged in compliance;

e Determining which tools and
approaches are the most
cost effective, in addition to
being the best fit for a
diverse and rapidly changing
health care industry, to
produce the greatest benefit
for increasing compliance;
and

¢ Implementing a
comprehensive safeguard
strategy for Medicare and
Medicaid as new mandates
in the Affordable Care Act
expand and redefine roles
for compliance programs.
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Part 11I:
Program (Continued)

Integrity of Medicare, Medicaid, and the Children’s Health Insurance

5. Oversight and
Monitoring of Federal
Health Care Programs

6. Response to Fraud and
Vulnerabilities in
Federal Health Care
Programs

7. Quality of Care

Trust is the foundation of the
Department’s health care
programs. Although most
providers are honest, a trust-
based system requires oversight
and monitoring to detect
potential fraud, waste, and abuse
by a minority or providers.

Challenges include:

e Improving collection,
analysis, and monitoring of
data to better prevent,
detect and respond to fraud,
waste, and abuse;

e Enhancing the availability of
data to monitor payment
accuracy and integrity across
Medicare Parts A, B, C, and D
and Medicaid; and

¢ Implementing provider
compliance education efforts
to help ensure expanded and
redefined roles under the
Affordable Care Act.

A high degree of coordination
and collaboration between
Federal and State agencies and
contractors is necessary to
respond to fraud and program
vulnerabilities. The complexity
of Medicare, Medicaid, and CHIP
makes implementing a
comprehensive and swift
response to fraud and
vulnerabilities difficult.

Challenges include:

e Prioritizing and responding
to the most serious
vulnerabilities;

e Responding to detected
vulnerabilities by suspending
payments to providers upon
credible evidence of fraud;
and

e Strengthening the
Government’s ability to
detect fraud and abuse, and
to respond rapidly to health
care fraud under the
Affordable Care Act.

Ensuring the quality of care
provided to beneficiaries of
Federal health care programs
continues to be a high priority.

Challenges include:

e Overseeing provider
compliance using existing
quality standards;

e Protecting beneficiaries from
sub-standard care and from
abuse and neglect by
providers;

e Adopting beliefs of the
patient safety movement,
focusing on quality
improvement,
measurement, root cause
analysis, and public
reporting;

e Working with various types
of health care providers to
ensure they are
knowledgeable about and
consistently implement
quality improvement
processes; and

e Ensuring enhanced quality
of care as mandated by the
Affordable Care Act.
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Part 111:

Integrity of the Department’s Public Health and Human Services Programs

8. Oversight of Food,
Drugs, and Medical
Devices

9. Emergency
Preparedness and
Response

10. Grants and Contract
Management

The Food and Drug
Administration ensures the
safety, efficacy, and security of
human and veterinary drugs,
biological products, medical
devices, food supply, cosmetics,
and products that emit radiation.
The National Institutes of Health
acquires knowledge to help
prevent, diagnose, and treat
disease and disability.

Challenges include:

e Responding to emergencies
related to food safety, which
often involves multiple State
and Federal public health
agencies;

e Ensuring the safety and
security of the nation’s food
supply, human and
veterinary drugs, and
medical devices;

e Protecting the rights, safety,
and well-being of human
subjects who participate in
clinical trials; and

e Making certain that products,
once proven safe and
effective, are marketed
appropriately.

Events like the outbreak of the
HIN1 virus highlight the
importance of a comprehensive
public health infrastructure that
is prepared to respond rapidly
and capably to public health
emergencies. This infrastructure
requires planning, coordination,
and communication across a
wide range of entities to
include: Federal agencies;
States, localities, and Tribal
organizations; the private
sector; individuals and families;
and international partners.

Challenges include:

e Providing continued
guidance to help improve the
public and private sectors’
preparedness and response
to public health
emergencies;

e Ensuring early and accurate
detection and reporting of
biological agents that pose a
national threat, as well as
ensuring the drugs used to
treat these agents, are
available and effective; and

e Safeguarding our nation’s
laboratory system.

We are the largest grant-
awarding Federal agency. Our
public health and human service
agencies rely on grants and
cooperative agreements to meet
mission objectives, such as
providing health and social
services safety nets, preventing
the spread of communicable
diseases, and researching
causes and treatments of
diseases. In addition, we
awarded over $20 billion in
contracts in FY 2009. The top
five products or services
purchased with these contracts
were drugs and biologics,
professional services,
information technology and
telecommunications, operations
of Government facilities, and
research.

Challenges include:

e Monitoring of grants and
contracts management
because of the size and
scope of grant and contract
expenditures;

e Ensuring the appropriate
use of grants and contracts
funds; and

e Making sure of the integrity
of the grants award
processes and grantee
compliance with program
requirements.
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Part 1V: Cross-Cutting Issues that Span the Department

11. American Recovery
and Reinvestment Act

12. Health Information
Technology and
Integrity of
Information Systems

13. Ethics Program
Oversight and
Enforcement

The Recovery Act was enacted to
promote economic recovery and
improve the affects of the
recession. The Recovery Act’s
combined spending and tax
provisions are expected to cost
$141.4 billion over 10 years. In
addition to the funding in direct
provisions, the Recovery Act
provides for additional fiscal relief
to the States, in the form of
reduced contributions for
prescription drug costs, in the
amount of $4.3 billion. The
Recovery Act’s objectives include
preserving and maintaining jobs,
assisting those most affected by
the recession, increasing
economic efficiency by investing
in technological advances in
science and health, and
stabilizing State and local
budgets.

Challenges include:

e Implementing and
overseeing Recovery Act
funding to ensure
accountability and
transparency;

e Assessing whether the
Department is using
Recovery Act funds in
accordance with legal and
administrative requirements;
and

e Using systems associated
with Recovery Act reporting
requirements to ensure funds
are accurately tracked and
reported.

The development and
implementation of interoperable
health IT has become a national
priority. We must continue to
ensure the integrity of
information systems and
promote health information (IT)
technology infrastructure.

Challenges include:

e Developing and maintaining
adequate internal controls
over its information systems
to protect the security and
privacy of health plans;

e Coordinating among HHS
organizations to ensure the
privacy and security of
health information by
enforcing standards and
monitoring security control
for health IT at the provider
level;

e Ensuring the confidentiality,
integrity, and availability of
critical systems and data;
and

e Proving oversight and
monitoring of security
controls for our networks, as
well as those of its
contractors and grantees.

OIG is involved in oversight of
our ethics program. OIG’s
activities range from evaluating
agency ethics programs to
investigating allegations of
criminal ethics violations by
current and former HHS
employees. OIG’s activities
related to ethics issues have
increased steadily since 2005.

Challenges include:

e Overseeing ethics
considerations in grants and
contracts management and
research and regulatory
oversight;

e Ensuring that Federal
employees are not
compromised by conflicts of
interest when performing
their official duties
(employees cannot
participate in official
matters in which they and
related parties have a
financial interest); and

¢ Monitoring potential
conflict-of-interest issues
related to non-Federal
entities and participants in
our programs (grantees,
clinical investigators,
contractors).
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MESSAGE FROM THE CHIEF FINANCIAL OFFICER

As the Chief Financial Officer (CFO) of the Department of
Health and Human Services (HHS), | recognize we are
accountable to our ultimate stakeholders -- the American
Public. We are vigilant to use taxpayer resources wisely to
carry out the Department’s mission to enhance the health
and well-being of Americans. With an annual budget in

HHS C Fo COMMUNITY excess of $845 billion in fiscal year (FY) 2010, we are one
— . of the largest, most complex financial organizations in the
accountability = stewardship = collaboration world. Through collaboration, our CFO community manages

financial accountability, compliance, and risk across HHS by
maximizing resources to drive results.

This Agency Financial Report represents our accountability report for FY 2010. We will issue the FY 2010
Annual Performance Report, the Congressional Budget Justification, and the Summary of Performance
and Financial Information in February 2011. During FY 2010, the Department successfully sustained its
standards for reporting and management controls. We have improved our reporting processes and
successfully performed our fourth annual, more rigorous internal control assessment as required by
OMB Circular A-123, Management’s Responsibility for Internal Control. The Secretary’s annual
Statement of Assurance reflecting the results of our assessment is presented in Section | of this report.

During FY 2010, we continued in our role as stewards of the public trust. This year we obtained a clean
opinion on our Consolidated Balance Sheet, Statement of Net Cost, Statement of Changes in Net
Position, and the Combined Statement of Budgetary Resources. However, the auditors did not express
an opinion on the Statement of Social Insurance, which is developed using information from the annual
report of the Medicare trust funds. The FY 2010 Statement of Social Insurance projections contained in
this report incorporate the effects of the Affordable Care Act, and are prepared in accordance with the
standards issued by the Federal Accounting Standards Advisory Board and reflect current law. Please
refer to the auditor’s reports, the financial statements, and notes contained in Section Il of this Agency
Financial Report.

The FY 2010 independent auditors’ report on controls identifies two internal control material weaknesses
that must be corrected relating to: (1) financial reporting systems, analyses, and oversight, and

(2) financial management information systems. The Department recognizes the importance of effective
internal control and is committed to resolving these material weaknesses promptly. During FY 2011, we
plan to continue our collaborative efforts to improve our financial management and to further enhance
information available through the implementation of a consolidated reporting solution.

With respect to our financial reporting capabilities, the Department continues to convert Medicare
contractor systems and fully implement our consolidated reporting system, which will substantially
comply with the Federal Financial Management Improvement Act (FFMIA) in early FY 2011. During

FY 2010, our CFO executives throughout the Department worked together as a community to provide
the public with transparent information concerning our continued implementation of the American
Recovery and Reinvestment Act of 2009 and first year of implementation of the Affordable Care Act of
2010. While work remains, we are committed towards resolving long-standing issues to strengthen our
internal control structure. Many of these improvements resulted from our strong commitment to
accountability, transparency, and effective stewardship.

Finally, I want to thank our employees and partners who work each day to achieve our Nation’s noblest
human aspirations for safety, compassion, and trust. This report, and the accomplishments it describes,
is a reflection of their extraordinary dedication to our mission. Together we look forward to tackling our
ambitious agenda for the future in 2011.

/Ellen G. Murray/

Ellen G. Murray

Assistant Secretary for Financial Resources, and
Chief Financial Officer

November 15, 2010
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NOV 15 2010
TO: The Secretary
Through: DS
Cos
ES
FROM: Inspector General
SUBJECT: Report on the Financial Statement Audit of the Department of Health

& Human Services for Fiscal Year 2010 (A-17-10-00001)

This memorandum transmits the independent auditors' reports on the Department of
Health & Human Services (HHS) fiscal year (FY) 2010 financial statements, conclusions
about the effectiveness of internal controls, and compliance with laws and regulations.
The Chief Financial Officers Act of 1990 (P.L. No. 101-576), as amended, requires the
Office of Inspector General (OIG) or an independent external auditor, as determined by
OIG, to audit the HHS financial statements in accordance with applicable standards.

We contracted with the independent certified public accounting firm of Ernst & Young,
LLP (E&Y), to audit the HHS consolidated balance sheet as of September 30, 2010, and
the related consolidated statements of net cost and changes in net position, the
combined statement of budgetary resources for the year then ended, and the statement
of social insurance as of January I, 2010. The contract required that the audit be
performed in accordance with auditing standards generally accepted in the United States
of America; the standards applicable to financial audits contained in the Government
Auditing Standards, issued by the Comptroller General of the United States; and Office
of Management and Budget (OMB) Bulletin 07-04, as amended, Audit Requirements for
Federal Financial Statements.

Results of Independent Audit

Based on its audit, E&Y found that the FY 2010 HHS consolidated balance sheet and the
related consolidated statements of net cost and changes in net position and the
combined statement of budgetary resources were fairly presented, in all material
respects in conformity with accounting principles generally accepted in the United States
of America. E&Y was unable to determine whether the statement of social insurance was
fairly presented because of the uncertainties reported by the Chief Actuary in the 2010
Annual Report of The Board of Trustees of the Federal Hospital Insurance and Federal
Supplementary Medical Insurance Trust Funds. E&Y also noted two matters involving
internal controls over financial reporting that were considered to be
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material weaknesses under standards established by the American Institute of Certified
Public Accountants:

= Financial Reporting Systems, Analyses, and Oversight - HHS's financial
management systems are not compliant with the Federal Financial Management
Improvement Act (FFMIA.) of 1996. More specifically, the FFMIA requires Federal
agencies to have an integrated financial management system that provides
effective and efficient interrelationships among software, hardware, personnel,
procedures, controls, and data contained within the systems and compliance with
the United States Standard General Ledger at the transaction level and applicable
Federal accounting standards. HHS's lack of an integrated financial management
system continues to impair its ability to support and analyze account balances
reported. Because of continued weaknesses in the financial management systems,
management must compensate for the weaknesses by implementing and
strengthening additional controls to ensure that errors and irregularities are
detected in a timely manner. Review of internal controls disclosed a series of
weaknesses that impact HHS's ability to report accurate financial information on a
timely basis. For example, the audit found that HHS did not have adequate
controls in place to monitor undelivered orders which represent remaining
amounts of obligated funds that had not been delivered or appropriately
deobligated. As of September 30, 2010, the audit identified approximately
102,500 transactions totaling an approximate $1.8 billion that were more than
2 year s old without activity. Additionally, during FY 2010, OIG, the Office of
General Counsel, and management from HHS and the operating divisions
completed reviews of various multiyear contracts and found contracts reviewed
were funded inconsistent with the legal requirements.

= Financial Information Systems - Issues in the design and the operation of key
controls in both general and application controls were noted. In particular,
weaknesses were identified in information security program and application
configuration management. For example, external and internal system
vulnerabilities such as weak password configurations, insecure system
configuration, and unnecessary system services continue to exist and pose a
significant risk, and change management procedures were insufficient to ensure
that only properly authorized changes were implemented into production systems.
In addition, audit log monitoring and contingency management were identified as
deficiencies that warrant attention.

Evaluation and Monitoring of Audit Performance

In accordance with the requirements of OMB Bulletin 07-04, we reviewed E&Y's audit of
the HHS financial statements by:

= evaluating the independence, objectivity, and qualifications of the auditors and
specialists;

= reviewing the approach and planning of the audit:

= attending key meetings with auditors and HHS officials:
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monitoring the progress of the audit;

= examining audit documentation related to the review of internal controls over
financial reporting;

reviewing the auditors' reports; and

reviewing the HHS Management Discussion and Analysis, Financial Statements
and Footnotes, and Supplementary Information.

E&Y is responsible for the attached reports dated November 15, 2010, and the
conclusions expressed in those reports. Our review, as differentiated from an audit in
accordance with U.S. generally accepted government auditing standards, was not
intended to enable us to express, and accordingly we do not express, an opinion on
HHS's financial statements, the effectiveness of internal controls, whether HHS's
financial management systems substantially complied with the FFMIA, or compliance
with laws and regulations. However, our monitoring review, as limited to the procedures
listed above, disclosed no instances in which E&Y did not comply, in all material
respects, with U.S. generally accepted government auditing standards.

If you have any questions or comments about this report, please do not hesitate to call
me, or your staff may contact George M. Reeb, Acting Deputy Inspector General for
Audit Services, at (202) 619-3155 or through e-mail at George.Reeb@oig.hhs.gov.
Please refer to report number A-17-10-00001.

/Daniel R. Levinson/

Daniel R. Levinson

Attachment

cc:

Ellen Murray

Assistant Secretary for Financial Resources
and Chief Financial Officer

Sheila Conley,
Deputy Assistant Secretary, Finance
and Deputy Chief Financial Officer
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McLean, VA 22102

Tel: 703-747-1000
www.ey.com

||HHHH||||III||I £l ERNST & YOUNG it

Report of Independent Auditors

To the Secretary and the Inspector General of the
U.S. Department of Health and Human Services

We have audited the accompanying consolidated balance sheets of the U.S. Department of Health
and Human Services (DHHS) as of September 30, 2010 and 2009, and the related consolidated
statements of net cost and changes in net position, and the combined statement of budgetary
resources for the fiscal years then ended, and the statements of social insurance as of
January 1, 2009 and 2008. We were engaged to audit the statement of social insurance as of
January 1, 2010. These financial statements are the responsibility of DHHS’s management. Our
responsibility is to express an opinion on these financial statements based on our audits. The
statements of social insurance as of January 1, 2007 and 2006, were audited by other auditors
whose report dated November 14, 2007, expressed an unqualified opinion on those statements.

Except as discussed in the following paragraphs with respect to the accompanying statement of
social insurance as of January 1, 2010, we conducted our audits in accordance with auditing
standards generally accepted in the United States, the standards applicable to financial audits
contained in Government Auditing Standards, issued by the Comptroller General of the United
States, and Office of Management and Budget (OMB) Bulletin No. 07-04, Audit Requirements for
Federal Financial Statements, as amended. Those standards and bulletin require that we plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free
of material misstatement. We were not engaged to perform an audit of DHHS’s internal control
over financial reporting. Our audits included consideration of internal control over financial
reporting as a basis for designing audit procedures that are appropriate in the circumstances, but
not for the purpose of expressing an opinion on the effectiveness of DHHS’s internal control over
financial reporting. Accordingly, we express no such opinion. An audit also includes examining, on
a test basis, evidence supporting the amounts and disclosures in the financial statements,
assessing the accounting principles used and significant estimates made by management, and
evaluating the overall financial statement presentation. We believe that our audits provide a
reasonable basis for our opinion.

As discussed in Note 24 to the financial statements, the statement of social insurance presents the
actuarial present value of the Centers for Medicare and Medicaid Services’ (CMS) Hospital
Insurance (HI) and Supplementary Medical Insurance (SMI) trust funds’ estimated future income
to be received from or on behalf of the participants and estimated future expenditures to be paid
to or on behalf of participants during a projection period sufficient to illustrate long-term
sustainability of the social insurance program. In preparing the statement of social insurance,
management considers and selects assumptions and data that it believes provide a reasonable
basis for the assertions in the statement. However, because of the large number of factors that

A member firm of Ernst & Young Global Limited
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affect the statement of social insurance and the fact that future events and circumstances cannot
be known with certainty, there will be differences between the estimates in the statement of social
insurance and the actual results, and those differences may be material. In addition to the
inherent variability that underlies the expenditure projections prepared for all parts of Medicare,
the SMI Part D projections have an added uncertainty in that they were prepared using very little
program data upon which to base the estimates, and as discussed below, significant additional
variability has been introduced by the passage of recent legislation as well as issues regarding the
sustainability of the underlying assumptions under current law.

As further described in Note 25 to the financial statements, with respect to the estimates for the
DHHS social insurance program presented as of January 1, 2010, management has reflected in
the projections of the program the direct impact, but not the secondary impacts, if any, of
productivity adjustments (reductions in anticipated rates of increase) and reductions in Medicare
payment rates for physician services mandated in the Patient Protection and Affordable Care Act
(ACA), and current law. Prior legislation mandating reductions in provider payments has been
overridden in whole or in part by new legislation, including frequent adjustments to scheduled
reductions in physician payments and to prior efforts to adjust payments for inpatient hospital
services. Management has noted that actual future costs for Medicare are likely to exceed those
shown by the current-law projections, and has developed illustrative alternative scenarios and
projections intended to provide additional context to users of the actuarial estimates regarding the
long-term sustainability of the social insurance program. As a result of these limitations, we were
unable to obtain sufficient evidential support for the amounts presented in the statement of social
insurance as of January 1, 2010.

Because of the matters discussed in the preceding paragraph, the scope of our work was not
sufficient to enable us to express, and we do not express, an opinion on the financial condition of
the DHHS social insurance program as of January 1, 2010.

In our opinion, the financial statements referred to above present fairly, in all material respects,
the financial position of DHHS as of September 30, 2010 and 2009, and its net cost, changes in
net position, and budgetary resources for the years then ended, and the financial condition of its
social insurance program as of January 1, 2009 and 2008, in conformity with accounting principles
generally accepted in the United States.

In accordance with Government Auditing Standards, we also have issued our reports dated
November 15, 2010, on our consideration of DHHS’s internal control over financial reporting and
on our tests of its compliance with certain provisions of laws and regulations and other matters.
The purpose of those reports is to describe the scope of our testing of internal control over
financial reporting and compliance and the results of that testing, and not to provide an opinion on
the internal control over financial reporting or on compliance. Those reports are an integral part of
an audit performed in accordance with Government Auditing Standards and should be considered
in assessing the results of our audit.
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Our audits were conducted for the purpose of forming an opinion on the 2010 and 2009 basic
financial statements taken as a whole. The information presented in Management’s Discussion and
Analysis, required supplementary stewardship information, required supplementary information,
and other accompanying information is not a required part of the basic financial statements but is
supplementary information required by OMB Circular No. A-136. The other accompanying
information has not been subjected to the auditing procedures applied in our audits of the basic
financial statements and, accordingly, we express no opinion on it. For the remaining information,
we have applied certain limited procedures, which consisted principally of inquiries of management
regarding the methods of measurement and presentation of the supplementary information.
However, we did not audit the information and express no opinion on it.

/Ernst & Young LLP/

November 15, 2010
McLean, VA.
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Report on Internal Control Over Financial Reporting Based on an Audit of the Financial
Statements Performed in Accordance with Government Auditing Standards

To the Inspector General and Secretary of the
U.S. Department of Health and Human Services

We have audited the financial statements of the U.S. Department of Health and Human Services
(DHHS) as of and for the year ended September 30, 2010, and we were engaged to audit the
statement of social insurance as of January 1, 2010, and have issued our Report on Independent
Auditor, therein dated November 15, 2010. That report states that because of the matters
discussed therein, the scope of our work was not sufficient to enable us to express, and we do not
express, an opinion on the statement of social insurance as of January 1, 2010. Except for the
matters discussed in the fourth paragraph of the Report of Independent Auditors, we conducted
our audit in accordance with auditing standards generally accepted in the United States, the
standards applicable to financial audits contained in Government Auditing Standards, issued by
the Comptroller General of the United States, and Office of Management and Budget (OMB)
Bulletin No. 07-04, Audit Requirements for Federal Financial Statements, as amended.

In planning and performing our audit, we considered the Department’s internal control over
financial reporting as a basis for designing our auditing procedures for the purpose of expressing
our opinion on the financial statements, but not for the purpose of expressing an opinion on the
effectiveness of the Department’s internal control over financial reporting. Accordingly, we do not
express an opinion on the effectiveness of the Department’s internal control over financial
reporting. We limited our internal control testing to those controls necessary to achieve the
objectives described in OMB Bulletin No. 07-04, as amended. We did not test all internal controls
relevant to operating objectives as broadly defined by the Federal Managers’ Financial Integrity
Act of 1982 (FMFIA), such as those controls relevant to ensuring efficient operations.

A deficiency in internal control exists when the design or operation of a control does not allow
management or employees, in the normal course of performing their assigned functions, to
prevent, or detect and correct misstatements on a timely basis. A material weakness is a
deficiency, or a combination of deficiencies, in internal control such that there is a reasonable
possibility that a material misstatement of the entity’s financial statements will not be prevented,
or detected and corrected on a timely basis.

Our consideration of internal control over financial reporting was for the limited purpose described
in the second paragraph and was not designed to identify all deficiencies in internal control that
might be deficiencies, significant deficiencies or material weaknesses and, therefore, there can be
no assurance that all deficiencies, significant deficiencies, or material weaknesses have been
identified. However, as discussed below, we identified certain deficiencies in internal control that
we consider to be material weaknesses.
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Material Weaknesses

Financial Reporting Systems, Analyses, and Oversight

Overview

In Fiscal Year (FY) 2010, DHHS continued its efforts in remediating significant weaknesses that
impact DHHS and its operating division (OPDIV) financial management processes. However, the
passage of significant legislation and other challenges, including resource limitations, the
decentralized nature and complexities within the organization, and the need for training to address
policy changes, have impacted the pace of progress.

As reported in FY 2009, the American Recovery and Reinvestment Act (Recovery Act), which was
established on February 17, 2009, increased DHHS budgets by approximately $141 billion over
ten years and provided for strict guidelines on how and exactly when those funds should be
distributed, accounted for, monitored, and reported to OMB and Congress. These funds were
distributed among most of DHHS’s operating divisions and required new processes to be
developed or modified within a very short time frame under DHHS’s American Recovery and
Reinvestment Implementation Plan to ensure compliance with the Act and OMB regulation. During
FY 2010, DHHS expended approximately $55.4 billion related to the Recovery Act. Total Recovery
Act expenditures to date are $88.3 billion.

In addition to ARRA, effective March 23, 2010, DHHS was entrusted with the responsibility for
implementing many major provisions of the health reform bill, the Patient Protection and
Affordable Care Act, as amended by the Health Care and Education Reconciliation Act of 2010
(combined known as Affordable Care Act or ACA). For FY 2010, the ACA included appropriated
funding for approximately 34 provisions. Of the 34 provisions, Congress appropriated
approximately $18.7 billion for 32 provisions, and “such sums as may be necessary” for 2
provisions. This amount includes funding that was appropriated in FY 2010 to be available for one
or for multiple years and excludes amounts appropriated to other Departments or Agencies.
Congress also authorized, but did not appropriate, funding for over 100 provisions in FY 2010.

The implementation of such significant legislation required much focus and significant resources
across the Department. Our testing of internal control continued to identify significant internal
control weaknesses in financial systems and processes for producing financial statements,
including lack of integrated financial management systems and inability to reconcile certain
significant account balances which impaired DHHS’s ability to report accurate and timely financial
information. Within the context of the approximately $854 billion in departmental net outlays, the
ultimate resolution of such amounts is not material to the financial statements taken as a whole.
However, these matters are indicative of serious systemic issues that must continue to be
resolved.
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Lack of Integrated Financial Management System

In FY 2004, DHHS began its implementation of a commercial web-based off-the-shelf product
modified to replace five legacy accounting systems and numerous subsidiary systems with one
modern accounting system with three components. The three components include:

e Healthcare Integrated General Ledger Accounting System (HIGLAS) - developed to
support the financial activities of the Centers for Medicare & Medicaid Services (CMS) and
its Medicare contractors by integrating the CMS contractors’ standard claims processing
system and eventually replace the CMS current mainframe-based financial system with a
web-based accounting system (currently, the web-based accounting system has been
placed “on top” of the current mainframe-based financial system). Based on the ability to
generate financial statements, CMS named HIGLAS as its official financial management
system of record. Although initiated in FY 2005, full implementation is not expected until
FY 2013.

e National Institutes of Health (NIH) Business System (NBS) - developed to support the
financial activities at NIH. NIH completed certain aspects of its implementation in FY
2008 with more ancillary modules expected to be implemented over the next few years.

e Unified Financial Management System (UFMS) - developed to support the financial
activities at the remaining OPDIVs with full implementation completed in FY 2008.
Certain processes to refine the implementation and address systemic issues are ongoing.

Although progress to fully implement the new financial systems is underway, DHHS’s financial
management systems are not compliant with the Federal Financial Management Improvement Act
(FFMIA) of 1996. FFMIA requires agencies to implement and maintain financial management
systems that comply with federal financial management systems requirements. More specifically,
FFMIA requires federal agencies to have an integrated financial management system that provides
effective and efficient interrelationships between software, hardware, personnel, procedures,
controls, and data contained within the systems and compliance with the United States Standard
General Ledger (USSGL) at the transaction level and applicable federal accounting standards. The
lack of an integrated financial management system continues to impair DHHS’s and its OPDIVs’
abilities to adequately support and analyze account balances reported.

Although DHHS implemented a commercial off-the-shelf product, approved by the former Joint
Financial Management Improvement Program (JFMIP), DHHS’s accounting systems lack
integration and do not conform to the requirements. DHHS’s management has identified
configuration issues that result in inappropriate transactional postings. Finally, the financial
systems are not fully integrated and are not expected to have full integration until FY 2012.
Specific weaknesses noted include the following:
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Although progress was made during FY 2010, thousands of manual journal vouchers in
excess of $621 billion in absolute value were required to be recorded in UFMS and NBS to
post certain types of transactions - including transactions to record certain proprietary
and budgetary entries, record accruals, perform adjustments between governmental and
nongovernmental accounts, perform adjustments to agree budgetary to proprietary
accounts, perform other reconciliation adjustments at period end, and correct errors
identified related to configuration issues within UFMS and NBS. These entries are
nonstandard postings to UFMS and NBS to record both the proprietary and budgetary
effects of certain financial activities for which the financial system is not configured
properly to post automatically. Although these entries are required to be posted to the
general ledger in order for the financial statements to be accurate, many of these entries
should have been configured as routine systematic entries within the systems.

By the end of FY 2010, certain Medicare contractors have not implemented HIGLAS and
continue to rely on a combination of claims processing systems, personal computer-based
software applications and other ad hoc systems to tabulate, summarize and prepare
information that is reported to CMS on the 750 - Statement of Financial Position Reports,
the 751 - Status of Accounts Receivable Reports, and the reporting of funds expended,
the 1522 - Monthly Contractor Financial Report. The accuracy of these reports remains
heavily dependent on inefficient, labor-intensive, manual processes that are also subject
to an increased risk of inconsistent, incomplete, or inaccurate information being submitted
to CMS.  Although CMS has begun preparing financial statements using HIGLAS, full
functionality of the HIGLAS system has not been implemented.

As discussed in further detail below, reviews of general and application controls over
financial management systems identified certain departures from requirements specified
in OMB Circulars A-127, Financial Management Systems, and A-130, Management of
Federal Information Resources. Additionally, we identified certain issues, including access
control deficiencies related to systems, as part of our Federal Information Security
Management Act and other Office of Inspector General (OIG) engagements. Finally,
DHHS management has identified financial management information systems as a
material weakness as a result of its OMB Circular A-123 and FMFIA assessments discussed
within the Management Discussion & Analysis of the Department’s FY 2010 Annual
Financial Report.

Although the OPDIVs are using UFMS, HIGLAS or NBS to account for financial activities
within the OPDIVs, DHHS is utilizing the Automated Financial Statements System (AFS) to
compile the consolidated financial statements. AFS, a spreadsheet macro-driven process,
requires the OPDIVs to manually enter their trial balances and footnote disclosures for
DHHS to compile the Department-level consolidated financial statements. The key entry
process can be error-prone if effective controls are not in place. The Department is
expected to implement a reporting tool that will automate its consolidation in FY 2011.
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e Due to certain configuration issues within UFMS, NBS and HIGLAS, certain financial
statement balances on the Statement of Budgetary Resources (SBR) require analysis of
other accounts to derive/estimate the amounts reported. For example, financial
accounting and reporting standards require that DHHS record prior year recoveries in a
separate general ledger account and report these amounts on the SF-133 and the SBR.
These items are currently not being captured. As a result, most OPDIVs are required to
analyze transactions in other accounts to derive the balance.

Resource limitations and other priorities were noted as causes for delays in upgrading certain
system and financial internal control processes limiting DHHS’s ability to comply with requirements
under FFMIA.

Financial Analysis and Oversight

The U.S. Government Accountability Office’s (GAO) Standards for Internal Control in the Federal
Government states that internal control activities help ensure that management’s directives are
carried out. The control activities should be effective and efficient in accomplishing the
organization’s control objectives. Examples of control activities include: top-level reviews, reviews
by management at the functional or activity level, segregation of duties, proper execution of
transactions and events, accurate and timely recording of transactions and events, and
appropriate documentation of transactions and internal control.

Because weaknesses continue to exist in the financial management systems, management must
compensate for the weaknesses by implementing and strengthening additional controls to ensure
that errors and irregularities are detected in a timely manner. Our review of internal control
disclosed a series of weaknesses that impact DHHS’s ability to report accurate financial
information on a timely basis. Consistent with prior years, during FY 2010, we found that certain
controls were not adequately performed to ensure differences were properly identified,
researched, and resolved in a timely manner, and that account balances were complete and
accurate. We noted the following items in the current year audit that indicate additional
improvements in the financial reporting systems and processes are required:

Department/Operating Division Periodic Analysis and Reconciliation
When weaknesses exist in financial systems, as discussed above, management must compensate

by implementing and strengthening other manual or compensating controls to ensure that errors
and irregularities are detected in a timely manner. These manual and compensating controls
would include monitoring of budgets, reconciliations of accounts, analyses of fluctuations, and
aging of accounts. During our audit, we found that certain controls were not adequately
performed. The following represent specific areas we noted that need enhanced periodic
reconciliation and analysis procedures:
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Fund Balance with Treasury (FBWT) - Treasury regulations require that each federal entity
ensure that it reconciles, on a monthly basis, its financial records with Treasury’s records
and that it promptly resolves differences. If this reconciliation is not adequately
performed, loss, fraud, and irregularities could occur and not be promptly detected,
and/or financial reports that are inaccurate may be prepared and used in decision-
making. On a monthly basis, DHHS is responsible for reconciling approximately 500
Treasury appropriation symbols. As of June 30, 2010, the general ledger and Treasury’s
records differed by more than an approximate absolute value of $3 billion. This primarily
relates to three OPDIVs that did not adequately research and clear differences noted in
the Suspense Account Reconciliation. The differences were primarily caused by a backlog
of differences dating back to 2004. During the fourth quarter, management focused
additional efforts on its suspense account reconciliations which resulted in progress in
reducing differences at September 30, 2010, to an approximate $400 million. Additionally,
management was not fully compliant with the U.S. Treasury FBWT Suspense Waiver
according to all terms and conditions. Certain disbursements were not related to
allowable transactions within the waiver, and differences in the Suspense Account
Reconciliation were not properly cleared within the 60 days required timeframe.

Indian Health Service’s (IHS) Financial Management Environment - During our testing of
internal controls surrounding cash receipts, cash disbursements other than compacts and
contracts, fund balance with Treasury and suspense account reconciliations, IHS was
unable to provide sufficient documentation to assess the effectiveness of internal controls
surrounding such account activity. IHS management represented that due to resource
limitations, timing for hiring contractors, strategy decisions that would ultimately resolve
underlying causes, and the decentralized nature of the entity, it had not taken corrective
actions to remediate certain control issues identified in FY 2009. As such, interim testing
was not conducted over internal controls surrounding fund balance with Treasury and
suspense reconciliations, cash receipts and cash disbursements other than compacts and
contracts. During the fourth quarter of FY 2010, significant efforts were taken to reduce
the reconciling items in the fund balance with Treasury and suspense account
reconciliations and to resolve $525 million of data integrity issues dating back several
years identified in the preparation of reconciliation between certain budgetary and
proprietary accounts. The fund balance with Treasury difference at September 30, 2010,
was $209 million. We assessed the differences in fund balance with Treasury, suspense
account reconciliations and proprietary and budgetary tie-point reconciliations at year end
and found differences not to be significant to the financial statements taken as a whole.
However, efforts are ongoing and are not expected to be completed until mid-2011.

OPDIV Financial Reconciliation Activity Certifications - As part of the accounting centers’
monthly processes, the Department has instituted a policy whereby the accounting
centers certify the status of completing required periodic reconciliations. For each
required reconciliation, the preparer and approver sign off and provide a date of
completion. On a monthly basis, the document is forwarded to the Department. No
supporting documentation is required to be provided as part of the submission. Our
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review of the OPDIVs’ submissions and the supporting documentation maintained at the
OPDIVs identified inconsistencies in the procedures performed, the reports utilized, and
the results provided among the various OPDIVs. Our review of prepared certifications
identified that although certain reconciliations were signed off and dated, the
reconciliation had not been completed as differences within the reconciliation had not
been identified on a timely basis. Further, we noted that although the financial
statements are submitted to OMB on the 21°% day after the end of the quarter and we
received draft financial statements on October 22, reconciliations were not required to be
completed and certified until the end of the month. Finally, we noted that although desk
officers have been assigned the responsibility of reviewing specific OPDIV financial
reporting, the desk officers do not consistently review the supporting documentation to
ensure that the submissions are accurate. During our review of the September 30, 2010
financial statements, we identified over $400 million of unsupported adjustments or
differences in the financial statements.

Undelivered Orders - As reported in the past, DHHS does not have adequate controls in
place to monitor undelivered orders which represent remaining amounts of obligated
funds that have not been delivered or appropriately de-obligated. As of September 30,
2010, we noted approximately 102,500 transactions totaling an approximate $1.8 billion
which were over two years old without activity. Many of these transactions represented
travel, grants, and contracts awaiting close-out. Additionally, for grants, although
progress was noted, during our review of FY 2010 grant activity provided from the
Payment Management System (PMS) as of March 31, 2010, we noted approximately
1,750 grant obligations totaling $165 million that were dated prior to FY 2004 that had
not been closed out. We continue to note that these grants were already beyond a
reasonable timeframe for close-out. In prior years, a lack of resources was noted as the
cause of backlog in closing out expired grants. Management needs to increase emphasis
on close-out to reduce the backlog and ensure consistency between PMS and the OPDIVS’
official subsidiary systems.

Budgetary Analyses - Within the federal government, the budget is a primary financial
planning and control tool. OMB Circular A-11, Preparation, Submission and Execution of
the Budget, establishes the requirements of budget formulation and execution including
requirements related to apportionments, accounting systems to control spending, proper
recording of obligations, and closing accounts. For internal control purposes, budgetary
monitoring is a key management control that, if implemented correctly, identifies cost
overruns and potential material misstatements in a timely fashion. Currently, DHHS has
completed its investigation and will be reporting to appropriate authorities a series of
violations as discussed in the Procurement Activities section below. To ensure these
violations do not continue, enhanced budgetary monitoring processes are required.
Additionally, in our review of the Statement of Budgetary Resources, we compared
balances in budgetary accounts to their related proprietary accounts. Based on our
review and discussions with management, we noted differences of $794 million that could
not be explained.
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Procurement Activities - During FY 2008, the Senior Procurement Executive (SPE) of the
DHHS performed an extensive review across all OPDIVs of its multiple year contract
funding activities, to (a) assess compliance with pertinent requirements of the Federal
Acquisition Regulation (FAR), HHS Acquisition Regulation (HHSAR) and “Bona Fide Needs”
rule; and (b) identify avenues to improve multiple year contracting and funding strategies
within the framework of those requirements. The report on the SPE review, issued in July
2009, identified significant compliance concerns including a misunderstanding of the
above appropriation-related guidance and its applicability to planning, awarding and
funding DHHS contracts. In August 2009, DHHS management contracted for an
independent assessment which generally confirmed apparent deviations from such
guidance. During FY 2010, DHHS OIG, Office of General Counsel (OGC), and
Departmental and OPDIV management continued their reviews of the affected contracts
and found contracts reviewed were funded inconsistent with legal requirements. We
understand that the Department is committed to notifying the appropriate authorities of
violations of the Anti-Deficiency Act. DHHS management indicated that it has also taken,
or is taking, the following actions to prevent future problems:

= issued comprehensive guidance in June 2010,

= enhanced DHHS’ standard acquisition plan template to reinforce the need for (a)
program and contracting officials to consider appropriation issues as early as possible
in the acquisition cycle, and (b) proper, informed funds reviews and certifications,

= developed an appropriation law decision tree for the DHHS acquisition workforce, with
plans to web-enable it for user-friendly linkage to pertinent guidance,

= developing and requiring training courses on appropriations law and contract funding,
and committing — at all levels within the Department — to the proper funding of all
DHHS contracts in FY2011 and beyond.

Monitoring of Financial Operations

GAO'’s Standards for Internal Control in the Federal Government states that “...information
should be recorded and communicated to management and others within the entity who
need it and in a form and within a time frame that enables them to carry out their internal
control and other responsibilities.” Further, the standard indicates that financial
statement information is needed not only on a periodic basis for external reporting but
also on a day-to-day basis to make operating decisions, monitor performance, and
allocate resources. Within a decentralized complex organization like DHHS, a single
integrated financial system with strong internal controls is required for up-to-date
accurate financial information needed for certain decision-making responsibilities.
Currently, due to the number of manual correcting entries, evolving internal control, and
outdated policies and procedures, accurate information needed for decision-making at all
levels of the organization may not be readily available on a day-to-day or even monthly
basis as required by FFMIA. Currently, except for the compilation of quarterly financial
statements, there is limited available reporting of accurate financial activities at the
program, OPDIV, and/or consolidated department level. During FY 2010, it is our
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understanding that certain OPDIVs have moved to a monthly close process; however, full
implementation is not expected until FY 2011 with the implementation of the automated
reporting process.

Policies and Procedures and Additional Training of Personnel

DHHS'’s formalized policies and procedures are out of date and may be inconsistent with actual
processes taking place. During our internal control documentation and testing phases, we noted
that, although various internal control processes had been changed or updated, the Department
had not completed its updating of procedural manuals or provided sufficient formalized
guidance/training to personnel to ensure sufficient knowledge of financial management
systems/processes or consistency, and adequacy of internal control. For example, we noted that
certain policies and procedures, including certain accrual processes, had not been updated since
the mid-1980s. Further, we noted additional training on the financial systems was needed to
enable DHHS personnel in their ability to access needed information from the system to
complete their day-to-day responsibilities - including the preparation of reconciliations, research
of differences noted, and the ability to identify and clear older “stale” transactions dating back
several years.

It is our understanding that the Department and its OPDIVs are currently updating their
procedures and developing further training for their personnel in the use of Oracle and other
financial related systems and processes. Further training is expected to include training on
Government-wide (including OMB and Treasury), DHHS, and OPDIV level policies and
procedures; the use of UFMS and other subsidiary systems; the preparation of financial
statements and related analysis and reconciliations; and system security.

In addition, the implementation of the ACA, including the Community Living Assistance Services
and Support Act (CLASS), Health Benefit State Exchanges, Temporary Insurance for early
retirees, the Qualified High Risk Pool for Preexisting Conditions, and other significant programs,
will have significant impacts with financial activity totaling in the billions to the Department over
the next several years. The ACA will require extensive coordination, numerous resources, policy
development, and training across the various OPDIVs to ensure the programs are operating and
monitored effectively and accounted for correctly in accordance with Federal Accounting
requirements.

CMS Required Coordination, Communication and Collaboration to Facilitate an Effective
Financial Management System

Considering the recent realignment of the Agency and the passage of significant legislation in the
current year, CMS should critically assess its process for managing the cross-functional teams of
financial management, information technology, actuarial, general counsel, operations, and other
personnel to better monitor business activities, generate and share financial and other
information and identify situations where accounting evaluation or decision-making may be
required to arrive at and document an appropriate conclusion in a timely manner. Critical
accounting matters such as accruals and contingencies require a robust process on a quarterly

A member firm of Ernst & Young Global Limited

U. S. Department of Health and Human Services | 11-23



FY 2010 Agency Financial Report

Ell ERNST & YOUNG

Report on Internal Control
Page 10

basis including the documentation of these critical accounting matters through a series of white
papers. Albeit that CMS has strengthened its ability to identify contingencies on a quarterly basis,
these white papers supporting the conclusions on several critical accounting matters had not been
timely prepared and approved to effectuate a change in policies or procedures. In addition, the
white papers were either not finalized or not available for review until after the fiscal year end.
The dispersed nature of the environment leaves CMS vulnerable to delays in the financial
management implications of issues being recognized and addressed. Additional examples of these
include:

e While the most significant legal matters are recorded, CMS does not ensure that the legal
accrual is recorded in accordance with generally accepted accounting principles in the
United States.

e During the FY 2009 budgetary closing process, CMS did not return $8.1 billion in indefinite
authority related to its Medicaid ARRA funds. CMS and Department of Health and Human
Services (DHHS) management indicated that the authority had not been returned due to
several miscommunications between the CMS budget and finance offices, DHHS and OMB.
In January 2010, through and after discussions with OMB and Treasury, DHHS requested
a negative warrant to be processed to return the funds. For the FY 2009 financial
statement purposes, no restatement of balances was required as they represented the
actual relative positions of the entities, as they stood at the time. Although CMS drafted
a white paper document to address financial and budgetary accounting and reporting
issues, the document never was finalized and no documentation was prepared to support
the concurrence by the various entities of the corrective actions to be taken. During FY
2010, CMS identified and implemented corrective actions, including reviews of subsequent
period apportionments to ensure that funds not available for carryover would be returned
during the year-end closing process.

e Insufficient communications within the organization resulted in
understatement/overstatement of accounts receivable and related interest from, and
payables to, the States for Medicaid and ARRA advances. For example, in the prior year a
state was in an overdrawn position that should have resulted in an accounts receivable;
however, it was not reflected in the financial statement until the current fiscal year. In
addition, the finalization of grant awards is not performed consistently or timely for all
States. Efforts to continuously monitor State draws and reinforce applicable cash
management and grant oversight activities, including working to resolve issues with
disclaimed or qualified opinions reflected in grantee compliance audit reports (States’ A-
133 compliance reports) merit continued focus.

e Contemporaneously addressing the financial reporting implications in connection with the
deliberations ultimately reflected in the Trustees Report and accompanying Office of the
Actuary (OACT) reports and projections might have been useful in mitigating the impact
on the Statement of Social Insurance reporting.
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e As CMS continues to enhance its data analyses capability, further improvement can be
made by developing robust analytical procedures or measures against benchmarks to
monitor and mitigate risks associated with the decentralized nature of CMS operations. To
the extent more robust analysis occurs within Centers and Offices, cataloging and
reviewing such analysis would assist in ensuring that a perspective which incorporates a
financial reporting point of view is captured and considered.

CMS Financial Management Analysis Function

The dispersed nature of the financial management environment requires a high degree of
coordination between the financial and program management personnel to ensure the effective
operation of the controls. The decentralized nature of the organization results in a significant
number of controls being performed at the contractors, regional offices, Centers and Offices
outside of OFM. Critical accounting matters identified within the organization require a robust
review process, including timely documentation to capture CMS’ considerations, analyses and
ultimate conclusions.

Consistent with the prior years, we noted that CMS does not perform a claims-level detailed look-
back analysis for the Medicaid Entitlement Benefits Due and Payable (EBDP) to determine the
reasonableness of the various state calculations of incurred but not reported (i.e., unpaid claims)
liability. The Medicaid EBDP is approximately $27.0 billion as of September 30, 2010, and is a
significant liability on the financial statements. Currently, CMS is not able to validate its
methodology in a manner similar to the Medicare methodology by using a claims-based approach.
CMS continues to rely on its estimation methodology (which is based on using a historical three-
year average) to record the Medicaid EBDP without the ability to confirm the reasonableness of its
methodology.

All individuals within the organization are responsible for establishing, managing and maintaining
an effective control environment. A good control environment not only ensures accountability but
also provides oversight and reasonable assurance that the organization’s goals are met. During
the internal control tests, errors were noted that were not detected by the organization’s
monitoring and review function, and accordingly, the control was not functioning as designed or
intended. The errors identified by our audit procedures at the central office, regional offices and
Medicare contractor locations may be summarized, including an example for each category, as
follows: (i) activity or accounts for which no formal, documented review or monitoring function
was established (identified as a design deficiency) (for example, no documentation or certification
of the review that the premium calculation spreadsheets are reviewed for accuracy prior to
publication of the premium); (ii) review or monitoring function was established but was not
performed or effective (for example, reconciling items identified in the benefit payment
reconciliation were not investigated and resolved timely); and (iii)) the review or monitoring
function was not performed timely (for example, the monthly National Claims History (NCH)
validation process, which compares the NCH paid claims to the Medicare contractor reported
draws, was not performed in the current fiscal year).
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CMS Business Partner Risk Management

CMS administers an extensive internal control program to protect the Agency’s resources from
fraud, waste and mismanagement. CMS also relies heavily on third-party contractors as it
outsources substantially all the day-to-day operations for its information technology systems, the
payment of Medicare fee-for-service and Medicaid claims and certain services related to the
Medicare Advantage (Part C) and Part D Drug programs.

CMS has developed internal controls that help prevent fraud and waste from occurring such as
edits in the claims processing systems that attempt to identify and filter inappropriate claims. CMS
also has developed internal controls that will help detect fraud and waste that may have occurred.
Any strong control environment will have a combination of both prevent and detect controls with a
greater emphasis on prevent controls.

While we noted during the current year audit that CMS had both prevent and detect controls in
operation, we noted several examples of areas where improvements could be made in the overall
control environment. This is especially true of CMS’ relationships with its third-party contractors
referred to herein as “contractors.”

e The contracts between CMS and its Medicare contractors include provisions that require the
Medicare contractor to develop and follow policies and procedures or objectives established by
CMS, as described more fully in the CMS Medicare Financial Reporting Management Manual
(Chapter 5). The specific objectives followed at each location are to be documented by the
Medicare contractors, supporting documentation must be maintained and available for review
and audit, all shared systems must be able to produce any system report required by
Medicare contractors on a month-end basis and the Medicare contractor must be able to
support all summary amounts reported on any system report with transaction level detail. In
addition, Medicare contractors are required to periodically (e.g., monthly) certify to the
completeness and accuracy of the financial information transmitted to CMS for their
responsible workloads. Through its A-123 process, CMS tests the Medicare contractors’
compliance with its policies and procedures and the financial controls established.

While this approach to financial integrity supports monitoring of the Medicare contractors’
financial controls, the monitoring process has not been fully effective in identifying and
resolving financial recording and reporting issues or ensuring that they are timely remediated
by the Medicare contractors. As CMS continues their efforts to transition to the Healthcare
Integrated General Ledger Accounting System (HIGLAS) and to implement the provisions of
ACA, there will be a greater significance placed on monitoring the Medicare and other
contractors, accentuating not only the value, but the consequences, to the Agency. During our
audit activities, we identified weaknesses in financial reporting oversight, including:

e Neither CMS nor the Medicare contractors were able to provide a system-generated
subsidiary ledger or detail schedule for the amounts payable to providers or beneficiaries
(or amounts owed to CMS) for certain ancillary accounts (e.g., accounts payable other,
refunds payable or custodial liabilities) as of a balance sheet date. While account
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reconciliations are performed for the primary claims payable accounts, because there was
no subsidiary ledger available for these ancillary accounts, neither CMS nor the Medicare
contractors were able to fully reconcile these accounts on a periodic basis.

. For one Medicare contractor and two workloads, initially neither CMS nor the Medicare
contractor were able to provide a system-generated subsidiary report for the adjudicated
claims balances reported to CMS because the volume of transactions was greater than the
HIGLAS capabilities and the report could not be successfully generated. Ultimately, CMS
was able to provide a number of system-generated subsidiary reports by open year and
fund (i.e., HI, SMI and general) to support the adjudicated claims balance. These reports
reconciled to the balances reported by the Medicare contractor.

= Undelivered Medicare Summary Notices (MSNs) returned to the Medicare contractor were
shredded by the Medicare contractor and are not being investigated as there is no existing
CMS policy that addresses the actions in this circumstance. The result of the beneficiary
not being able to review the MSN and notifying CMS of unusual services or charges may
lead to improper payments going undetected.

= The Medicare contractors did not perform a periodic review of claims held (i.e., “invoices
on hold” or payables held for specific reasons) and CMS did not monitor that the
outstanding balances are properly and timely resolved. If the aged claims are not tracked
or monitored by the Medicare contractor periodically, the claims may not be paid or
disposed of in a timely manner and the payable balances reported by the Medicare
contractor at the end of each reporting period may not be correct. We understand that
CMS is in process of developing a policy or guidance that will require the Medicare
contractors to perform a periodic review.

e During 2007, CMS transferred a majority of the Medicare Secondary Payor recovery process to
a single contractor. This contractor is responsible for initiating collection of several
hundred million dollars on an annual basis. Although some additional procedures were
implemented, we continued to note several instances where internal controls related to this
contractor were not designed or operating effectively, including lack of, or an ineffective level
of, review and the untimely application of cash receipts.

e The processes designed to prevent errors should be supplemented by controls and analyses
that highlight any material errors that may or could occur. In this regard, errors or abuses
within the Medicare fee-for-service claim data, if material, should be detected in the annual
Comprehensive Error Rate Testing (CERT) process, while for Medicaid the Payment Error Rate
Measurement (PERM) process can be useful in this regard. These processes, which are
primarily outsourced to contractors, are designed to assess accuracy rates as applicable.
Similar processes are used to monitor Part C and D plans, particularly prescription drug event
data. These processes continue to evolve and the error rate development processes
developed to date, and further steps being taken to verify that only appropriate providers and
beneficiaries participate in the programs are important steps forward in this regard. To be
fully effective in compensating for inherent risks in the programs, the monitoring activities
must be well understood, susceptible to replication and highly credible. We reviewed these
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error analyses and these analyses quantify the challenges that CMS has regarding improper
payments. Our audit procedures also consider the audit activities performed by the OIG and
others for the Part C and D programs. Findings, such as timeliness of the plan audits and the
accumulation of True-Out-of-Pocket costs (TROOP) and Prescription Drug Event (PDE) data,
are inherent risks of the programs.

In 2008, the OIG recommended revisions to the error rate review methodology, which were
implemented by CMS during fiscal year 2009 which resulted in higher projected error rates.
Similarly, ensuring that a fully reconciled population of claims is susceptible to testing is an
important starting point in the development of PERM error rates. The work previously
performed by the OIG in reconciling such populations indicates that further focus on this area
is needed.

Statement of Social Insurance (SOSI)

The Statement of Social Insurance (SOSI) for CMS presents a long-term projection of the present
value, spanning a 75-year time horizon, of the benefits to be paid for the closed and open groups
of existing and future participants of the Medicare social insurance programs, less the inflows to
be received from or on behalf of those same individuals. The presentation assumes the programs
will continue in their current form under current law, albeit with certain economic assumptions
that serve to constrain growth of the programs and imply refinements in response to the burden
of the programs on economic activity. Departure from the current law construct also is made in
assuming that the programs would continue to provide substantially consistent benefits after
exhaustion of the Trust Funds, while under current law payment reductions would otherwise
reduce or defer such payments. This approach allows for illustration of the excess of payments
beneficiaries may expect over the related funding streams.

The presentation includes estimates not only of the payroll taxes, premiums, and other
contributions to be made directly by the participants, but also estimates of general fund
contributions on their behalf to help finance the programs for which this funding mechanism
exists. In contrast, the presentation included in the consolidated annual financial statements of
the U. S. government excludes such intragovernmental transfers. The process for preparing the
SOSI must comply with appropriate financial reporting internal control requirements and is
intended to provide information useful in assessing the financial condition of the programs and
related Trust Funds.

In FY 2010, the passage of the Affordable Care Act significantly impacted the projections
embodied in the Trustees Report and SOSI. The application of the current law formulation to
development of the SOSI projection created significant challenges in applying this legislation.
These challenges included considering the impacts of an estimated 165 provisions affecting the
Medicare program, including modeling significant changes in provider payments arising from
legislative limitations to constrain growth in the cost of the programs, and considering potentially

A member firm of Ernst & Young Global Limited

11-28 | U. S. Department of Health and Human Services



FY 2010 Agency Financial Report

HHHHHHII'”'I £l ERNST & YOUNG

Report on Internal Control
Page 15

wide ranging impacts from investments in combating fraud and abuse, initiating a major program
of research and development, and implementing accountable care organizations to assist in
coordinating care.

The projections always have been complex and need considerable care in interpreting the resulting
SOSI. The degree of uncertainty regarding the projections increased in FY 2010 and certain
matters called into question, and we were unable to assess, whether the presentation of the SOSI
was fairly presented and fully useful for its intended purpose. Management has noted that the
effects of some of ACA’s provisions on Medicare are not known at this time, and the long-range
feasibility of certain of the provisions is doubtful. The Trustees Report, related Actuarial Opinion
and other materials incorporated by reference in the Trustees Report reflect uncertainty regarding
the projections and reflect concerns that certain current law provisions are not sustainable or will,
based on prior patterns, likely be modified. The extent to which the SOSI projections as
presented are anchored in the current law formulation, are subject to additional uncertainty this
year and may not reflect management’s reasonable estimate of the ultimate cash flows of the
social insurance programs, is discussed in the footnotes to the FY 2010 SOSI.

The disclosure steps taken by management appear to have been reasoned judgments to aid users
of the financial statements in interpreting the information pending further refinement of the
projections and a more fundamental reexamination of the assumptions underlying the
development of the SOSI and Trustees Report. The efforts needed in modeling the impacts of the
ACA include work which management anticipates regarding potentially refining the assumptions
and narrowing the range of the projected outcomes for the cash flow models and seeking further
input in comprehensively considering the secondary impacts of price changes mandated by current
law on access and utilization. Enhancing the utility of the projections will require addressing
systemic issues regarding patterns of legislative changes in the programs, including for example
the physicians’ payment update reduction deferrals of the last several years. It also may require
positing sustainable operating models for the programs, their providers and beneficiaries, some of
which may require postulating future changes in the legislative or regulatory formulations of the
programs needed to sustain the programs. Developing auditable estimates for SOSI that fairly
present the financial condition of the Trust Funds may require revisiting provisions of federal
accounting standards and potentially reformulating the assumptions used in SOSI and the
Trustees Report to help improve the usefulness of the estimates provided.

Certain efforts already underway within CMS will assist in narrowing areas of concern. While
appointment of public trustees and a panel of advisors to assist in reviewing the projections and
related assumptions came too late for the FY 2010 SOSI presentation and Trustee Report
development, these measures will assist CMS during the refinement of future projections and in
considering the appropriate response to concerns about the sustainability of current law provisions
over the projection period, which are significant enhancements. The investment made by the
Office of the Actuary in formulating alternative illustrative scenarios will help inform the process.
Similarly, the Federal Accounting Standards Advisory Board departed from a current
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law formulation when formulating guidance regarding developing analogous projections for
sustainability reporting. The work devoted to this effort may also facilitate developing appropriate
responses to the unique challenges faced by CMS in developing projections for SOSI under the
current law construct referenced in applicable Federal reporting standards.

In addition to the overarching concerns, our work in review of the internal controls for the related
models noted continue improvement, considering the magnitude of changes in the current fiscal
year, with some areas warranting continued focus. The SOSI models are complex, 75-year
projections that contain a high degree of estimation. The lack of robust controls over spreadsheet
changes and inputs, and complexity of the models may result in output that varies from
management’s intentions. We noted the following deficiencies that, if improved, would enhance
the reliability and credibility of the SOSI model and process:

e The SOSI model is password protected to ensure that only authorized access and changes
are made to the analyses within the model. During our testing, we noted that four
spreadsheets were not password protected, which could allow unauthorized access and
changes to the SOSI model.

e CMS has developed and implemented a change management process over the SOSI model,
which applies to significant changes or changes in methodology of the model. During our
testing, we noted that certain spreadsheets were removed from the models and the
reasons for being removed were not documented or tracked through the change
management process.

Management Corrective Actions

During FY 2010, DHHS OPDIVs performed their annual OMB Circular No. A-123, Management’s
Responsibility for Internal Control, assessment procedures in support of the Department’s annual
FMFIA process. OMB Circular No. A-123 provides internal control standards and specific
requirements for conducting management’s assessment of the effectiveness of internal control
over financial reporting. As part of these assessments, the various OPDIVs identified instances of
non-compliance with federal accounting requirements and the Department’s own policies - many
of which had been identified in prior years. Consistent with the OMB No. A-123 assessment, our
procedures identified a number of specific instances of deficiencies in application of DHHS’ internal
control.

In some cases, the DHHS management has not properly implemented corrective actions for long-
standing deficiencies in internal controls. Certain deficiencies have been continuously identified
and reported to management over the past decade. These include:

e untimely and incomplete suspense reconciliation processes;
e cleanup of old “stale” account balances;

e extensive manual adjustments in financial reporting; and
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e significant weaknesses surrounding the various information technology systems upon
which DHHS relies heavily for its operations and financial reporting.

This insufficient progress of implementing corrective actions has resulted in limited improvement
and continues to impair DHHS’s capability to support and report accurate financial information. In
other cases, actions to address weaknesses are documented late in the fiscal year with limited or
no documentation that the controls were placed in operation during the period under audit. To the
extent circumstances such as resource constraints and implementation of new financial systems
occur which can lead to multiple years of efforts in addressing issues, some delays may be
unavoidable. A more robust process to assess ongoing risks and adopt strategies to mitigate
control risks pending overarching solutions can assist in assuring stakeholders that management is
systemically addressing control deficiencies and fostering a tone at the top to address audit
findings on a timely basis.

Recommendations

We recommend that DHHS continue to develop and refine its financial management systems and
processes to improve its accounting, analysis, and oversight of financial management activity.
Specifically, we recommend that DHHS:

e Continue to strengthen controls related to its entity-wide structure for account
reconciliation, analyses, and oversight by providing more in-depth on-site quality reviews
of OPDIV and headquarters financial functions, periodically requesting the supporting
documentation to compare to the results communicated, and improving communications
between the various parties so that issues may be identified and resolved in a more
timely manner. Additionally, we believe continued focus is especially needed in the areas
of Fund Balance with Treasury reconciliations and related suspense accounts. Further, we
recommend that the OPDIVs allocate adequate resources to perform the required account
reconciliations and analyses on a timely basis.

e Continue to improve its financial reporting and internal quality review procedures to
reasonably assure that information presented in the interim financial statements and
Annual Financial Report are accurate, supported fully, and completed timely and
consistently with the requirements of OMB Circular A-136, Financial Reporting
Requirements, including rigorous use of checklists and enhanced supervisory review
processes.

e Continue to improve its process to timely close out “stale” or old account balances,
including undelivered orders, accounts receivable, accounts payable, and grants.
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e Continue to devise short-term and long-term resolutions to systematic and integration
issues that complicate use of UFMS and NBS. DHHS should continue to assess whether
systems used to prepare the financial statements are working effectively and have been
sufficiently tested prior to year-end reporting dates.

e Continue to offer updated guidance and training to personnel to ensure specific guidelines
are documented as to the source of data, required follow-up with timetables, and
documentation retention policies. Further, training should be provided to OPDIV and
headquarters personnel to ensure a complete understanding of the financial management
systems and the available reports to perform certain tasks.

e Consider moving to a monthly departmental close of financial data to provide for a more
timely compilation of accurate data that may be needed for decision-makers at all levels.
The monthly consolidation of financial statements will be more feasible with
management’'s complete implementation of Hyperion to consolidate its financial
statements, for which initial pilots occurred during FY 2009 and complete implementation
is expected during the first quarter of FY 2011.

e Ascertain whether the OPDIVs, in conjunction with DHHS, properly track and implement
corrective actions to mitigate deficiencies that impair the capability to support and report
accurate financial information.

e Complete its implementation of corrective actions related to contracting activities to
ensure compliance with Federal acquisition requirements.

Additionally, in regard to CMS, we recommend that CMS continue to develop, enhance, refine, and
provide robust analyses over its financial reporting systems and processes. Specifically, CMS
should:

e Establish specific policies, procedures and a protocol to address situations or transactions
that require cross-functional involvement to ensure interim and year-end financial
statements are accurate and complete. This includes policies and procedures to ensure
changes to critical systems outputs are appropriately discussed and reviewed with all
users. The financial management function should serve as the primary coordinator to
facilitate the input and involvement of the other cross-functional units whose involvement
and input are important factors to consider in formulating accounting treatment and
financial reporting implications.

e Continue to enhance it process related to the development, documentation and validation
of critical accounting matters and the timeliness of its white papers.

e Delegate to and ensure that the Centers or Offices provide robust analytical analyses to
OFM on a periodic basis (e.g., quarterly) that would be analyzed and reconciled by OFM in
connection with the preparation of the quarterly CMS financial reports and available for
use throughout the Agency.
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Establish a process to perform a claims-level detailed look-back analysis on the Medicaid
EBDP to determine the reasonableness of the methodology utilized to record the
$27.0 billion accrual. One potential method to verify the reasonableness of the Medicaid
EBDP balance would be to use the detail claims data from the PERM process to calculate
the average days outstanding or sample the largest states and determine if information is
available for subsequent analysis.

Evaluate the monitoring and review function to determine the reason the reviews are not
performed effectively. Reinforce the importance of the detect control within the internal
control structure, the accountability of the control and the oversight required to maintain
an effective control environment.

Continue to implement an integrated financial management system for use by Medicare
contractors and CMS to promote consistency and reliability in accounting and financial
reporting.

Regularly evaluate its overall directives to contractors to ensure that adequate controls
are in place and that appropriate documentation is maintained to support the conduct of
those controls. As CMS transitions the contractors to HIGLAS or implements new
legislation, CMS should challenge its current policies, procedures and methodologies to
determine if such implementation has impacted the financial reporting and internal control
processes (examples include generation and reconciliation of subsidiary ledgers, MSNs
and HIGLAS reporting). If current methods are impacted, CMS should provide updated
and relevant guidance and communication to, and collaborate with, the contractor to
facilitate and properly incorporate the changes.

Continue the process of enhancing the integrity, improving the process and capturing the
benefits of the CERT, PERM, Part C and Part D error rate development and analysis tools.
Error rate results should be developed at a sufficient level of detail to analyze, scrutinize
and classify errors and identify anomalies to begin separate investigations or studies of
the root causes of the errors and appropriate prevention, mitigation and recovery plans.
Continue the efforts to further develop the eligibility processes to ensure only appropriate
parties participate and use the periodic error rate processes to comprehensively test for
eligibility and improper payments.

Critically assess findings from OIG and other reviews of the Part C and D programs to
ensure that the evolving nature of these programs are accompanied by robust internal
control processes utilized by CMS to address the inherent risks of these programs.
Continue to consider and implement the recommended audit results and modify the
processes to hold plan sponsors more accountable for the findings identified. The financial
management group should ensure it monitors and maintains oversight over the programs
and its activities to identify the appropriate financial statement impact and disclosure. In
light of the extraordinary financial crisis that existed in 2008, 2009 and continues in 2010,
and the pattern of advances to Part D drug plans and states, we believe that CMS should
continue to evaluate its risks with respect to all its grantees, contractors and providers to
ensure that the Agency is appropriately protecting its resources.

A member firm of Ernst & Young Global Limited

U. S. Department of Health and Human Services | 11-33



FY 2010 Agency Financial Report

||HHHH|HIIH”"' £ll ERNST & YOUNG

Report on Internal Control
Page 20

Developing SOSI projections for use in general purpose financial statements which represent
management’s reasonable estimate of the cash flows for the programs over a 75-year projection
period will continue to be a challenge. The fact pattern presented in FY 2010 in developing the
projections raises important issues regarding the role of SOSI reporting, and the merits of
departing further from a current law formulation in instances in which management believes that
legislative or regulatory changes will be needed to sustain the programs throughout the projection
period. Pending resolution of these issues, the disclosures help to partially mitigate the potential
adverse impact from presenting information management does not believe will actually occur. In
pursuing the ultimate resolution of these matters, we suggest management consider the following:

e Continue efforts initiated late in FY 2010 to engage a panel of advisors to assist in
addressing the challenges presented by the passage of ACA in developing and presenting
projections for the Medicare programs which are reasonable estimates of the program
cash flows.

e Continue and broaden discussions with key stakeholders and standard setting bodies,
including the Federal Accounting Standards Advisory Board, to codevelop appropriate
recommendations for potential revisions to the approaches used in presenting projections
for the programs in the Trustees Report and standards applicable to presentation of the
SOSI to aid in ensuring that the SOSI projection is meaningful and presents fairly the
financial condition of the Trust Funds. These consultations should address how patterns
of revisions to law, and situations in which a continuation of current law is anticipated to
potentially not be feasible should be addressed, if at all, in the projections.

e Verify that all spreadsheets are password protected to avoid unauthorized access or
changes.

e Adhere to established policies and procedures to ensure that the SOSI model
methodology and related calculations and estimates are consistently documented.
Adherence to these policies will ensure that the model is evaluated to verify that the
input/output data is appropriate based on the expected results of the data and
spreadsheet changes.

e Adhere to the established policies and procedures to ensure that the verification, review
and approval process for the SOSI model occurs in a timely manner.
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Financial Information Systems

Overview

HHS is a highly decentralized organization with currently six separate accounting offices and
numerous regional offices, contractors, and area offices with access to various components of the
financial management system. In addition, although HHS has begun efforts to consolidate the
accounting systems, separate accounting systems are still used to support the financial
statements in FY 2010. They include: Unified Financial Management System (UFMS) for Centers
for Disease Control and Prevention (CDC), Food and Drug Administration (FDA), Administration for
Children and Family (ACF), Health Resources and Services Administration (HRSA), Substance
Abuse and Mental Health Services Administration (SAMHSA), Program Support Center (PSC),
Administration on Aging (AOA), Agency for Healthcare Research and Quality (AHRQ), Office of the
Secretary (0S), and Indian Health Service (IHS); National Institute of Health’s (NIH) Business
System (NBS) for NIH; and the Healthcare Integrated General Ledger Accounting System
(HIGLAS) for CMS. Although CMS maintains only one of the six separate accounting offices, the
CMS’S HIGLAS system and its ancillary systems are responsible for over $ 729 billion or 85% of
the Department’s total net cost. As a result, we have discussed our results for CMS separately
below.

CMS Information Systems Controls

During FY 2010, CMS made investments in additional processes, personnel, and technology to
strengthen internal controls over information technology and continues to take proactive steps to
improve information assurance at both the Central Office and its business partners, principally
Fiscal Intermediaries (Fls) Carriers, Medicare Administrative Contractors (MACs), and Enterprise
Data Centers (EDCs), collectively referred to as Medicare contractors. Examples of improvements
are described in the context of these investments.

e CMS has strengthened the oversight of its Medicare contractors through improvements to
existing and the introduction of new control activities. As such, CMS has:

= Established the requirement for Medicare contractors to report in compliance with
baseline security settings. When exceptions are reported, CMS determines whether
the exception can be granted or requires the contractor to communicate a
remediation plan.

L] Improved communication of roles and responsibilities between Medicare claims
processors and Medicare data centers by requiring the execution of Joint Operating
Agreements. These agreements between the data center and claims processor define
the roles of each for information security controls and monitoring.
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= Initiated the monitoring of compliance with edit settings for shared system
applications by Medicare contractors. Contractors are required to submit reports
quarterly and provide business justification for non-compliance.

= Developed new guidance on compliance requirements for access control over
shared systems.

=  Continued efforts to monitor compliance with Medicare data access by contractor
personnel.

L] Increased staffing at Central Office to support the monitoring of contractor
security compliance reports.

e Strengthened the change control process through further formalization of change
control boards for Central Office-managed applications.

e Reinforced enterprise IT vulnerability management through the implementation of new
technologies that allows for vulnerability monitoring on a continuous basis.

e Increased awareness and collaboration around information assurance throughout CMS
through monthly Security of Excellence meetings and other related activities.

In conjunction with the ongoing consolidation of the overall information processing
environment, these activities have helped to reduce CMS’ overall exposure to potential
information security configuration and access deficiencies.

CMS’ Business Environment Overview

Extensive information systems operations are necessary to support CMS’ large size and
decentralized business model. Substantially all of CMS’ Medicare fee-for-service claims and
related data are processed by geographically dispersed contractors. Additional key systems
are processed at CMS’ Central Office. These operations support numerous Medicare and
Medicare-related application programs that are intended to assure consistency in administering
the Medicare program, in addition to processing, accounting for, and reporting on Medicare
expenditures and related assets and liabilities. Internal controls over these operations are
essential to manage the integrity, confidentiality, and reliability of Medicare data and
application programs and to reduce the risk of errors, frauds, or other illegal acts.

For Medicare fee-for-service claims, CMS has entered into contracts with several organizations
known as Fiscal Intermediaries (Fls), Carriers, and Medicare Administrative Contractors
(MACs) for claims processing software administration, claims payment, and
audit/reimbursement services. CMS also has continued to centralize its ongoing data
processing needs into three Enterprise Data Centers (EDCs). Other contractors known as
software system maintainers make and test changes to the claims processing software to meet
Congressional mandates and/or other business needs as defined by CMS. CMS maintains
multiple claims processing systems depending on the type of claim. These systems include the
Fiscal Intermediary Shared System (FISS), the Multi-Carrier System (MCS), the ViPS Medicare
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System (VMS), and the Common Working File (CWF). Collectively these systems are referred to
as shared systems. Other important financial systems processed by the CMS Central Office
include the Financial Accounting and Control System (FACS), the Healthcare Integrated General
Ledger Accounting System (HIGLAS), and the Medicare Advantage and Prescription Drug System
(MARX).

CMS is subject to various federal information security and application software management
guidelines. Primary guidance is included in the National Institute of Standards and Technology
(NIST) Special Publication 800-53, Recommended Security Controls for Federal Information
Systems, and NIST Special Publication 800-37, Guide for Applying the Risk Management
Framework to Federal Information Systems. An independent assessment of CMS’ compliance with
the NIST guidance is in part accomplished through the performance of an annual review conducted
by the HHS Office of Inspector General under the Federal Information Security Management
(FISMA) Act of 2002.

CMS maintains a Business Partners Systems Security Manual (BPSSM) based on federal guidelines
for its application software systems used to direct the information security activities at the
Medicare contractors. CMS communicates the requirements of their information assurance
program through the requirements of the BPSSM; monitoring compliance with the BPSSM is
accomplished through the CMS Certification and Accreditation (C&A) program. Each contractor is
required to maintain a System Security Plan (SSP) developed in accordance with the BPSSM that
outlines the contractor’'s plan for maintaining a secure environment for the shared systems.
Central Office and contractor personnel are required to receive annual security awareness training.

CMS principally monitors the compliance with its standards through the following processes:

(1) Evaluations of the implementation of information security requirements outlined in Section
912 of the Medicare Modernization Act of 2003,

(2) Annual reports on the MACs’ controls placed in operation and tests of operating
effectiveness issued by independent auditors in accordance with the AICPA’s Statement
on Auditing Standards No. 70, Service Organizations,

(3) Annual reviews in accordance with Office of Management and Budget (OMB) Circular No.
A-123, Management’s Responsibility for Internal Control, which provides updated internal
control standards and specific requirements for conducting management’s assessment of
the effectiveness of internal control over financial reporting, and

(4) Additional monitoring procedures performed by CMS including ongoing contractor
management assessments and regular reviews of computer security configurations
submitted by the MACs and the EDCs.
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These enterprise-wide CMS activities and our procedures continue to identify instances of non-
compliance with CMS IT security and other requirements. While CMS continues to remediate
identified findings and weaknesses, these monitoring activities also revealed a number of
instances in which the remediation had not been timely implemented.

The complexity of the CMS environment, fast paced technological changes, and the evolution of
threats pose a significant challenge to CMS. The age of the mainframe systems and associated
software that CMS employs in its processing of Medicare, Medicaid and financially significant data
will become more difficult to maintain and modify when integrating future changes in the Medicare
program. CMS also requires constant vigilance in managing information security risks to ensure
that weaknesses are identified and remediated timely.

CMS Information Security

When properly designed and implemented, access controls ensure that critical system assets are
physically and logically protected from unauthorized usage and that only authorized personnel are
granted access to data and programs; such controls include active monitoring of security events
for proper assessment and timely remediation.

We identified the following weaknesses in information security that merit continued focus:

e CMS did not ensure that all Medicare contractors performed periodic reviews of user
access to sensitive Medicare data and the related application systems. This condition
continued at two MACs. Such periodic reviews are essential to ensure that all access
continues to be appropriate and authorized.

e Unauthorized wireless access to Medicare networks was observed at the single testing
contractor who completes testing on the four shared systems supported by the software
maintainers. Such access introduces a vulnerability into the CMS network that is not
consistent with the information security control standards of CMS and potentially permits
non-authorized external users to access sensitive Medicare data and systems.

e Vulnerabilities in system configurations for contractor networks used to transport
Medicare data were identified at two MACs. Providers and other health-care related
organizations use these networks for transmission of claims data and other information
using Electronic Data Interchange (EDI). These vulnerabilities could result in
inappropriate network access and access to application systems connected to the
network. At one MAC, the vulnerability identified permitted update access to the server
supporting the Medicare EDI application.

e One EDC and one shared system maintainer had not completed their implementation of
CMS-required computer system security configuration settings. At the EDC that processes
claims for multiple MACs, security is managed using IBM’s Resource Access Control
Facility (RACF) software for which security settings were not set in accordance with the
CMS security standards for RACF. Without full implementation of these settings,
unauthorized access and usage of Medicare data and systems could occur.
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e User security administration for access to shared systems was not effectively performed
at three MACs. This could result in potentially unauthorized access to Medicare data and
systems.

e SSPs for the single testing contractor and one MAC were incomplete. In addition, the
single testing contractor’'s SSP had not been timely reviewed or approved by CMS.

e Data backup tapes managed by the EDCs contain unencrypted personally identifiable
information (PIl) related to Medicare information. CMS has not fully implemented HHS
Standard for Encryption 2008-0007.001S, dated December 23, 2008. Such encryption is
also required by OMB Memorandum No. M-06-16, Protection of Sensitive Agency
Information. CMS has not obtained a waiver from OMB related to this weakness.

e Pending the decommissioning of FACS and the full implementation of HIGLAS, segregation
of duties conflicts continued to exist at Central Office between the business function and
information security administration function of CMS’ Office of Financial Management
(OFM) for FACS. OFM has assigned personnel the function of system and security
administrators; these personnel also were able to grant access to the FACS application
and perform and process business transactions.

e CMS has not provided guidance to the MACs on how to establish segregation of duties
between business processes for the shared systems applications. Since the systems are
developed by the shared system maintainers and tested by the STC, the MACs do not
have sufficient knowledge of the application processing to design appropriate segregation
of duties controls. These controls are key to the effective administration of user access to
the shared systems that process Medicare claims and are required by the NIST standards.

CMS Application Configuration Management

Configuration management is the process used to ensure that the Medicare applications used by
the Central Office and Medicare contractors operate as intended by CMS. Configuration
management depends on the consistent application of program change management processes
and policies to the Medicare systems to ensure the continued integrity and security of financial
and claims data.

CMS has contracted with several software system maintainers to provide software development
and testing support for the majority of the systems used to process Medicare claims. Some of
these maintainers provide services for the shared systems that include system development,
system documentation, training, and testing. The MACs that use the shared systems are
responsible for the configuration of programmed edits (e.g., a valid provider type was entered for
the medical service rendered), the customization of automated adjudication software (AAS or
“scripts™), and local information security user administration procedures.
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We identified the following weaknesses:

¢ Change control boards are important in an organization as complex as CMS to oversee the
interfacing of Medicare and financial data across numerous applications. While CMS has
instituted several change control boards for these applications, there is no overall change
control board or process to coordinate efforts to integrate necessary application
interfaces. Further, CMS has developed a process requiring Interface Control Documents
(ICDs) but these are not standardized in content and not used by all relevant
programming groups. Without appropriate integration and proper data interfacing among
the many business applications used by CMS, the accuracy and reporting of financial and
beneficiary data may be impacted.

e Automated Adjudication Software (AAS) scripts and configurable edits implement the
business rules for processing Medicare claims. MACs have the ability to develop and
implement AAS scripts. MACs are also responsible for ensuring the configuration edits are
set to CMS standards. We noted at two MACs that AAS scripts are not being tested when
the programs that process these scripts change by the shared systems maintainer. We
also noted at two MACs that configurable edits are not being managed in accordance with
CMS requirements. If these tools for implementing business claims processing policies
are not tested and configured in accordance with CMS policy, the exposure exists that
claims will not be processed correctly resulting in improper payments.

e The shared systems (FISS, MCS, and VMS) use thousands of data edits to adjudicate
claims against Medicare policies. However, CMS has not identified all the data edits that
should be activated and accurately functioning in accordance with Medicare policies. This
deficiency may result in inaccurate adjudication of Medicare claims.

¢ CMS has implemented a quarterly edit compliance process for all Fls, Carriers, and MACs.
We found that for one quarter, the compliance process did not function properly and such
errors were not identified timely. CMS was not able to determine the monetary impact of
the edit compliance process not functioning for the quarter.

Recommendations

Through its added oversight procedures, CMS has made progress in identifying, monitoring, and
remediating specific control weaknesses related to information security and its business
applications. CMS should continue its efforts to increase contractor compliance by enhancing and
consistently applying oversight activities, including proactive monitoring of contractor compliance
with security settings and related directives for data access and the shared systems. A particular
focus should be placed on reviewing and evaluating instances of non-compliance with stated
Medicare policies, including the documentation of conclusions and approvals of instances of non-
compliance and evaluating their impact on the financial statements.
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To achieve these objectives, CMS should continue to coordinate and implement control
processes that will enhance the overall integrity of the Medicare information systems. Such
coordination will require further integration of efforts by the Office of Financial Management
(OFM), the Office of Information Services (OIS), and those charged with governance over the
MACs in the Center for Medicare (CM).

We recommend that CMS:

e Further the implementation of enhanced and required information security policies and
techniques developed by OIS over the Medicare information systems, including:

= Periodic and timely information system user access reviews at the Central Office,
Fls, Carriers, MACs, and EDCs.

] Increased oversight of contractors’ use of newer technologies, including wireless
access and publicly accessible networks.

= Consistent and enforceable policies for the encryption of PlIl on its information
systems, including portable devices, as required by OMB and HHS.

= Consistent and complete system security plans prepared by all system owners,
MACs, EDCs, and software system maintainers.

= Continued implementation of system and security settings at the Central Office and
the EDCs in accordance with CMS policies, related monitoring procedures, and
timely remediation of identified errors.

e Oversee an integrated effort by OIS and CM to ensure that:

= Appropriate segregation of duties is established in all systems that support
Medicare and financial processing at the Fls, Carriers, and MACs to prevent
excessive or inappropriate access. In addition, access to all systems should be
periodically reviewed to ensure that access remains appropriate and no
incompatible duties exist.

= Compliance detection systems for the timely implementation and activation of new
Medicare claims edits are monitored timely and appropriate system corrections are
made for identified errors.

= All application changes to the Medicare systems, including FISS, MCS, VMS, and
CWEF, are tested adequately and completely.

= All AAS programs (scripts), new or old, are documented, validated as to business
need, and adequately tested prior to implementation at the MACs or whenever the
Medicare applications that use the scripts are changed.

e Continue efforts by all three organizations (OFM, OIS, CM) to require that all changes to
Medicare and related financial applications be subject to review by a designated
enterprise-wide change control board. System interfaces should be identified and ICDs
should be consistently completed and used for all systems. In addition, relevant NIST
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guidance should be applied in the review and approval of changes. Documentation
should be prepared for all phases of the change management process.

Non-CMS Financial Management Information Systems

Similar to CMS, the Department’s OPDIVs initiated efforts in FY 2010 to improve IT
infrastructure and financial application systems to support the program. Examples of these
improvements are:

e HHS continued its implementation of Hyperion, consolidating reporting module, to
automate the preparation of Department-level consolidated and individual operating
division financial statements.

¢ NIH implemented logical access authentication to NIHNet using HHS PIV-cards.
e NIH provided IT security awareness training to 100% of their staff.

e NIH consolidated and improved monitoring of Windows servers and developed a
continuous monitoring process aligned to NIST guidelines to support the annual
assessment of one-third of FISMA system security controls.

e OS awarded a new multi-year IT Service contract that serves several OPDIVs, including
ACF, AHRQ, AoA, SAMHSA, OS, and the regional offices of HRSA. The contract includes
task order awards for computer and infrastructure support, for business application
hosting, and for continuity of operations and disaster recovery planning. In addition,
the contract contains new service level agreements for IT security.

e HHS established the Computer Security Incident Response Capability to perform a
number of important Department-wide security incident response coordination
functions.

e OS’s acting CIO set a fiscal year goal to achieve a 50% reduction in the number of
open/delayed weaknesses. On October 1, 2009, there were 866 open Plan of Action and
Milestones (POA&M) items, and as of July 15, 2010, there were 458 open POA&M items.

e GATES remediated 70% of the weaknesses identified during the 2009 audit.

¢ UFMS management implemented the User Provisioning Automation (UPA) system to
centralize and automate the provisioning process.

¢ NBS management implemented a rigorous compensating manual process for managing
system changes.

Although progress was noted in remediating system vulnerabilities and refining financial IT
processes, our audit results continued to show significant infrastructure and financial application
system weaknesses. Our procedures noted issues in both the design and the operations of key
controls in both general and application controls. The scope of audit included general controls
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testing for the National Institutes of Health’s (NIH) Center for Information Technology (CIT). In
addition, we reviewed the Unified Financial Management System (UFMS), NIH Business System
(NBS); Grants Administration, Tracking and Evaluation System (GATES); HHS Consolidated
Application System (HCAS); Enterprise Human Resources and Payroll (EHRP) System; Information
for Management, Planning, Analysis, and Coordination (IMPACII); Automated Financial Statements
System (AFS); and Commissioned Corps Personnel and Payroll System (CCP). The following
represents a number of specific instances of deficiencies identified during our procedures.

Non-CMS Information Security Program

The security program is intended to ensure that security threats are identified, risks are assessed,
control objectives are appropriately designed and formulated, relevant control techniques are
developed and implemented, and managerial oversight is consistently applied to provide for the
overall effectiveness of security measures. Our procedures identified the following issues:

e Vulnerability Management - The vulnerability scanning process in one OPDIV is in
transition, and no formal policies and/or procedures were in place at the time of our
review.

e Background Investigation - Management at one OPDIV has not fully implemented an
information technology new hire personnel security program for new employee
background investigation.

e Remote Access - Users may access the DHHS network using their own personal home
computers; however, there is currently no monitoring or ability to enforce or confirm that
minimum security requirements or authentication requirements are met for personal
computers logging onto DHHS network.

e Penetration Testing - One OPDIV continues to decrease the total number of external and
internal system vulnerabilities; however, the vulnerabilities that continues to exist pose a
significant risk. Categories of these risks are 1) weak password configurations, 2)
insecure system configuration, and 3) unnecessary system services. Specific examples of
these weaknesses are:

= Two external web applications allowed privileged system access with the default
usernames and passwords;

. Databases with default user names and passwords;
= 30 instances of anonymous file transfer protocols; and

. Outdated software such as secure mail transfer protocol, domain name services, and
secure shell.

e Application User Access Management - For some users, access to key financial systems
such as AFS, EHRP, GATES, HCAS, and UFMS was not appropriately granted, reviewed,
recertified, or removed.
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e User IDs and Passwords: - Application users on key financial systems such as EHRP,
GATES, HCAS, IMPACII, and UFMS utilized generic shared system IDs or had multiple IDs
associated to accounts. Sharing of user IDs eliminates personal accountability for any
system activity. A number of other system password configurations do not comply with
DHHS standards.

e Security Management - Documentation to support corrective actions is not complete or
not provided for the POA&M items for GATES and HCAS.

e Certification & Accreditation - Compliance with the C&A policies and procedures has not
been formalized for HCAS. Documentation is not complete or contains inconsistent
language for EHRP, GATES, HCAS, IMPACII, and UFMS.

Non-CMS Application Configuration Management

Elements of sound CM programs consist of a wide range of activities starting with the a formal
change management process, authorization and approval of all configuration changes, a
comprehensive testing and an audit trail that clearly documents and tracks the configuration
changes. For the majority of the significant financial applications, the framework of a sound CM
program exists; however, the CM program has not fully matured nor been integrated.

¢ Change Management - Change management procedures for UFMS, NBS, HCAS, IMPACII,
GATES, and EHRP were insufficient to ensure only properly authorized changes were
implemented into production systems. For NBS as an example, they lacked an automated
tool to manage the CM process. As a result, NBS management established a cumbersome
manual compensating process that is prone to error. In the case of UFMS, the application
users have the system capability to apply configuration changes. This level of system
access poses a significant risk without an effective monitoring tool. Due to this concern,
UFMS initiated the implementation of a system monitoring tool, which will provide the
automated capability to monitor the system for all changes. For FY2010, however, we
were unable to determine the appropriateness of these system changes.

e Segregation of Duties - Access assignments were excessive for UFMS, NBS, IMPACII,
HCAS, GATES, EHRP, and AFS systems and did not provide an adequate segregation of
duties. Assignment conflicts represent instances whereby access assigned may have
allowed users to perform all phases of transactions without intervention by other users or
approvers. In addition, application developers had full access to both development and
production system.

Other deficiencies that warrant attention include the following:

e Audit Log Monitoring - For the AFS, HCAS, and UFMS systems, audit log monitoring
procedures were not documented. Further, audit trails that were generated were not
being monitored or reviewed.
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¢ Contingency Management - Contingency plans for HCAS could be enhanced. Plans did not
include effective scenarios to address business resumption or address effective testing.

Due to the pervasive nature of general and application controls, the cumulative effect of these
significant deficiencies represents a material weakness in the overall design and operation of
internal controls. DHHS should take a department-wide view in developing a top-down strategy in
implementing information security programs to drive information security control design and
operations in accordance with standards established by DHHS and other Federal government
standards promulgated by NIST and OMB. Detailed descriptions of control weaknesses may be
found in the management letters issued on information technology general controls and audited
applications.

Recommendations

To provide a secure computing environment for critical applications throughout the Department,
HHS should:

e Develop a top down approach to system and information management where support and
functional personnel work in collaboration to support the HHS and OPDIV missions while
maintaining focus on integrated security and information management through defined
directives and initiatives from executive level Departmental management.

e Enhance overall security management programs to update documentation and review
certification & accreditation, plan of action and milestones, vulnerability management, and
background investigations.

e Develop safeguards around access controls to limit unauthorized access to system assets,
including controls around remote access and penetration testing.

e Develop and implement effective tools, policies, and procedures to review platform
security settings for all components on a continuing basis.

e Develop an overall HHS platform configuration security standards for all operating
platforms and databases, following the guidance issued by NIST, for all components

e Continue to test, track, and authorize all system changes planned for released into the
live environment.

e Continue to review segregation of duties logs to ensure least privilege access is granted to
users with significant security and change management responsibilities.

e Review and update contingency plans for the applications and critical processing locations
and ensure proper testing is performed.

e Continue to review verify that user access to critical financial applications is properly
granted and to recertify or remove access on a periodic basis.
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e Maintain updated system security plans for all critical applications and validate that
information is accurate.

e Develop an effective data management program to establish optimal security settings on
the database.

A member firm of Ernst & Young Global Limited

11-46 | U. S. Department of Health and Human Services



FY 2010 Agency Financial Report

|||HHHHH||III|"' £l ERNST & YOUNG

Report on Internal Control
Page 33

STATUS OF PRIOR YEAR FINDINGS

In the reports on the results of the FY 2009 audit of the DHHS financial statements, a number of
issues were raised relating to internal control. The chart below summarizes the current status of
the prior year items:

Material Weaknesses

Issue Area Summary Control Issue FY 2010 Status
Financial Reporting e Lack of Integrated Financial Certain progress
Systems, Analyses, and Management System noted; certain
Oversight e Financial Analysis and Oversight issues need

e Management Corrective Actions continued focus.

Repeat Condition

Financial Management e  Security Management Certain progress
Information Systems e Access Control noted, certain

e Configuration Management issues need

e  Segregation of Duties continued focus.

e Contingency Planning Modified Repeat

e Financial Application Specific Concerns Condition

We have reviewed our findings and recommendations with DHHS management. Management
generally concurs with our findings and recommendations and will provide a corrective action plan
to address the findings identified in this report. We did not audit DHHS’s response and,
accordingly, we express no opinion on it.

This report is intended solely for the information and use of the management and the Office of
Inspector General of DHHS, OMB, GAO, and Congress. The report is not intended to be and
should not be used by anyone other than these specified parties.

/Ernst & Young LLP/

November 15, 2010
McLean, VA
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Report on Compliance and Other Matters Based on an Audit of the Financial Statements
Performed in Accordance with Government Auditing Standards

To the Secretary and the Inspector General
of the U.S. Department of Health and Human Services

We have audited the financial statements of the U.S. Department of Health and Human Services
(DHHS) as of and for the year ended September 30, 2010, and we were engaged to audit the
statement of social insurance as of January 1, 2010, and have issued our Report of Independent
Auditors therein dated November 15, 2010. That report states that because of the matters
discussed therein, the scope of our work was not sufficient to enable us to express, and we do not
express, an opinion on the statement of social insurance as of January 1, 2010. Except for the
matters discussed in the fourth paragraph of the Report of Independent Auditors, we conducted
our audit in accordance with auditing standards generally accepted in the United States, the
standards applicable to financial audits contained in Government Auditing Standards, issued by
the Comptroller General of the United States, and Office of Management and Budget (OMB)
Bulletin No. 07-04, Audit Requirements for Federal Financial Statements, as amended.

As part of obtaining reasonable assurance about whether DHHS’s financial statements are free of
material misstatement, we performed tests of its compliance with certain provisions of laws and
regulations, noncompliance with which could have a direct and material effect on the
determination of financial statement amounts, and certain other laws and regulations specified in
OMB Bulletin No. 07-04, as amended, including the requirements referred to in the Federal
Financial Management Improvement Act of 1996 (FFMIA). We limited our tests of compliance to
these provisions, and we did not test compliance with all laws and regulations applicable to DHHS.

The results of our tests of compliance with the laws and regulations described in the second
paragraph of this report disclosed instances of noncompliance with the following laws and
regulations or other matters that are required to be reported under Government Auditing
Standards and OMB Bulletin No. 07-04, as amended, as described below.

DHHS’s management is investigating potential violations of certain provisions of the Anti-
Deficiency Act (31 U.S.C. §1341-1342, 1349-1351, and 1517-1519) and OMB Circular A-11.

Additionally, the Improper Payments Information Act (IPIA) of 2002 and the Improper Payment
Eliminations and Recovery Act (IPERA) of 2010 (hereinafter the Acts) require federal agencies to
identify the program and activities that may be susceptible to significant improper payments and
estimate the amount of the improper payments. While DHHS is not in full compliance with the
requirements of the Acts, it has developed and reported error rates for each of its seven high-
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risk programs, or components of such programs. DHHS continues its efforts to fully implement
the Acts and OMB’s implementing regulation.

Under FFMIA, we are required to report whether DHHS’s financial management systems
substantially comply with federal financial management systems requirements, applicable
federal accounting standards, and the United States Standard General Ledger (USSGL) at the
transaction level. To meet this requirement, we performed tests of compliance with FFMIA
Section 803(a) requirements. The results of our tests disclosed instances in which DHHS’s
financial management systems did not substantially comply with certain requirements as
discussed above. We have identified the following instances of honcompliance:

e Certain subsidiary systems are not integrated with the Unified Financial Management
System (UFMS) and are not complemented by sufficient manual preventative and
detective type controls. For example, although operational at some of the Medicare
Contractors, DHHS has not yet completed the implementation of the HIGLAS general
ledger system. Additionally, manual key input continues to be required for each
Operation Division (OPDIV) to upload trial balances into the Automated Financial
Statements System for consolidation in preparation of the departmental consolidated
financial statements. Further, certain OPDIV-level reconciliations/analyses were not
performed on a timely basis.

e Certain reconciliations and clearance of differences are not completed timely due to
the use of ad hoc inquiries and system limitations on matching debits and credits to
resolve certain issues.

e During fiscal year 2010, hundreds of manual journal vouchers were required to be
recorded in UFMS to post certain types of transactions - including budgetary and
proprietary, not currently configured correctly within UFMS and for the purpose of
developing quarterly financial statements.

e Reviews of general and application controls over financial management systems
identified certain departures from requirements specified in OMB Circulars A-127,
Financial Management Systems, and A-130, Management of Federal Information
Resources. Additionally, the Office of Inspector General (OIG) identified certain issues,
including access control deficiencies related to systems as part of its Federal
Information Security Management Act and other OIG engagements. Finally, DHHS
management has identified certain weaknesses within its information technology
general and application controls during its assessment of corrective action status and
its OMB A-123 processes.

* K* X Kx X

Our Report on Internal Control dated November 15, 2010, includes additional information
related to the financial management systems that were found not to comply with the
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requirements, relevant facts pertaining to the noncompliance to FFMIA, and our recommendations
related to the specific issues presented. It is our understanding that management agrees with the
facts as presented and that relevant comments from DHHS’s management responsible for
addressing the noncompliance are provided as an attachment to its report. We did not audit
management’s comments and, accordingly, we express no opinion on them. Additionally, DHHS is
updating its agency-wide corrective action plan to address FFMIA and other financial management
issues.

Providing an opinion on compliance with certain provisions of laws and regulations was not an
objective of our audit and, accordingly, we do not express such an opinion.

This report is intended solely for the information and use of management and the Office of
Inspector of General of the DHHS, OMB, and Congress, and is not intended to be and should not
be used by anyone other than these specified parties.

/Ernst & Young LLP/

November 15, 2010
McLean, VA

A member firm of Ernst & Young Global Limited
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DEPARTMENT’S RESPONSE TO THE AUDIT
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5' -/é DEPARTMENT OF HEALTH & HUMAN SERVICES Office of the Secretary
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e i) Washington, D.C. 20201

November 12, 2010

To: Daniel R. Levinson, Inspector General

From: Ellen WAssistant Secretary for Financial Resources and Chief Financial Officer

Subject: FY2010 Financial Statement Audit

We would like to thank the Office of Inspector General and your contractors, Ernst & Young LLP for your efforts
on our behalf. We appreciate the professionalism exhibited by your staff and contractors during the audit.

We appreciate the opportunity to comment on the draft reports provided to us on November 5, 2010. We
generally concur with the findings identified in the draft Report on Internal Control. The final reports will be
included in our FY 2010 Agency Financial Report. In response to your reports, we will prepare corrective action
plans to address the identified findings within the next 60 days.

HHS management is committed to working toward resolving these challenges. We look forward to continued
collaboration with the OIG to improve our stewardship of taxpayer funds.
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FINANCIAL STATEMENTS

U.S. DEPARTMENT OF HEALTH AND HUMAN SERVICES
CONSOLIDATED BALANCE SHEET
As of September 30, 2010 and 2009

(in Millions)
2010 2009
Assets (Note 2)
Intragovernmental
Fund Balance with Treasury (Note 3) $ 182,235 $ 161,962
Investments, Net (Note 4) 359,882 381,116
Accounts Receivable, Net (Note 5) 1,137 913
Other (Note 8) 99 92
Total Intragovernmental 543,353 544,083
Accounts Receivable, Net (Note 5) 7,394 5,504
Inventory and Related Property, Net (Note 6) 6,077 5,604
General Property, Plant & Equipment, Net (Note 7) 5,263 5,047
Other (Note 8) 1,652 2,542
Total Assets $ 563,739 $ 562,780
Stewardship PP&E (Note 1)
Liabilities (Note 9)
Intragovernmental
Accounts Payable $ 906 $ 566
Other (Note 13) 1572 1,182
Total Intragovernmental 2,478 1,748
Accounts Payable 673 554
Entitlement Benefits Due and Payable (Note 10) 72,712 72,218
Accrued Grant Liability (Note 12) 4,204 4,040
Federal Employee & Veterans’ Benefits (Note 11) 9,985 9,690
Contingencies & Commitments (Note 14) 6,079 4,048
Other (Note 13) 3,082 2,069
Total Liabilities 99,213 94,367
Net Position
Unexpended Appropriations - Earmarked funds 1,675 3,492
Unexpended Appropriations - Other funds 140,468 124,037
Unexpended Appropriations, Total 142,143 127,529
Cumulative Results of Operations - Earmarked funds 317,334 336,811
Cumulative Results of Operations - Other funds 5,049 4,073
Cumulative Results of Operations, Total 322,383 340,884
Total Net Position 464,526 468,413
Total Liabilities & Net Position $ 563,739 $ 562,780

The accompanying “Notes to the Financial Statements” are an integral part of these statements.
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U. S. DEPARTMENT OF HEALTH AND HUMAN SERVICES
CONSOLIDATED STATEMENT OF NET COST
For the Years Ended September 30, 2010 and 2009

2009

749,004
(57,294)

691,710

52,326
1,441
(55)
9,274
2,629
7314
5,225
30,369
2,341
975
3,501

115,340

675

(in Millions)
2010
Responsibility Segments
Centers for Medicare & Medicaid Services (CMS)
Gross Cost $ 789,713
Exchange Revenue (Note 16 & 17) (60,717)
CMS Net Cost of Operations 728,996
Other Segments:
Administration for Children and Families (ACF) 56,369
Administration on Aging (AoA) 1,530
Agency for Healthcare Research and Quality (AHRQ) 86
Centers for Disease Control and Prevention (CDC) 10,482
Food and Drug Administration (FDA) 3,130
Health Resources and Services Administration (HRSA) 9,222
Indian Health Service (IHS) 5,262
National Institutes of Health (NIH) 33,776
Office of the Secretary (OS) 6,720
Program Support Center (PSC) 1,063
Substance Abuse and Mental Health Services Administration (SAMHSA) 3,362
Other Segments Gross Cost of Operations before Actuarial Gains and Losses 131,002
Actuarial (Gains) and Losses Commissioned Corp Retirement System and
Commissioned Corps Post Retirement Medical Plan (77)
Other Segments Gross Cost of Operations after Actuarial Gains and Losses 130,925
Exchange Revenue (Note 16 and 17) (3,193)
Other Segments Net Cost of Operations 127,732
Net Cost of Operations $ 856,728

116,015
(3,820)

The accompanying “Notes to the Financial Statements” are an integral part of these statements.

112,195
803,905
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U. S. DEPARTMENT OF HEALTH AND HUMAN SERVICES
CONSOLIDATED STATEMENT OF CHANGES IN NET POSITION
For the Year Ended September 30, 2010

Cumulative Results of Operations:
Beginning Balances

Budgetary Financing Sources:

Appropriations Used

Nonexchange Revenue
Non-exchange Revenue - Tax Revenue
Non-exchange Revenue - Investment Revenue
Non-exchange Revenue - Other

Donations and Forfeitures of Cash and Cash Equivalents

Transfers-in/out without Reimbursement

Other Financing Sources (Non-Exchange):
Donations and Forfeitures of Property
Transfers-in/out Without Reimbursement (+/-)
Imputed Financing
Other (+/-)

Total Financing Sources
Net Cost of Operations (+/-)
Net Change

Cumulative Results of Operations

Unexpended Appropriations
Beginning Balances

Budgetary Financing Sources
Appropriations Received
Appropriations Transferred in/out
Other Adjustments
Appropriations Used
Total Budgetary Financing Sources

Total Unexpended Appropriations

Net Position

(in Millions)
2010

Earmarked All Other Consolidated

Funds Funds Eliminations Total
$ 336,811 $ 4,073 $ - $ 340,884
228,883 408,384 - 637,267
183,812 - - 183,812
17,349 4 - 17,353
619 9) 90 700
83 2 - 85
(3,290) 1,746 - (1,544)
- 5 - 5
- 1 - 1
39 667 (166) 540
- 8 - 8
427,495 410,808 (76) 838,227
446,972 409,832 (76) 856,728
(19,477) 976 - (18,501)
317,334 5,049 - 322,383
3,492 124,037 - 127,529
230,499 427,065 - 657,564
- (544) - (544)
(3,433) (1,706) - (5,139)
(228,883) (408,384) - (637,267)
(1,817) 16,431 - 14,614
1,675 140,468 - 142,143
$ 319,009 $ 145,517 $ - $ 464,526

The accompanying “Notes to the Financial Statements” are an integral part of these statements.
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U. S. DEPARTMENT OF HEALTH AND HUMAN SERVICES
CONSOLIDATED STATEMENT OF CHANGES IN NET POSITION
For the Year Ended September 30, 2009

Cumulative Results of Operations:
Beginning Balances

Budgetary Financing Sources:

Appropriations Used

Nonexchange Revenue
Non-exchange Revenue - Tax Revenue
Non-exchange Revenue - Investment Revenue
Non-exchange Revenue - Other

Donations and Forfeitures of Cash and Cash Equivalents

Transfers-infout Without Reimbursement

Other Financing Sources (Non-Exchange):
Donations and Forfeitures of Property
Transfers-in/out Without Reimbursement (+/-)
Imputed Financing
Other (+/-)

Total Financing Sources
Net Cost of Operations (+/-)
Net Change

Cumulative Results of Operations

Unexpended Appropriations
Beginning Balances

Budgetary Financing Sources
Appropriations Received
Appropriations Transferred in/out
Other Adjustments
Appropriations Used
Total Budgetary Financing Sources

Total Unexpended Appropriations

Net Position

The accompanying “Notes to the Financial Statements” are an integral part of these statements.

(in Millions)
2009

Earmarked All Other Consolidated

Funds Funds Eliminations Total
$ 346,287 $ 2868 $ - $ 349,155
209,273 373,868 583,141
194,330 - 194,330
18,686 1 - 18,687
503 9) (227) 367
128 3 - 131
(2,918) 1,465 4 (1,449)
5 - 5
- 9 2 7
32 498 (205) 425
. (10) - (10)
420,034 375,830 (230) 795,634
429,510 374,625 (230) 803,905
(9,476) 1,205 - (8,271)
336,811 4,073 340,884
12,172 81,350 93,522
213,023 431,868 644,891
- 1,854 1,854
(12,430) (17,167) (29,597)
(209,273) (373,868) (583,141)
(8,680) 42687 34,007
3,492 124,037 127,529
$ 340,303 $ 128,110 $ - $ 468,413
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U.S. DEPARTMENT OF HEALTH AND HUMAN SERVICES
COMBINED STATEMENT OF BUDGETARY RESOURCES
For the Years Ended September 30, 2010 and 2009

Budgetary Resources:
Unobligated Balance, Brought Forward, October 1:
Recoveries of Prior Year Unpaid Obligations

Actual

Budget Authority
Appropriation
Borrowing Authority
Spending Authority from Offsetting Collections
Collected
Change in Receivables from Federal Sources
Change in Unfilled Customer Orders

Advance Received

Without Advance from Federal Sources

Previously Unavailable

Expenditure Transfers from Trust Funds
Actual
Change in Receivables from Trust Funds
Subtotal

Nonexpenditure Transfers, Net, Anticipated and Actual
Temporarily not available pursuant to Public Law
Permanently not available (-)
Total Budgetary Resources

Status of Budgetary Resources:
Obligations Incurred
Direct
Reimbursable
Subtotal
Unobligated Balances Available
Apportioned
Exempt from Apportionment
Subtotal
Unobligated Balances Not Available
Total Status of Budgetary Resources

Change in Obligated Balance:
Obligated Balance, Net
Unpaid Obligations, brought forward, October 1
Uncollected Customer Payments from
Federal Sources, brought forward, October 1
Total unpaid Obligated Balance, Net
Obligations Incurred Net
Gross Outlays
Recoveries of Prior Year Unpaid Obligations, Actual
Change in Uncollected Customer Payments from
Federal Sources
Obligated Balance, Net, End of Period
Unpaid Obligations
Uncollected Customer Payments from Federal Sources
Total, Unpaid Obligated Balance, Net, End of Period

Net Outlays
Gross Outlays
Offsetting Collections
Distributed Offsetting Receipts
Net Outlays

(in Millions)
2010 2009
Non-Budgetary Non-Budgetary
Credit Program Credit Program
Budgetary Financing Accounts Budgetary Financing Accounts
$ 50,305 $ 73 $ 34,349 $ 95
17,682 12,719
1,194,294 1,153,357 1
- - 2
9,020 18 10,449 19
290 (263)
279 154
(102) (766)
293 306
3,721 3,512
313 - 515 -
1,208,108 18 1,167,264 22
(663) 2,100
(11,296) - (1,515)
(5,281) (16) (29,731) -
$ 1,258,855 $ 75 $ 1,185,186 $ 117
$ 1,191,984 $ 25 $ 1,127,560 $ 44
7,596 - 7,321 -
1,199,580 25 1,134,881 44
48,476 50 40,647 72
354 - 389 -
48,830 50 41,036 72
10,445 - 9,269 1
$ 1,258,855 $ 75 $ 1,185,186 $ 117
$ 171,739 $ $ 145,222 $
(6,678) (7,192)
165,061 - 138,030 -
1,199,580 25 1,134,881 44
(1,171,097) (25) (1,095,645) (44)
(17,682) - (12,719) -
(501) 514
182,540 171,739
(7.179) (6,678)
175,361 165,061
1,171,097 25 1,095,645 44
(13,020) (18) (14,115) (19)
(303,967) (10) (284,264) (28)
$ 854,110 $ 3) $ 797,266 $ (3)

The accompanying “Notes to the Financial Statements” are an integral part of these statements.
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U.S. DEPARTMENT OF HEALTH AND HUMAN SERVICES

STATEMENT OF SOCIAL INSURANCE

75-Year Projection as of January 1, 2010 and Prior Base Years

(in Billions)
Estimates from Prior Years
2010 2009 2008 2007 2006
Actuarial present value for the 75-year projection period of estimated future unﬁed
income (excluding interest) received from or on behalf of: (Notes 24 and 25)
Current participants who, in the starting year of the projection period:
Have not yet attained eligibility age
HI $ 7216 $ 6348 $ 6,320 $ 5975 $ 5685
SMI Part B 12,688 16,323 14,932 12,112 12,446
SMI Part D 6,355 6,144 6,527 7,285 7,366
Have attained eligibility age (age 65 and over)
HI 248 209 202 178 192
SMI Part B 1,972 1,924 1,785 1,648 1,606
SMI Part D 646 595 581 746 750
Those expected to become participants
HI 6,944 5,451 5,361 4,870 4,767
SMI Part B 3,077 4,909 4,480 4,460 3,562
SMI Part D 2,714 2,632 2,856 2,735 2,134
All current and future participants:
HI 14,408 12,008 11,883 11,023 10,644
SMI Part B 17,737 23,156 21,197 18,221 17,613
SMI Part D 9,715 9,371 9,964 10,766 10,250
Actuarial present value for the 75-year projection period of estimated
future expenditures for or on behalf of:(Notes 24 and 25)
Current participants who, in the starting year of the projection period:
Have not yet attained eligibility age
HI 12,032 18,147 17,365 15,639 15,633
SMI Part B 12,587 16,342 14,949 12,130 12,433
SMI Part D 6,355 6,144 6,527 7,273 7,338
Have attained eligibility age (age 65 and over)
HI 2,648 2,958 2,747 2,558 2,397
SMI Part B 2,166 2,142 1,986 1,834 1,773
SMI Part D 646 595 581 794 792
Those expected to become participants
HI 2,411 4,673 4,506 5118 3,904
SMI Part B 2,984 4,672 4,262 4,257 3,407
SMI Part D 2,714 2,632 2,856 2,699 2,121
All current and future participants:
HI 17,090 25,778 24,619 23,315 21,934
SMI Part B 17,737 23,156 21,197 18,221 17,613
SMI Part D 9,715 9,371 9,964 10,766 10,250
Actuarial present values for the 75-year projection period of estimated
future excess of income (excluding interest) over expenditures (Notes 24 and 25)
HI $ (2,683) $ (13,770 $(12,737) $(12,292) $ (11,290
SMI Part B - - - - -
SMI Part D
Additional Information
Actuarial present values for the 75-year projection period of estimated future
excess of income (excluding interest) over expenditures (Notes 24 and 25)
HI $ (2,683) $ (13,770 $(12,737) $(12,292) $ (11,290
SMI Part B - - - - -
SMI Part D
Trust fund assets at start of period
HI 304 321 312 300 285
SMI Part B 76 59 53 38 23
SMI Part D 1 1 3 1 -
Actuarial present value for the 75-year projection of estimated future excess of income
(excluding interest) and Trust Fund assets at start of period over expenditures
(Notes 24 and 25)
HI $ (2,378) $ (13,449) $(12,425) $ (11,993) $ (11,006)
SMI Part B 76 59 53 38 23
SMI Part D 1 1 3 1

Note: Totals do not necessarily equal the sums of rounded components.

With the exception of the 2007 projections presented, current participants are assumed to be the “closed group” of individuals who are at least age 15 at the start of the projection period, and are participating in
the program as either taxpayers, beneficiaries, or both. For the 2007 projections, the "closed group” are assumed to be individuals who are at least 18 at the start of the projection period, and are participating in

the program as either taxpayers, beneficiaries, or both.

The accompanying “Notes to the Financial Statements” are an integral part of these statements.
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NOTES TO THE PRINCIPAL FINANCIAL STATEMENTS
FOrR THE YEARS ENDED SEPTEMBER 30, 2010 AND 2009

Note 1. Summary of Significant Accounting Policies

Reporting Entity

The Department of Health and Human Services (HHS) is a Cabinet-level agency of the Executive Branch of
the Federal Government. Its predecessor, the Department of Health, Education and Welfare (HEW), was
officially established on April 11, 1953. In 1979, the Department of Education Organization Act of 1979
(Public Law (P.L.) 96-88) was signed into law, providing for a separate Department of Education. The HEW
officially became the HHS on May 4, 1980. The HHS is responsible for protecting the health of all
Americans and providing essential human services, especially for those who are least able to help
themselves.

Organization and Structure of the HHS

The HHS is comprised of the Office of the Secretary and 10 other Operating Divisions (OPDIVs) with
diverse missions and programs. The Office of the Secretary and the OPDIVs are each responsible for
carrying out a mission, conducting a major line of activity, or producing one or a group of related products
or services. Although organizationally located within the Office of the Secretary, the Program Support
Center reports on its activity separately because its business activities encompass offering services to other
Federal agencies and the HHS OPDIVs. The Agency for Toxic Substances and Disease Registry is combined
with the Centers for Disease Control and Prevention for financial reporting purposes; therefore, these
footnotes will refer to them as one responsibility segment. Managers of the responsibility segments report
directly to the entity’s top management, and the resources and results of operations can be clearly
distinguished from those of other responsibility segments.

The 12 responsibility segments are:

1. Administration for Children and Families (ACF)

2. Administration on Aging (AcA)

3. Agency for Healthcare Research and Quality (AHRQ)
4. Centers for Disease Control and Prevention and

Agency for Toxic Substances and Disease Registry (CDC)

5. Centers for Medicare and Medicaid Services (CMS)

6. Food and Drug Administration (FDA)

7. Health Resources and Services Administration (HRSA)

8. Indian Health Service (IHS)

9. National Institutes of Health (NIH)

10. Office of the Secretary (OS) — excluding the Program Support Center
11. Program Support Center (PSC)

12. Substance Abuse and Mental Health Services Administration (SAMHSA)

The HHS partners with other governmental agencies to accomplish its mission. One such partnership is
with the Department of Homeland Security for the Biodefense Countermeasures Fund, which is reported on
the HHS financial statements under the Office of the Secretary responsibility segment.

Basis of Accounting and Presentation

The HHS financial statements have been prepared to report the financial position and results of operations
of the Department, pursuant to the requirements of 31 U.S. Code 3515(b), the Chief Financial Officers
(CFO) Act of 1990 (P.L. 101-576), as amended by the Government Management Reform Act of 1994

(P.L. 103-356), and presented in accordance with the requirements in the Office of Management and
Budget (OMB) Circular No. A-136, Financial Reporting Requirements (OMB Circular A-136). These
statements have been prepared from the Department’s financial records using an accrual basis in
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conformity with accounting principles generally accepted in the United States. The generally accepted
accounting principles (GAAP) for Federal entities are the standards prescribed by the Federal Accounting
Standards Advisory Board (FASAB) and recognized by the American Institute of Certified Public
Accountants as Federal GAAP. These statements are, therefore, different from financial reports prepared
pursuant to other OMB directives that are primarily used to monitor and control the use of budgetary
resources.

Transactions are recorded on an accrual and budgetary basis of accounting. Under the accrual method of
accounting, revenues are recognized when earned, and expenses are recognized when resources are
consumed, without regard to the payment of cash. Budgetary accounting principles, on the other hand, are
designed to recognize the obligation of funds according to legal requirements, which, in many cases, is
prior to the occurrence of an accrual-based transaction. The recognition of budgetary accounting
transactions is essential for compliance with legal constraints and controls over the use of Federal funds.

The financial statements consolidate the balances of approximately 200 appropriations and fund accounts.
The fund accounts include accounts used for suspense, collection of receipts, and general government
functions. Transactions and balances within the HHS have been eliminated in the presentation of the
Consolidated Balance Sheet and Statements of Net Cost and Changes in Net Position. The Combined
Statements of Budgetary Resources are presented on a combined basis; therefore, transactions and
balances within the HHS have not been eliminated from these statements. Supplemental information is
accumulated from the OPDIV reports, regulatory reports, and other sources within the HHS. These
statements should be read with the realization that they are for a component of the U.S. Government, a
sovereign entity. One implication of this is that liabilities cannot be liquidated without legislation providing
resources and budget authority for the HHS.

Financial Management Systems Program

The HHS’ financial management goals seek to (a) provide decision-makers with timely, accurate, and
useful financial and program information and (b) ensure that the HHS resources are used appropriately,
efficiently, and effectively. The HHS continues to strive for improvements in financial management and
reporting by streamlining and integrating its financial management systems to ensure transparency and
accountability.

The HHS established the Financial Management Systems Program to provide central management direction
and oversight of financial management systems across the Department. The HHS facilitates collaboration
between business owners and information technology professionals to maximize the HHS investment and
reduce redundancies. The goal is to strengthen governance by engaging the business owners and the
information technology professionals throughout the life cycle of the HHS financial management system.

Three major systems support HHS programs: the Healthcare Integrated General Ledger Accounting System
(HIGLAS), the Unified Financial Management System (UFMS), and the NIH Business Systems (NBS). The
HHS will continue its reporting and system enhancements to strengthen controls, operating performance,
and reporting capabilities.

The Consolidated Financial Reporting System (CFRS) is under development to generate automated
consolidated financial statements, and will be deployed for the first quarter of fiscal year 2011. CFRS
addresses the Department’s recurring CFO Act audit findings and the Federal Financial Management
Improvement Act of 1996 (P.L. 104-208) system non-compliance. The system will eliminate the OPDIVs’
manual intervention for the consolidation process. During FY 2010, the FDA piloted the Oracle Business
Intelligence Enterprise Edition — a reporting dashboard for managers — to enhance the availability of
financial management information.

Use of Estimates in Preparing Financial Statements

Preparation of financial statements in accordance with accounting principles generally accepted in the
United States requires management to make estimates and assumptions that affect reported amounts of
assets and liabilities, and the disclosure of contingent liabilities as of the date of the financial statements.
Estimates and assumptions also affect revenues and expenses accrued and reported in the financial
statements. Actual results may differ from estimates.
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Parent/Child Reporting

Allocation transfers are legal delegations by one agency of its authority to obligate budget authority and
outlay funds to another agency. The HHS is party to allocation transfers with other Federal agencies as
both a transferring (parent) entity and a receiving (child) entity.

A separate fund account (allocation account) is created in the Department of the Treasury (Treasury) as a
subset of the parent fund account for tracking and reporting purposes. All allocation transfers of balances
are credited to this account, and subsequent obligations and outlays incurred by the child entity are
charged to this allocation account as they execute the delegated activity on behalf of the parent entity.
Generally, all financial activity related to these allocation transfers (e.g., budget authority, obligations,
outlays) is reported in the financial statements of the parent entity from which the underlying legislative
authority, appropriations and budget apportionments are derived.

In FY 2008, the HHS received an exception to the Parent/Child reporting requirements of OMB Circular No.
A-136 as it pertains to the allocation transfer from the Department of Homeland Security (DHS) to the HHS
for the Biodefense Countermeasures Fund for FY 2008 and beyond. Per this exception, the HHS, as the
child, assumed the financial statement reporting responsibilities of this fund. Also, due to the revised
definition of Parent/Child reporting, and revised Treasury Appropriation Codes made by Treasury in

FY 2009, the Treasury-managed Trust Funds Supplementary Medical Insurance (SMI) Trust Fund, the
Hospital Insurance (HI) Trust Fund, the Vaccine Injury Compensation Program (VICP) Trust Fund and the
Health Care Fraud and Abuse Control Account, are no longer considered as Parent/Child reporting. These
changes have no impact on the HHS reporting of the Treasury-managed Trust Funds.

In addition to these funds, the HHS allocates funds, as the parent, to the Department of Interior, Bureau of
Indian Affairs and Department of Treasury, Internal Revenue Service. The HHS receives allocation
transfers, as the child, from the Departments of Agriculture, Justice and State.

Reclassifications

Certain FY 2009 balances have been reclassified to conform to FY 2010 financial statement presentations,
the effects of which are immaterial.

Earmarked Funds

Earmarked funds are financed by specifically identified revenues often supplemented by other financing
sources, or other specific financing sources, which remain available over time. Earmarked funds must meet
the following criteria:

e A statute committing the Federal Government to use specifically identified revenues and other
financing sources only for designated activities, benefits or purposes;

e Explicit authority for the earmarked fund to retain revenues and other financing sources not used in the
current period for future use to finance the designated activities, benefits, or purposes; and

e A requirement to account for and report on the receipt, use, and retention of the revenues and other
financing sources that distinguishes the earmarked fund from the Government’s general revenues.

The HHS’ major earmarked funds are described below:
Medicare Hospital Insurance (HI1) Trust Fund — Part A

Section 1817 of the Social Security Act (P.L. Ch. 531, 49 Stat. 620, now codified as 42 U.S.C. Ch. 7,

P.L. 104-191) established the Medicare HI Trust Fund. Medicare contractors are paid by the HHS to process
Medicare claims for hospital in-patient services, hospice, and certain skilled nursing and home health
services. Benefit payments made by the Medicare contractors for these services, as well as administrative
costs, are charged to the HI Trust Fund. A portion of HHS payments to Medicare Advantage Plans
(previously known as Managed Care plans) are also charged to this fund. The financial statements include
the HI Trust Fund activities administered by the Treasury. The HI Trust Fund has permanent indefinite
authority.

Employment tax revenue is the primary source of financing for the Medicare HI program. Medicare’s
portion of payroll and self-employment taxes is collected under the Federal Insurance Contributions Act
(FICA) (26 U.S.C. Ch 21) and Self Employment Contributions Act (SECA) of 1954 (Chapter 2 of Subtitle A
of the Internal Revenue Code, 26 U.S.C. 81401 through 81403). Employees and employers are both
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required to contribute 1.45 percent of earnings, with no limitation, to the HI Trust Fund. Self-employed
individuals contribute the full 2.9 percent of their net income. The Social Security Act requires the transfer
of these contributions from the Treasury General Fund to the HI Trust Fund based on the amount of wages
certified by the Commissioner of Social Security from the Social Security Administration (SSA) records of
wages. The SSA uses the wage totals reported by employers via the quarterly Internal Revenue Service,
Employer’s Quarterly Federal Tax Return, as the basis for conducting quarterly certification of regular
wages.

Medicare Supplementary Medical Insurance (SMI) Trust Fund — Part B

Section 1841 of the Social Security Act established the Medicare SMI Trust Fund. Medicare contractors are
paid by the HHS to process Medicare claims for physicians, medical suppliers, hospital out-patient services
and rehabilitation, end—stage renal disease treatment, rural health clinics, laboratory services, and certain
skilled nursing and home health services. Benefit payments made by the Medicare contractors for these
services, as well as administrative costs, are charged to the SMI Trust Fund. A portion of HHS payments to
Medicare Advantage Plans are also charged to this fund. The financial statements include SMI Trust Fund
activities administered by the Treasury. The SMI Trust Fund has permanent indefinite authority.

SMI benefits and administrative expenses are financed by monthly premiums paid by Medicare
beneficiaries and are matched by the Federal Government through the General Fund appropriation,
Payments to the Health Care Trust Funds. Section 1844 of the Social Security Act authorizes appropriated
funds to match SMI premiums collected and prescribes the ratio for the match as well as the method to
fully compensate the Trust Fund if insufficient funds are available in the appropriation to match all
premiums received in the fiscal year.

Medicare Supplementary Medical Insurance Trust Fund — Part D

The Medicare Supplementary Medical Insurance Trust Fund — Part D, (Prescription Drug Benefit) was
established by the Medicare Prescription Drug, Improvement, and Modernization Act of 2003 (known as the
Medicare Modernization Act, or MMA) (P.L. 108-173). The Prescription Drug Benefit is available to all
Medicare beneficiaries and provides a prescription drug benefit to those who opt into the program
(beneficiaries eligible for Medicaid are automatically enrolled unless they have other credible drug
coverage). The Prescription Drug Benefit is part of the SMI Trust Fund and is reported in the Medicare
column of the financial statements where required. Drug plans are offered by insurance companies and
other private companies approved by Medicare and are of two types: Medicare Prescription Drug Plans,
which add coverage to fee-for-service Medicare and Medicare Advantage Prescription Drug Plans and other
Medicare Health Plans in which drug coverage is offered as part of a benefit package that includes Part A
and Part B services. Medicare helps employers and unions continue to provide retiree drug coverage that
meets Medicare’s standards through the Retiree Drug Subsidy. The Low Income Subsidy helps those with
limited income and resources.

Medicare Integrity Program

The Health Insurance Portability and Accountability Act of 1996 (HIPAA) (P.L. 104-191) established the
Medicare Integrity Program and codified the Medicare Integrity Program activities previously known as
“payment safeguards.” The HIPAA also established the Health Care Fraud and Abuse Control Account,
which provides a dedicated appropriation for carrying out the Medicare Integrity Program. Through the
Medicare Integrity Program, the HHS contracts with eligible entities to perform such activities as medical
and utilization reviews, fraud reviews, cost report audits. In addition, the Department will educate
providers and beneficiaries, with respect to payment integrity and benefit quality assurance issues. The
Medicare Integrity Program is funded by the HI Trust Fund.

Revenue and Financing Sources

The HHS receives the majority of funding needed to support its discretionary programs through
Congressional appropriation and through reimbursement for the provision of goods or services to other
Federal agencies. The United States Constitution prescribes that no money may be expended by a Federal
agency unless and until funds have been made available by Congressional appropriation. Appropriations
are recognized as financing sources when related expenses are incurred or assets are purchased. Revenues
from reimbursable agreements are recognized when the goods or services are provided by the HHS. Other
financing sources, such as donations and transfers of assets without reimbursements, are also recognized
on the Consolidated Statement of Changes in Net Position.
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Appropriations

The HHS receives annual, multi-year, and no-year appropriations that may be used within statutory limits.
For example, funds for general operations are normally made available for one fiscal year; funds for long-
term projects such as major construction will be available for the expected life of the project and funds
used to establish revolving fund operations are generally available indefinitely (i.e., no-year funds).

Borrowing Authority

The HHS uses indefinite borrowing authority under the Federal Credit Reform Act of 1990 (FCRA),

(P.L. 101-508, as amended) for its loan programs. Borrowing authority increases budgetary resources and
enables costs to be financed by borrowing from Treasury. Any unobligated borrowing authority does not
carry forward to the next fiscal year. The HHS has several existing programs with borrowing authority: the
Health Care Loan Program and the Health Education Assistance Loan Program.

In FY 2010, HHS received borrowing authority under the Patient Protection and Affordable Care Act

(P.L. 111-148, § 1322) to support the Consumer Operated and Oriented Plan (CO-OP) Program. The Act
requires HHS to provide loans for start-up costs. This provision fosters the creation of qualified, non-profit
health insurance issuers who will offer qualified health plans in the individual- and small-group markets of
each State. These loans will be repaid in a manner consistent with State solvency and reserve
requirements. These program awards are to be made no later than July 1, 2013.

e Direct Loans

The Health Care Infrastructure Improvement Program (enacted into law as part of the Medicare
Modernization Act of 2003, P.L. 108-173) provides direct loans to hospitals or entities engaged in research
of causes, prevention, and treatment of cancer. These entities are designated as cancer centers by the
National Cancer Institute, or by the State legislature as the official cancer institute of the State. Such State
designation must have occurred prior to December 8, 2003 to qualify for payment of capital costs for
eligible projects.

. Loan Guarantees

The HHS administers guaranteed loan programs for the Health Center and the Health Education Assistance
Loan Programs. Loans receivable represent defaulted guaranteed loans which have been paid to lenders
under these programs and also include interest due to the HHS on the defaulted loans. The liabilities for
loan guarantees are valued at the present value of the cash outflows from the HHS less the present value
of related inflows. Due to the immateriality of these Direct Loans and Loan Guarantees, the related
receivables and liabilities are reported in Other Assets and Other Liabilities, respectively.

Exchange Revenue

Exchange revenue is recognized when earned (i.e., when goods have been delivered or services have been
rendered). These revenues reduce the cost of operations.

The HHS’ pricing policy for reimbursable agreements is to recover full cost and to incur no profit or loss. In
addition to revenues related to reimbursable agreements, the HHS collects various user fees to offset the
cost of its programs. Certain fees charged by the HHS are based on an amount set by law or regulation and
may not represent full cost.

With minor exceptions, all receipts of revenues by Federal agencies are processed through the Treasury’s
central accounting system. Regardless of whether they derive from exchange or non-exchange
transactions, all receipts not earmarked by Congressional appropriation for immediate HHS use are
deposited in the General or Special funds of the Treasury. Amounts not retained for use by the HHS are
reported as transfers to other Government agencies on the HHS Consolidated Statement of Changes in Net
Position.

Non-Exchange Revenue

Non-exchange revenues result from donations to the government and from the Government’s sovereign
right to demand payment, including taxes. Non-exchange revenues are recognized when a specifically
identifiable, legally enforceable claim to resources arises, but only to the extent that collection is

probable and the amount is reasonably estimable. Non-exchange revenues are not considered to reduce
the cost of the Department’s operations and are reported in the Consolidated Statement of Changes in Net
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Position. Employment tax revenue collected under FICA and SECA is considered non-exchange revenue.
See Medicare Hospital Insurance Trust Fund — Part A for descriptions of this revenue.

Imputed Financing Sources

In certain instances, the HHS’ operating costs are paid out of funds appropriated to other Federal agencies.
For example, by law, certain costs of retirement programs are paid by the Office of Personnel Management,
and certain legal judgments against the HHS are paid from the Judgment Fund maintained by the
Treasury. When costs that are identifiable to the HHS and directly attributable to the Department’s
operations are paid by other agencies, the Department recognizes these amounts as imputed costs on the
Consolidated Statement of Net Cost and as an imputed financing source on the Consolidated Statement of
Changes in Net Position.

Intragovernmental Transactions and Relationships

Intragovernmental transactions are transactions between Federal entities, meaning both the buyer and
seller are Federal entities. Transactions with the public are transactions in which the buyer or seller of the
goods or services is a hon-Federal entity and the other party is a Federal entity.

If a Federal entity purchases goods or services from another Federal entity and sells them to the pubilic,
the exchange revenue would be classified as with the public but the related costs would be classified as
intragovernmental. The purpose of the classifications is to enable the Federal Government to provide
consolidated financial statements and not to match public and intragovernmental revenue with costs that
are incurred to produce public and intragovernmental revenue.

In the course of its operations, the HHS has relationships and financial transactions with numerous Federal
agencies. The more prominent of these are with the SSA and the Treasury. The SSA determines eligibility
for Medicare programs and also deducts Medicare Part B premiums from Social Security benefit payments
and allocates those funds to the Medicare Part B Trust Fund for Social Security beneficiaries who elect to
enroll in the Medicare Part B program. The Treasury receives the cumulative excess of Medicare receipts
and other financing over outlays and issues interest-bearing securities in exchange for the use of those
monies. Medicare Part D is primarily financed by the General Fund of the Treasury and beneficiary
premiums.

Entity and Non-Entity Assets

Entity assets are assets the reporting entity has authority to use in its operations (i.e., management has
the authority to decide how the funds are used) or management is legally obligated to use to meet entity
obligations.

Non-entity assets are those assets held by the reporting entity, but not available for use. An example of a
non-entity asset is the interest accrued on overpayments and cost settlements reported by the Medicare
contractors.

Fund Balance with Treasury (FBWT)

The HHS maintains its available funds with the Treasury. The FBWT is available to pay current liabilities
and finance authorized purchases. Cash receipts and disbursements are processed by the Treasury, and
the HHS FBWT accounts are reconciled with those of Treasury on a regular basis.

Custodial Activity

Following OMB Circular A-136 guidance, the HHS now reports custodial activities on its Balance Sheet.
However, the HHS does not prepare a separate Statement of Custodial Activity since custodial activities are
incidental to its operations and the amounts collected are immaterial.

The ACF receives funding from the Internal Revenue Service for outlay to the States for child support. This
funding represents delinquent child support payments withheld from Federal tax refunds. The FDA custodial
activity involves collections of civil monetary penalties (CMP) assessed by the Department of Justice on
behalf of FDA. Penalties are assessed for violations in areas such as illegally manufactured, marketed, and
distributed animal food and drug products. The CDC custodial activity consists of collections of interest on
outstanding receivables and funds received from debts in collection status.
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Investments, Net

The HHS invests entity Medicare Trust Fund balances in excess of current needs in U.S. securities. The
Treasury acts as the fiscal agent for the U.S. Government’s investments in securities. Section 1817 for the
HI Trust Fund and Section 1841 for the SMI Trust Fund of the Social Security Act require that Trust Funds
not necessary to meet current expenditures be invested in interest-bearing obligations, or in obligations
guaranteed as to both principal and interest by the U.S. Government. The cash receipts collected from the
public, for the earmarked funds, are deposited with the Treasury, which uses the cash for general
government purposes. Treasury securities are issued by Bureau of Public Debt to the HI and SMI Trust
Funds as evidence of their receipt and are an asset to the Trust Funds and a liability of the Treasury. The
Federal Government does not set aside assets to pay future benefits or other expenditures associated with
the HI or SMI Trust Funds.

The Treasury securities provide the HI and SMI Trust Funds with authority to draw upon the U.S. Treasury
to make future benefit payments or other expenditures. When the Trust Funds require redemption of these
securities to make expenditures, the government finances the expenditures by (a) raising taxes, (b) raising
other receipts, (¢) borrowing from the public or repaying less debt, or (d) curtailing other expenditures.
This is the same way that the Government finances all expenditures.

The Treasury securities issued and redeemed to the HI and SMI Trust Funds are Non-Marketable (Par
Value) securities. These investments are carried at face value as determined by Treasury. Interest income
is compounded semiannually (June and December) by Treasury and at year end is adjusted to include an
accrual for interest earned from July 1 to September 30 (See Note 4).

The Vaccine Injury Compensation Trust Fund, an earmarked trust fund similar to the HI and SMI Trust
Funds, invests in Non-Marketable Market Based securities issued by Bureau of Public Debt in the form of
One Day Certificates and Market-Based Bills, Notes and Bonds.

The NIH Gift Funds are invested in Non-Marketable Market Based Bills issued by the Bureau of Public Debt.
Funds are invested for either a 90 day or 180 day period based on the need for funds — no provision is
made for unrealized gains or losses on these securities since it is the HHS’ intent to hold investments to
maturity.

The Children’s Health Insurance Program Reauthorization Act of 2009 (CHIPRA, P.L. 111-3) established a
Child Enrollment Contingency Fund to cover shortfalls in funding for the States’ Children’s Health Insurance
Program (CHIP). The Affordable Care Act extended the availability of the fund through 2015. This fund is
invested in Non-Marketable Market-Based Bills issued by Bureau of Public Debt. These investments will be
redeemed as funds are needed by the States to cover short-term shortfalls in the program.

Accounts Receivable, Net

Accounts Receivable, Net consist of the amounts owed to the HHS by other Federal agencies and the public
as the result of the provision of goods and services less an allowance for uncollectible amounts.
Intragovernmental accounts receivable arise generally from the provision of reimbursable work to other
Federal agencies and no allowance for uncollectible amounts is established as they are considered fully
collectible. Accounts receivable from the public are primarily composed of provider and beneficiary
overpayments, Medicare Prescription Drug overpayments, Medicare premiums, and Medicaid audit
disallowances.

Accounts Receivable are presented net of an allowance for uncollectible amounts. The allowance is based
on past collection experience and an analysis of outstanding balances. For Medicare accounts receivable,
the HHS calculates the allowance for uncollectible amounts based on the collection activity and the age of
the debt for the most current fiscal year, while taking into consideration the average uncollectible
percentage for the preceding five years. The Medicaid accounts receivable has been recorded at a net
realizable amount based on historical analyses of actual recoveries and the rate of disallowances found in
favor of the States.

Advances to Grantees and Accrued Grant Liability

The HHS awards grants to various grantees and provides advance payments to meet grantees’ cash needs
to carry out the HHS programs. Advance payments are recorded as “Advances to Grantees” and are
liguidated upon grantees’ reporting expenditures on the quarterly Federal Financial Report. In some
instances, grantees incur expenditures before drawing down funds that, when claimed, would reduce the
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“Advances to Grantees” account to a negative balance. An “Accrued Grant Liability” occurs when the
accrued grant expenses exceed the outstanding advances to grantees.

The HHS grants are classified into two categories: “Grants Not Subject to Grant Expense Accrual” and
“Grants Subject to Grant Expense Accrual.” “Grants Not Subject to Grant Expense Accrual” represents
formula grants (also referred to as “block grants™) under which grantees provide a variety of services or
payments to individuals and local agencies. Expenses are recorded as the grantees draw funds. These
grants are funded on an allocation basis determined by budgets and agreements approved by the
sponsoring OPDIV. Therefore, they are not subject to grant expense accrual.

For “Grants Subject to Grant Expense Accrual,” commonly referred to as “non-block grants,” grantees draw
funds (recorded as Advances to Grantees) based on their estimated cash needs. As grantees report their
actual disbursements quarterly, the amounts are recorded as expenses, and their advance balances are
reduced. At year-end, the OPDIVs report both actual payments made through the fourth quarter and an
unreported grant expenditure estimate for the fourth quarter based on historical spending patterns of the
grantees. The year-end accrual estimate equals the estimate of fourth quarter disbursements plus an
average of two weeks annual expenditures for expenses incurred prior to the cash being drawn down.

Exceptions to the definition of “block” or “non-block” grants for reporting purposes are the Temporary
Assistance for Needy Families Program and the Child Care Development Fund Program. These two
programs are referred to as “block” grants but, since the programs report expenses to the HHS, they are
treated as “non-block” grants for the estimate of the grant accrual.

Inventory and Related Property, Net

Inventory and Related Property primarily consist of Inventory Held for Sale, Operating Materials and
Supplies, and Stockpile Materials.

Inventory Held for Sale consists of small equipment and supplies held by the Service and Supply Fund for
sale to the HHS components and other Federal entities. Inventories Held for Sale are valued at historical
cost using the weighted average valuation method for the PSC inventories and using the moving average
valuation method for the NIH inventories.

Operating Materials and Supplies include pharmaceuticals, biological products, and other medical supplies
used to provide medical services and conduct medical research. They are recorded as assets when
purchased and are expensed when consumed. Operating Materials and Supplies are valued at historical
cost using the first-in/first-out (FIFO) cost flow assumption.

Stockpile Materials are held in reserve to respond to local and national emergencies. The HHS maintains
several stockpiles for emergency response purposes, which include the Strategic National Stockpile (SNS),
Vaccines for Children (VFC) and Avian Influenza (H5N1). The pre-pandemic H5N1 Avian Influenza vaccine
stockpile is held in reserve to respond to an avian pandemic declaration. The stockpile contains several
million doses of vaccine in bulk which is stored and maintained for possible use. Project BioShield has
increased the preparedness of the nation by procuring medical countermeasures that include anthrax
vaccine, anthrax antitoxins, botulinum antitoxins, and blocking and decorporation agents for a radiological
event. The cost value of the stockpile is vast and the importance of the vaccine stockpile is incalculable. All
stockpiles are valued at historical cost, using various cost flow assumptions, including the FIFO for SNS and
specific identification for VFC and Avian Influenza.

General Property, Plant and Equipment (PP&E), Net

The General PP&E consists of buildings, structures, and facilities used for general operations; land acquired
for general operating purposes; equipment; assets under capital lease; leasehold improvements;
construction-in-progress; and internal use software. The basis for recording purchased PP&E is full cost,
including all costs incurred to bring the PP&E to a form and location suitable for its intended use, and is
shown net of accumulated depreciation.

The cost of PP&E acquired under a capital lease is the amount recognized as a liability for the capital lease
at its inception; or when acquired through a donation is the estimated fair market value when acquired.
The cost of PP&E transferred from other Federal entities is the transferring entity’s net book value. All PP&E
with an initial acquisition cost of $25,000 or more and an estimated useful life of two years or more are
capitalized, except for internal use software discussed below.
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The PP&E is depreciated using the straight-line method over the estimated useful life of the asset. Land
and land rights, including permanent improvements, are not depreciated. Normal maintenance and repair
costs are expensed as incurred.

The Statement of Federal Financial Accounting Standards (SFFAS) No. 10, Accounting for Internal Use
Software, requires that the capitalization of internally developed, contractor-developed and commercial off-
the-shelf (COTS) software begin in the software development phase. The estimated useful life for internal
use software is three to ten years for amortization purposes. The HHS begins amortization when the
internal use software is placed in use. Capitalized costs include all direct and indirect costs.

The HHS’ capitalization threshold for internal use software costs for appropriated fund accounts is

$1 million and the threshold for revolving funds is $500 thousand. Costs below the threshold levels are
expensed. The software is depreciated for a period of time consistent with the estimated useful life used for
planning and acquisition purposes.

Stewardship Property, Plant & Equipment

Stewardship PP&E consists of stewardship land whose physical properties resemble those of General PP&E
that are traditionally capitalized in the financial statements. Based on SFFAS No. 29, Heritage Assets and
Stewardship Land, and due to the immateriality of these assets, the HHS does not report a related amount
on the balance sheet.

The HHS’ stewardship assets support the day-to-day operations of providing health care to American
Indians and Alaskan Natives in remote areas of the country where no other facilities exist.

Indian Trust lands do not meet the definition of Stewardship land (i.e., land other than that acquired for or
used in connection with capitalized General PP&E), but have always been held by the U.S. Government as
separate and distinct because of its long-term trust responsibility. The Indian Health Service (IHS) has built
health care facilities on these Trust lands. Trust lands, when no longer needed by the IHS in connection
with its general use PP&E, must be returned to the Department of the Interior’s Bureau of Indian Affairs for
continuing trust responsibilities and oversight.

The HHS asset accountability reports differentiate Indian Trust land parcels from General PP&E situated
thereon. The Required Supplementary Information (RSI) section provides additional information for
Stewardship PP&E.

Liabilities

Liabilities are recognized for amounts of probable and measurable future outflows or other sacrifices of
resources as a result of past transactions or events. Since the HHS is a component of the U.S.
Government, a sovereign entity, its liabilities cannot be liquidated without legislation that provides
resources to do so. Payments of all liabilities other than contracts can be abrogated by the sovereign
entity. In accordance with public law and existing Federal accounting standards, no liability is recognized
for future payments to be made on behalf of current workers contributing to the Medicare HI Trust Fund,
since liabilities are only those items that are present obligations of the Government. The Department’s
liabilities are classified as covered by budgetary resources or not covered by budgetary resources.

Liabilities Covered by Budgetary Resources

Available budgetary resources include: (a) new budget authority, (b) spending authority from offsetting
collections, (c) recoveries of expired budget authority, (d) unobligated balances of budgetary resources at
the beginning of the year, and (e) permanent indefinite appropriation or borrowing authority.

Liabilities Not Covered by Budgetary Resources

Sometimes funding has not yet been made available through Congressional appropriation or current
earnings. The major liabilities in this category include employee annual leave earned but not taken, and
amounts billed by the Department of Labor (DOL) for the Federal Employees’ Compensation Act (FECA) of
1916 (5 U.S.C. 751) disability payments. Also included in this category is the actuarial FECA liability
determined by DOL but not yet billed.
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Accounts Payable

Accounts Payable primarily consists of amounts due for goods and services received, progress in contract
performance, interest due on accounts payable, and other miscellaneous payables.

Fiduciary Activities

Effective FY 2009, the SFFAS No. 31, Accounting for Fiduciary Activities requires Federal entities to
distinguish the information relating to fiduciary activities of the Federal entity from all other activities. The
fiduciary activities are those Federal Government activities that relate to the collection or receipt, and the
subsequent management, protection, accounting, investment and disposition of cash or other assets in
which non-Federal individuals or entities have an ownership interest that the Federal Government must
uphold. The HHS does not have reportable activities as defined by SFFAS No. 31.

Accrued Payroll and Benefits

Accrued Payroll and Benefits consists of salaries, wages, leave and benefits earned by employees but not
disbursed at the end of the reporting period. A liability for annual and other vested compensatory leave is
accrued as earned and reduced when taken. At the end of each fiscal year, the balance in the accrued
annual leave liability account is adjusted to reflect current pay rates. Annual leave earned but not taken is
considered an unfunded liability since it will be funded from future appropriations when it is actually taken
by employees. Sick leave and other types of leave are not accrued and are expensed when taken.
Intragovernmental Accrued Payroll and Benefits consists primarily of the HHS FECA liability.

Entitlement Benefits Due and Payable

Entitlement Benefits Due and Payable represents a liability for Medicare and Medicaid owed to the public
for medical services incurred but not reported (IBNR) as of the end of the reporting period. The Medicare
and Medicaid programs are the largest entitlement programs in the HHS.

Medicare
The Medicare liability is developed by the CMS Office of the Actuary and includes:

(a) An estimate of claims incurred that may or may not have been submitted to the Medicare contractors
but were not yet approved for payment.

(b) Actual claims approved for payment by the Medicare contractors for which checks have not yet been
issued.

(c) Checks issued by the Medicare contractors in payment of claims that have not yet been cashed by
payees.

(d) Periodic interim payments for services rendered in the current fiscal year but paid in the subsequent
fiscal year.

(e) An estimate of retroactive settlements of cost reports submitted to the Medicare contractors by
health care providers.

The HHS develops estimates for medical costs IBNR using an actuarial process that is consistently applied,
centrally controlled, and automated. The actuarial models consider factors such as time from date of
service to claim receipt, claim backlogs, medical care professional contract rate changes, medical care
consumption, and other medical cost trends. The HHS estimates liabilities for physician, hospital, and other
medical cost disputes based upon an analysis of potential outcomes, assuming a combination of litigation
and settlement strategies. Each period, the HHS re-examines previously established medical cost payable
estimates based on actual claim submissions and other changes in facts and circumstances. As the liability
estimates recorded in prior periods become more exact, the HHS adjusts the amount of the estimates, and
includes the changes in estimates in medical costs in the period in which the change is identified. In every
reporting period, the HHS operating results include the effects of more completely developed Medicare
benefits payable estimates associated with previously reported periods.
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Medicaid

The Medicaid estimate represents the net Federal share of expenses incurred by the States but not yet
reported to the HHS. This estimate is developed based on historical relationships between prior Medicaid
net payables and current Medicaid activity.

The American Recovery and Reinvestment Act of 2009 (Recovery Act, P.L. 111-5) provides additional
Federal funding for the States through a temporary increase in the Federal Medical Assistance Percentages
through the first quarter of FY 2011. P.L. 111-226 extended this additional assistance, at phased down
levels, through the third quarter of FY 2011. P.L.111-226, Title 11, Subtitle A - State Fiscal Relief and Other
Provisions, Sec. 201, extends this additional assistance, at phased down levels, through the third quarter
of FY 2011.

Federal Employee and Veterans’ Benefits

The HHS administers the Public Health Service (PHS) Commissioned Corps Retirement System (authorized
by the Public Health Service Act, P.L. 78-410), a defined noncontributory benefit plan, for its active duty
officers, retiree annuitants and survivors. The plan does not have accumulated assets, and funding is
provided entirely on a pay-as-you-go basis by Congressional appropriation. The HHS records the present
value of the Commissioned Corps pension and post-retirement health benefits.

The liability for Federal Employee and Veterans’ Benefits also includes a liability for actual and estimated
future payments for workers’ compensation pursuant to the FECA. The FECA provides income and medical
cost protection to Federal employees injured on the job or who sustained a work-related occupational
disease, and beneficiaries of employees whose deaths are attributable to job-related injury or occupational
disease. The FECA program is administered by the Department of Labor (DOL) which pays valid claims and
subsequently bills the employing Federal agency. The FECA liability consists of two components: (a) actual
claims paid by the DOL but not yet billed to agencies and (b) an estimated liability for future benefit
payments as a result of past events such as death, disability, and medical costs.

Most HHS employees participate in the Civil Service Retirement System (CSRS), a defined benefit plan, or
the Federal Employees’ Retirement System (FERS), a defined benefit and contribution plan. For employees
covered under CSRS, the Department contributes a fixed percentage of pay. Most employees hired after
December 31, 1983, are automatically covered by the FERS. For employees covered under FERS, the
Department contributes the employer’s matching share for Social Security and Medicare Insurance. FERS
offers a Thrift Savings Plan into which the Department automatically contributes one percent of employee
pay and matches the first 3 percent of employee contributions dollar for dollar. Each dollar of the
employee’s next 2 percent of basic pay is matched 50 cents on the dollar.

The Office of Personnel Management is the administering agency for both of these benefit plans and, thus,
reports CSRS and FERS assets, accumulated plan benefits, and unfunded liabilities applicable to Federal
employees. Therefore, the HHS does not recognize any liability on its Consolidated Balance Sheet for
pensions, other retirement benefits, and other post-employment benefits of its Federal employees with the
exception of the PHS Commissioned Corps. The HHS does, however, recognize an expense in the
Consolidated Statement of Net Cost and an imputed financing source for the annualized unfunded portion
of pension and post-retirement benefits in the Consolidated Statement of Changes in Net Position. Gains or
losses from changes in assumptions in the PHS Commissioned Corps retirement benefits are recognized at
year end.

Contingencies

A loss contingency is an existing condition, situation, or set of circumstances involving uncertainty as to
possible loss to the HHS. The uncertainty should ultimately be resolved when one or more future events
occur or fail to occur. The likelihood that the future event or events will confirm the loss or the incurrence
of a liability can range from probable to remote. SFFAS No. 5, Accounting for Liabilities of the Federal
Government, as amended by SFFAS No. 12, Recognition of Contingent Liabilities from Litigation, contains
the criteria for recognition and disclosure of contingent liabilities.

The HHS and its components could be parties to various administrative proceedings, legal actions, and
claims brought by or against it. With the exception of pending, threatened, or potential litigation, a
contingent liability is recognized when a past transaction or event has occurred, a future outflow or other
sacrifice of resources is more likely than not to occur, and the related future outflow or sacrifice of
resources is measurable. For pending, threatened, or potential litigation, a contingent liability is recognized
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when a past transaction or event has occurred, a future outflow or other sacrifice of resources is likely to
occur, and the related future outflow or sacrifice of resources is measurable.

Statement of Social Insurance

The SOSI presents the projected 75-year actuarial present values of the income and expenditures of the HI
and SMI Trust Funds. Future expenditures are expected to arise from the health care payment provisions
specified in current law for current and future program participants and from associated administrative
expenses. Actuarial present values are computed on the basis of the intermediate set of assumptions
specified in the Annual Report of the Medicare Board of Trustees. These assumptions represent the
Trustees’ best estimate of likely future economic, demographic, and health care-specific conditions. The
projected potential future income and expenditures under current law are not included in the
accompanying Consolidated Balance Sheet, Statements of Net Cost, and Changes in Net Position, or
Combined Statement of Budgetary Resources.

In order to make projections regarding the future financial status of the HI and SMI Trust Funds, various
assumptions have to be made. As stated previously, the estimates presented here are based on the
assumption that the Trust Funds will continue to operate under the law in effect August 5, 2010. In
addition, the estimates depend on many economic, demographic, and health care-specific assumptions,
including changes in per beneficiary health care cost, wages, the gross domestic product (GDP), the
consumer price index (CPI), fertility rates, mortality rates, immigration rates, and interest rates. In most
cases, these assumptions vary from year to year during the first 5 to 30 years before reaching their
ultimate values for the remainder of the 75-year projection period. The assumed growth rates for per
beneficiary health care costs vary throughout the projection period.

The assumptions underlying the SOSI actuarial projections are drawn from the Social Security and
Medicare Trustees Reports for 2010. Specific assumptions are made for each of the different types of
service provided by the Medicare program (for example, hospital care and physician services). These
assumptions include changes in the payment rates, utilization, and intensity of each type of service.

American Recovery and Reinvestment Act of 2009

The American Recovery and Reinvestment Act of 2009 (Recovery Act, P.L. 111-5) was signed into law on
February 17, 2009. It was an extraordinary response to an economic crisis that included measures to
modernize our nation's infrastructure, enhance energy independence, expand educational opportunities,
preserve and improve affordable health care, provide tax relief, and protect those in greatest need.

The Recovery Act provides an estimated $141 billion to the HHS from 2009 through 2019, to fund Health
Information Technology, Comparative Effectiveness Research, Prevention and Wellness, Scientific
Research, Social Services, and Medicaid relief to the States. For further information concerning HHS
obligations and expenditures related to the Recovery Act, see Note 27.

Affordable Care Act of 2010

During FY 2010, President Obama signed health insurance reform legislation giving Americans more control
over their health care. The Patient Protection and Affordable Care Act (P.L. 111-148) and the Health Care
and Education Reconciliation Act (P.L. 111-152) collectively referred to as the Affordable Care Act ensures
that all Americans have access to quality, affordable health care, while significantly reducing long-term
health care costs. Further information is available at http://www.healthcare.gov/.

For FY 2010, the Affordable Care Act included appropriated funding to the HHS for approximately

34 provisions. Of the 34 provisions, Congress appropriated approximately $18.7 billion for 32 provisions,
and such sums as may be necessary for two provisions. This amount includes funding that was
appropriated in FY 2010 to be available for one or multiple years and excludes amounts appropriated to
other Departments or Agencies. Congress also authorized, but did not appropriate, funding for over

100 provisions in FY 2010.

Under the Affordable Care Act, the HHS was authorized to execute several new programs, which include:
Qualified High Risk Pool for Pre-existing Conditions, Early Retiree Reinsurance Programs, American Health
Benefit Exchanges (the “Exchanges”), Consumer Operated and Oriented Plan (CO-OP) Program, and the
Community Living Assistance Services and Support (CLASS) Act. A brief description of these programs and
their impact on the HHS financial statements is presented below.
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Qualified High Risk Pool for Pre-existing Conditions

This plan is also known as the Pre-existing Condition Insurance Plan Program and offers coverage to
uninsured Americans who have been unable to obtain health coverage because of a pre-existing health
condition. Plans are administered through two processes: supporting State-run programs, or providing
insurance coverage directly to individuals in States where States do not run their own programs. This
program was established to enable coverage until the Exchanges programs are operational. Congress
appropriated $5 billion for the life of this interim program.

The Affordable Care Act provides the HHS Secretary significant authorities to ensure the financial
sustainability of this program, including, under Section 1101 Paragraph (g) (2), the authority to eliminate
deficits under the program if available funds are less than estimated expenses. The Secretary also has the
authority under Paragraph (g) (4) to stop taking applications to comply with funding limitations. This
program ends on January 1, 2014. For FY 2010, the HHS recognized a liability at September 30 to cover
the anticipated subsidy costs associated with applications received prior to year end.

Early Retiree Reinsurance Program

Under the Affordable Care Act, the HHS established a temporary reinsurance program to reimburse a
portion of the employer cost of providing health insurance coverage for early retirees. Under the Act,
limitations on the amounts of such reimbursements per claim have been established. Congress
appropriated $5 billion for the life of this program. The Act authorizes the HHS Secretary to stop taking
applications for participation in the program based on the availability of funding. On June 29, 2010 the HHS
began accepting applications from employers. The program permits approved applicants to submit for
reimbursement expenses incurred after June 1, 2010. As a result, the HHS recognized a liability at
September 30, 2010 for those anticipated reimbursement requests. The program is scheduled to terminate
on January 1, 2014.

American Health Benefit Exchanges

The HHS will provide grants to the States to establish American Health Benefit Exchanges, better known as
Health Benefit Insurance Exchanges. These grants are to be made by the HHS to the States “not later than
one (1) year after the date of enactment.” Thus, the HHS is required to make the initial grants by

March 23, 2011. As of September 30, 2010, the HHS had no liability under this program.

Consumer Operated and Oriented Plan (CO-OP) Program

The CO-OP Program was established to foster the creation of qualified nonprofit health insurance issuers to
offer qualified health plans to the individual and small group markets in each State. Under this program,
the HHS provides assistance to persons applying to become qualified, nonprofit health insurance issuers
through loans to assist in meeting start-up costs, and grants to assist the applicant meet State solvency
requirements. In accordance with regulations to be developed by HHS not later than July 1, 2013, as well
as legislative requirements, loans shall be repaid within five years and the grants repaid in 15 years,
considering State reserve requirements and solvency regulations. Congress appropriated $6 billion to carry
out this assistance program under the Affordable Care Act. At this time, the HHS does not anticipate
awarding any loans or grants prior to FY 2012, and has no liability under this program. The loans and
grants must be awarded before July 1, 2013.

Community Living Assistance Services and Support (CLASS) Act

The CLASS Act establishes a national voluntary insurance program for purchasing community living
assistance services and supports in order to 1) provide individuals with functional limitations with tools that
will allow them to maintain their personal and financial independence and live in the community through a
new financing strategy for community living assistance services and supports; 2) establish an
infrastructure that will help address the nation’s community living assistance services and supports needs;
3) alleviate burdens on family caregivers; and 4) address institutional bias by providing a financing
mechanism that supports personal choice and independence to live in the community. This program has
not been implemented as of September 30, 2010, and the financial statements do not reflect any impact of
the program at this time.
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Note 2. Entity and Non-Entity Assets
(in Millions)

Intragovernmental:
Fund Balance with Treasury
Accounts receivable

Total Intragovernmental

Accounts receivable
Total Non-Entity Assets
Total Entity Assets
Total Assets

Note 3. Fund Balance with Treasury
(in Millions)

Fund Balance with Treasury
Trust Funds
Revolving Funds
Appropriated Funds
Other Funds
Total

Status of Fund Balance with Treasury
Unobligated Balance
Available
Unavailable
Obligated Balance not yet Disbursed
Non-Budgetary Fund Balance with Treasury
Total

2010 2009
$ 19 $ 29
6 14
25 43
21 21
46 64
563,693 562,716
$ 563,739 $ 562,780
2010 2009
$ 2,265 $ 3525
954 989
177,852 156,469
1,164 979
$ 182,235 $ 161,962
$ 48,880 $ 41,108
10,445 9,270
175,361 165,061
(52,451) (53,477)
$ 182,235 $ 161,962

Other Funds include balances in deposit, suspense and related non-spending accounts. The Unobligated

Balance includes funds that are restricted for future use and not apportioned for current use of $24.4 billion
and $3.7 billion as of September 30, 2010 and September 30, 2009, respectively. The restricted amount is

primarily for the Affordable Care Act programs, Children’s Health Insurance Program, CMS Program
Management, State Grants and Demonstrations, and the Recovery Act Health Information Technology
Program. In FY 2010 the HHS received $18.7 billion under the Affordable Care Act of which $16 billion is
restricted for future use. The Non-Budgetary FBWT negative balances reported for September 30, 2010
and September 30, 2009, are primarily due to CMS Medicare Trust Funds temporarily precluded from

obligation.
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Note 4. Investments, Net

2010
Unamortized Interest Investments,  Market Value
(in Millions) Cost Discount Receivable Net Disclosure
Intragovernmental Securities
Non-Marketable: Par Value $ 350,457 $ - $ 4,046 $ 354,503 $ 354,503
Non-Marketable: Market-Based 5,098 249 32 5,379 5,379
Total, Intragovernmental $ 355,555 $ 249 $ 4078 $ 359,882 $ 359,882
2009
Unamortized Interest Investments,  Market Value
(in Millions) Cost Discount Receivable Net Disclosure
Intragovernmental Securities
Non-Marketable: Par Value $ 371,466 $ - $ 4,369 $ 375,835 $ 375,835
Non-Marketable: Market-Based 5,046 207 28 5,281 5,281
Total, Intragovernmental $ 376,512 $ 207 $ 4397 $ 381,116 $ 381,116

The HHS investments consist primarily of Medicare Trust Fund earmarked investments. Medicare Non-
Marketable: Par Value Bonds are carried at face value and have maturity dates ranging from June 30,
2011, through June 30, 2025, with interest rates ranging from 3.25 percent to 6.5 percent. Medicare Non-
Marketable: Par Value Certificates of Indebtedness mature on June 30, 2011, with interest rates ranging
from 2.125 percent to 2.5 percent.

Securities held by the Vaccine Injury Compensation Trust Fund will mature in fiscal years 2010 through
2018. The Market-Based Notes paid from 3.125 percent to 5.0 percent during October 1, 2009, to
September 30, 2010, and October 1, 2008, to September 30, 2009. The Market-Based Bonds pay
9.125 percent through FY 2018.

The Market Based Bills held in the NIH gift funds during the fiscal year ended September 30, 2010, yielded
from 0.04 percent to 0.32 percent depending on the date purchased and the time to maturity.

The non-earmarked investments held by the CHIP Child Enrollment Contingency Fund in the amount of
$2.1 billion as of September 30, 2010, are short term Non-Marketable Market-Based Bills purchased at a
discount which are fully amortized at the maturity date.
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Note 5. Accounts Receivable, Net

(in Millions)
Intragovernmental
Entity
Non-Entity
Total

With the Public
Entity
Medicare
Other
Non-Entity
Total

(in Millions)
Intragovernmental
Entity
Non-Entity
Total

With the Public
Entity
Medicare
Other
Non-Entity
Total

2010
Penalties,

Accounts Fines, & Accounts
Receivable Interest Admin Fees Receivable, Net HHS
Principal Receivable Receivable Gross Allowance Receivables
$ 1,131 $ $ $ 1,131 $ $ 1,131
6 6 6
$ 1,137 $ $ $ 1,137 $ 3$ 1,137
$ 5801 $ 2 $ - $ 5803 $  (1,426) $ 4377
3738 - 3 3,741 (745) 2,996
46 9 - 55 (34) 21
$ 9,585 $ 11 $ 3 $ 9,599 $  (2,205) $ 7,394

2009
Penalties,

Accounts Fines, & Accounts
Receivable Interest Admin Fees Receivable, Net HHS
Principal Receivable Receivable Gross Allowance Receivables
$ 898 $ $ 1 $ 899 $ $ 899
14 - 14 14
$ 912 3$ $ 1 $ 913 $ 3$ 913
$ 4859 $ $ - $ 4859 $ (1,852 $ 3,007
3,123 - 3 3,126 (650) 2,476
12 46 - 58 (37) 21
$ 7,994 $ 46 $ 3 $ 8,043 $  (2,539) $ 5,504

Accounts receivable are composed of various program related overpayments and other recoverable
payments. The increase in the Medicare accounts receivable with the public is primarily attributable to the
Medicare Prescription Drug (MPD) Program. The MPD accounts receivable of $1.4 billion ($0.3 billion in

FY 2009) consists of amounts due CMS after completion of the Part D payment reconciliation for calendar

year 2009.

Note 6. Inventory and Related Property, Net

(in Millions) 2010 2009
Inventory Held for Sale:

Inventory Held for Current Sale $ 34 $ 13
Operating Materials and Supplies:

Operating Materials and Supplies Held for Use 15 86

Operating Materials and Supplies Reserved for Future Use 282 434
Total Operating Materials and Supplies 297 520
Stockpile Materials Held for Emergency or Contingency 5,746 5,071
Inventory and Related Property, Net $ 6,077 $ 5604
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Note 7. General Property, Plant and Equipment, Net

2010
Depreciation Estimated Acquisition Accumulated Net Book
(in Millions) Method Useful Lives Cost Depreciation Value
Land & Land Rights - - $ 51 $ 51
Construction in Progress - - 592 592
Buildings, Facilities & Other
Structures Straight Line 5-50 Yrs 5,349 (2,012) 3,337
Equipment Straight Line 3-20 Yrs 1,644 (926) 718
Internal Use Software Straight Line 5-10 Yrs 1,059 (602) 457
Assets Under Capital Lease Straight Line 1-20 Yrs 132 (52) 80
Leasehold Improvements Straight Line *Life of Lease 49 (21) 28
Totals $ 8876 $ (3613) $ 5263
2009
Depreciation Estimated Acquisition Accumulated Net Book
(in Millions) Method Useful Lives Cost Depreciation Value
Land & Land Rights - - $ 51 $ - $ 51
Construction in Progress - - 665 - 665
Buildings, Facilities & Other
Structures Straight Line 5-50 Yrs 5,000 (1,858) 3,142
Equipment Straight Line 3-20 Yrs 1,515 (943) 572
Internal Use Software Straight Line 5-10 Yrs 1,002 (499) 503
Assets Under Capital Lease Straight Line 1-20 Yrs 136 (53) 83
Leasehold Improvements Straight Line *Life of Lease 49 (18) 31
Totals $ 8418 $ (3371) $ 5047
*7 to 15 years or the life of the lease.
Note 8. Other Assets
(in Millions) 2010 2009
Intragovernmental
Advances to Other Federal Entities $ 99 $ 92
With the Public
Travel Advances & Emergency Employee Salary Advances 3 6
Cash and Other Monetary Assets - 357
Other 1,649 2,179
Total With the Public $ 1652 $ 2542

Other Assets with the public primarily consist of $1.0 billion, as of September 30, 2010 ($1.6 billion in
FY 2009), of prepayment advances outstanding related to the CMS SMI Part D Program.
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Note 9. Liabilities Not Covered by Budgetary Resources

(in Millions) 2010 2009
Intragovernmental

Accrued Payroll and Benefits $ 61 $ 40

Other 890 621
Total Intragovernmental 951 661
Accounts Payable 1 -
Federal Employee and Veterans’ Benefits (Note 11) 9,985 9,690
Accrued Payroll and Benefits 554 517
Contingencies (Note 14) 6,079 4,048
Other 56 71
Total Liabilities Not Covered by Budgetary Resources $ 17,626 $ 14,987
Total Liabilities Covered by Budgetary Resources 81,587 79,380
Total Liabilities $ 99213 $ 94,367

Note 10. Entitlement Benefits Due and Payable

(in Millions) 2010 2009

Medicare $ 45,007 $ 46,772
Medicaid 27,215 24,977
Other 490 469
Totals $ 72,712 $ 72218

Medicare benefits payable consists of a $39.7 billion estimate ($39.6 billion in FY 2009) of Medicare
services incurred, but not paid as of September 30, 2010, calculated by the CMS Office of the Actuary.

Medicare Advantage and Prescription Drug Program benefits payable consists of $2.4 billion ($2.5 billion in
FY 2009) for amounts owed to plans relating to risk and other payment related adjustments, $0.9 billion in
FY 2010 ($2.6 billion in FY 2009) owed to plans after the completion of the Prescription Drug payment
reconciliation, and $0.1 billion for amounts owed to beneficiaries that have qualified for the Part D
coverage gap as of the end of the fiscal year.

The Medicare Retiree Drug Subsidy (RDS) consists of a $1.9 billion estimate ($2.1 billion in FY 2009) of
payments to plan sponsors of retiree prescription drug coverage incurred but not paid as of September 30,
2010. As part of the Medicare Modernization Act (MMA), the RDS program makes subsidy payments
available to sponsors of retiree prescription drug coverage. The program is designed to strengthen
employer- and union-based retiree prescription drug plans.

Medicaid benefits payable of $27.2 billion as of September 30, 2010 ($25.0 billion in FY 2009) is an
estimate of the net Federal share of expenses that have been incurred by the States but not yet reported
to the HHS. This estimate incorporates claim activity tracked under Recovery Act of $4.0 billion

($3.2 billion in FY2009). An estimated CHIP benefits payable of $0.4 billion has been recorded as of
September 30, 2010 ($0.4 billion in FY 2009) for the net Federal share of expenses that have been
incurred by the States but not yet reported to the HHS.

Note 11. Federal Employee and Veterans’ Benefits

(in Millions) 2010 2009
With the Public
Liabilities Not Covered by Budgetary Resources

PHS Commissioned Corp Pension Liability $ 9,075 $ 8,817
PHS Commissioned Corp Post-retirement Health Benefits 651 619
Workers’ Compensation Benefits (Actuarial FECA Liability) 259 254
Total, Federal Employee and Veterans’ Benefits $ 9985 $ 9,690
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Public Health Service (PHS) Commissioned Corps

The HHS administers the PHS Commissioned Corps Retirement System for 6,540 active duty officers and
5,872 retiree annuitants and survivors. As of September 30, 2010, the actuarial accrued liability for the
retirement benefit plan was $9.7 billion, of which $0.7 billion was for non-Medicare coverage.

On October 14, 2008, the Federal Accounting Standards Advisory Board issued Statement of Federal
Financial Accounting Standards (SFFAS) No. 33. This standard covers Federal Pensions, Other Retirement
Benefits (ORB) and Other Post Employment Benefits (OPEB), previously covered by SFFAS No.5, and is
effective for fiscal years beginning after September 30, 2009.

In FY 2010, this new standard affects the selection of discount rates used for present value measurements
of Federal employee pension, ORB and OPEB liabilities. The Commission Corp Retirement System and Post-
Retirement Benefits are not funded. Therefore, the standard indicates the discount rate should be based on
long-term assumptions, for marketable securities (such as Treasury marketable securities) of similar
maturity to the period over which the payments are to be made. The discount rates should be matched
with the expected timing of the associated expected cash flow. A single discount rate may be used for all
the projected cash flows, if the resulting present value is not materially different than the resulting present
value using multiple rates.

The significant assumptions used in the calculation of the pension and medical program liability, as of
September 30, 2010, and September 30, 2009, were:

2010 2009
Interest on Federal securities 5.16 percent 5.75 percent
Annual basic pay scale increase 3.25 percent 3.75 percent
Annual inflation 2.50 percent 3.00 percent

The following shows key valuation results as of September 30, 2010 and 2009, in conformance with the
actuarial reporting standards set forth in the SFFAS No. 5, Accounting for Liabilities of the Federal
Government and SFFAS No. 33, Pensions, Other Retirement Benefits, and Other Postemployment Benefits:
Reporting the Gains and Losses from Changes in Assumptions and Selecting Discount Rates and Valuation
Dates. The valuation is based upon the current plan provisions, membership data collected as of June 30,
2010, and actuarial assumptions. The September 30, 2010 valuation includes an increase in liabilities of
$290 million resulting from an increase in costs offset by actuarial gain from changes in assumptions and
experience. Volatility of the discount rate significantly affects the liabilities for these benefits. Therefore, to
mitigate the impact of this volatility, SFFAS No. 33 also provides for these of historical average rates to
prevent the undue influence of current or near term rates.

(in Millions) 2010 2009
Beginning Liability Balance $ 9436 $ 8462
Expense
Normal Cost 235 183
Interest on the liability balance 527 496
Actuarial (Gain)/Loss
From experience (101) 169
From assumption changes
Change in discount rate assumption 850 315
Change in inflation/salary increase assumption (720) -
Change in Others (106) 191
Net Actuarial (Gain)/Loss (77 675
Total expense 685 1,354
Less amounts paid (395) (380)
Ending Liability Balance $ 9,726 $ 9436
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Workers’ Compensation Benefits

The actuarial liability for future workers’ compensation benefits includes the expected liability for death,
disability, medical, and miscellaneous costs for approved compensation cases, plus a component for
incurred but not reported claims. The liability utilizes historical benefit payment patterns to predict the
ultimate payment related to that period. Consistent with past practice, these projected annual benefit
payments have been discounted to present value using the OMB’s economic assumptions for 10-year
Treasury notes and bonds. Interest rate assumptions utilized for discounting as of September 30, 2010 and
September 30, 2009 appear below.

FY 2010 FY 2009
3.653% in Year 1 4.223%in Year 1
4.300% in Year 2 and thereafter 4.715% in Year 2 and thereafter

To provide specifically for the effects of inflation on the liability for future workers’ compensation benefits,
wage inflation factors (cost of living adjustments (COLA)) and medical inflation factors (consumer price
index-medical (CPIM)) are applied to the calculations for projected future benefits. These factors are also
used to adjust historical payments to current year dollars. The anticipated percentages for COLA and CPIM
used in projections are:

FY COLA CPIM
2010 N/A N/A

2011 2.23% 3.45%
2012 1.13% 3.43%
2013 1.70% 3.64%
2014 1.90% 3.66%
2015 1.93% 3.73%

Note 12. Accrued Grant Liability

(in Millions) 2010 2009

Grant Advances Outstanding (before year end grant accrual) $ 20,202 $ 17427
Less: Estimated Accrual for Amounts Due to Grantees (24,406) (21,467)
Net Grant Liability $  (4,204) $  (4,040)

Note 13. Other Liabilities

2010 2009
Intra- Intra- With the

(in Millions) governmental With the Public governmental Public

Accrued Payroll & Benefits $ 139 $ 907 $ 11 $ 851
Advances from Others 501 369 474 160
Deferred Revenue - 409 - 392
Capital Lease Liability (Note 15) 72 22 74 23
Custodial Liabilities 745 21 469 35
Other 25 1,354 54 608
Consolidated HHS Totals $ 1572 $ 3,082 $ 1,182 $ 2,069
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Note 14. Contingencies and Commitments

The HHS is a party in various administrative proceedings, legal actions, and tort claims which may
ultimately result in settlements or decisions adverse to the Federal Government. The HHS has accrued
contingent liabilities where a loss is determined to be probable and the amount can be estimated. Other
contingencies exist where losses are reasonably possible, and an estimate can be determined or an
estimate of the range of possible liability has been determined.

(in Millions) 2010 2009

Medicaid Audit and Program Disallowances $ 5391 $ 3793
Vaccine Injury Compensation Program 688 255
Total Contingencies $ 6,079 $ 4,048

Medicaid Audit and Program Disallowances

The Medicaid amount for FY 2010 of $5.4 billion ($3.8 billion in FY 2009) consists of Medicaid audit and
program disallowances of $0.9 billion ($1 billion in FY 2009) and of $4.5 billion ($2.8 billion in FY 2009) for
reimbursement of State Plan amendments. Contingent liabilities have been established as a result of
Medicaid audit and program disallowances that are currently being appealed by the States. In all cases, the
funds have been returned to the HHS. The HHS will be required to pay these amounts if the appeals are
decided in favor of the States. In addition, certain amounts for payment have been deferred under the
Medicaid program when there is a reasonable doubt as to the legitimacy of expenditures claimed by a
State. There are also outstanding reviews of the State expenditures in which a final determination has not
been made.

Vaccine Injury Compensation Program (VICP)

The VICP is administered by HRSA and provides compensation for vaccine-related injury or death. The
$688 million ($255 million in FY 2009) VICP liability represents the estimated future payment value of
injury claims outstanding for VICP as of September 30, 2010.

Obligations Related to Cancelled Appropriations

Payments may be required of up to one percent of current year appropriations for valid obligations incurred
against prior year appropriations that have been cancelled pursuant to the National Defense Authorization
Act of 1991 (P.L. 101-150). The total payments related to cancelled appropriations are estimated at

$1.3 billion and $1.5 billion as of September 30, 2010 and 2009, respectively.

Appeals at the Provider Reimbursement Review Board

Other liabilities do not include all provider cost reports under appeal at the Provider Reimbursement Review
Board (PRRB). The monetary effect of those appeals is generally not known until a decision is rendered.
However, historical cases that have been appealed and settled by the PRRB are considered in the
development of the actuarial Medicare incurred, but not reported (IBNR) liability, resulting in a projected
liability for the 7,833 cases (7,984 in FY 2009) remaining on appeal as of September 30, 2010. In FY 2010,
a total of 1,384 new cases were filed (2,312 in FY 2009). The PRRB rendered decisions on 144 cases in

FY 2010 (93 in FY 2009); and 1,395 additional cases (1,947 in FY 2009) were dismissed, withdrawn, or
settled prior to an appeal hearing. The PRRB receives no information on the value of these cases that are
settled prior to a hearing.
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Note 15. Leases

Capital Leases

The HHS has entered into various capital leases with private entities and with the General Services
Administration (GSA) for office and warehouse space. Lease terms vary from 1 to 30 years. Capitalized
assets acquired under capital lease agreements and the related liabilities are reported at the present value
of the minimum lease payments. Assets under Capital Lease amounts are reported in Note 7, General
Property, Plant and Equipment.

Summary of Net Assets under Capital Lease

(in Millions) 2010 2009

Land and Building $ 132 $ 136
Accumulated Amortization (52) (53)
Assets under Capital Lease $ 80 $ 83

Future Minimum Payments

(in Millions) 2010 2009

Year 1 $ 1 $ 12
Year 2 10 10
Year 3 10 10
Year 4 10 10
Year 5 11 10
Later Years 91 103
Total Minimum Lease Payments 143 155
Imputed Interest (49) (58)
Total Capital Lease Liability $ 94 $ 97

Operating Leases

The HHS has commitments under various operating leases with private entities and GSA for offices,
laboratory space, and land. Leases with private entities have initial or remaining non-cancellable lease terms
from 1 to 20 years. The GSA leases, in general, are cancelable with 120 days notice. Under an operating
lease, the cost of the lease is expensed as incurred.

Future Minimum Payments

(in Millions) 2010 2009

Year 1 $ 383 $ 344
Year 2 379 380
Year 3 377 382
Year 4 355 359
Year 5 377 317
Later Years 1,217 1,002
Total Operating Lease Liability $ 3,088 $ 2784
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Note 16. Consolidated Gross Cost and Earned Revenue by Budget
Function Classification

2010
Education
Training OPDIV
& Social Income Combined Intra-HHS Consolidated
(in Millions) Services Health Medicare Security Totals Eliminations Totals
Gross Cost $ 137 $ 5,428 $ 863 $ 43 $ 6,471 $ (2,161) $ 4,310
Earned Revenue (26) (3,240) (16) (20 (3,302) 2,085 (1,217)
Net Cost, Intragovernmental $ 111 $ 2,188 % 847 $ 23 $ 3169 % (76) $ 3,093
With the Public
Gross Cost $ 15,282 $ 351,482 $ 507,112 $ 42452 $ 916,328 $ - $ 916,328
Earned Revenue - (1,888) (60,797) (8) (62,693) - (62,693)
Net Cost, With the Public $ 15,282 $ 349594 $ 446,315 $ 42444 $ 853,635 $ - $ 853,635
Totals
Gross Cost $ 15419 $ 356,910 $ 507,975 $ 42,495 $ 922,799  $ (2,161) $ 920,638
Earned Revenue (26) (5,128) (60,813) (28) (65,995) 2,085 (63,910)
Net Cost of Operations $ 15,393 $ 351,782 $ 447,162 $ 42467 $ 856,804 $ (76) $ 856,728
2009
Education
Training OPDIV
& Social Income Combined Intra-HHS Consolidated
(in Millions) Services Health Medicare Security Totals Eliminations Totals
Gross Cost $ 157 $ 5,169 $ 777 $ 36 $ 6139 $ (2,077) $ 4,062
Earned Revenue (27) (3,419) (10 2) (3,458) 1,847 (1,611)
Net Cost, Intragovernmental $ 130 $ 1,750 $ 767 $ 34 $ 2681 $ (230) $ 2,451
With the Public
Gross Cost $ 13,098 $ 320,781 $ 486,580 $ 40,498 $ 860,957 $ - $ 860,957
Earned Revenue 1) (2,179) (57,322) 1) (59,503) - (59,503)
Net Cost, With the Public $ 13,097 $ 318,602 $ 429,258 $ 40497 $ 801,454  $ - $ 801,454
Totals
Gross Cost $ 13,255 $ 325,950 $ 487,357 $ 40534 $ 867,096 $ (2,077) $ 865,019
Earned Revenue (28) (5,598) (57,332) 3) (62,961) 1,847 (61,114)
Net Cost of Operations $ 13,227 $ 320,352 $ 430,025 $ 40531 $ 804,135 $ (230) $ 803,905

During FY 2010, the Health and Medicare budget functions experienced growth of 9.8% ($31.4 billion) and
4.0% ($17.1 billion), respectively. The growth in the Health budget function is primarily attributable to
normal increases in Entitlement Benefits of $13.9 billion, and Recovery Act expenditures of $8.2 billion,
which includes $6 billion for the extension of the Federal Medical Assistance Percentage. The growth in
Medicare is primarily attributed to an increase in the HI and SMI benefits of $8.6 billion and $5.0 billion,
respectively. There was also an increase in Part D benefits of approximately $6.6 billion and a reduction in
the net cost related to an increase in the SMI premiums of $3.1 billion.
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Note 17. Exchange Revenue

The HHS recognizes its revenue from exchange transactions when goods and services are provided. Total
exchange revenue was $64 billion and $61 billion through September 30, 2010 and September 30, 2009,
respectively. The HHS’ exchange revenue consists primarily of Medicare premiums collected from
beneficiaries. The HHS also charges user fees and collects revenues related to reimbursable agreements
with other government entities.

Note 18. Apportionment Categories of Obligations Incurred

2010
(in Millions) Direct Reimbursable Total
Category A (Distributed by Quarter) $ 102,622 $ 7106 3 109,728
Category B (Restricted and Distributed by Activity) 610,334 490 610,824
Exempt from Apportionment 479,053 - 479,053
Total Obligations Incurred $ 1,192,009 $ 7596  $ 1,199,605
2009
(in Millions) Direct Reimbursable Total
Category A (Distributed by Quarter) $ 158,031 $ 6,785 $ 164,816
Category B (Restricted and Distributed by Activity) 507,428 536 507,964
Exempt from Apportionment 462,145 - 462,145
Total Obligations Incurred $ 1,127,604 $ 7321  $ 1,134,925

Obligations incurred consist of expended authority and the change in undelivered orders. OMB has
exempted CMS from the Circular No. A-11, Preparation, Submission and Execution of the Budget,
requirement to report Medicare’s refunds of prior year obligations separately from refunds of current year
obligations on the SF-133, Report on Budget Execution and Budgetary Resources.

Note 19. Legal Arrangements Affecting Use of Unobligated Balances

The unobligated balances consist of appropriated funds, revolving funds, management funds, Trust Funds,
Cooperative Research and Development Agreement (CRADA) funds and royalty funds. Annual
appropriations are available for sponsoring and conducting medical research and are available for new
obligations in the year of appropriation and for adjustments to valid obligations for five subsequent years.

All Trust Fund receipts collected by the HHS during the fiscal year are reported as new budget authority in
the Combined Statement of Budgetary Resources. The portion of the Trust Fund receipts collected in the
fiscal year that exceeds the amount needed to pay benefits and other valid obligations in that fiscal year is
precluded by law from being available for obligation. This excess of receipts over obligations is reported as
Temporarily Not Available Pursuant to Public Law in the Statement of Budgetary Resources and, therefore,
is not classified as budgetary resources in the fiscal year collected. However, all such excess receipts are
assets of the Trust Funds and currently become available for obligation as needed. The entire Trust Fund
balances in the amount of $300.5 billion as of September 30, 2010, and $320.1 billion as of September 30,
2009 are included as Investments in the Consolidated Balance Sheet.

The NIH Funds consist of the following:

(a) The revolving and management funds available for centralized research support services and
administrative activities.

1. Revolving funds are no-year funds available until expended.

2. The management fund is available for two fiscal years.
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(b) The Gift Funds consist of the Conditional, Unconditional, and Patient Emergency Funds, and are also
available until expended.

1. The Unconditional Gift Fund is available for any authorized purpose in the performance of NIH
functions.

2. The Conditional Gift Fund is restricted to a specific purpose determined by the donor.

3. The Patient Emergency Fund is intended solely for the benefit of patients.

(c) The CRADA funds received are available for the performance of the contractual agreement, and are
available for the term of the agreement.

(d) Royalty funds are available for obligation for two fiscal years after the fiscal year in which the funds
are received. These funds are available for a variety of purposes, such as rewards to scientific,
engineering, and technical employees of the laboratory; education and training of employees; and
payment of expenses incidental to the administration of intellectual property by the entity.

The NIH is not authorized to spend the Gift Funds to support functions not encompassed within the terms
of the conditions. However, for conditional monetary gifts, upon completion of the stipulated conditions, or
circumstances rendering completion of the conditions impossible, any remaining unobligated conditional
funds are transferred to the Unconditional Gift Fund for the support of any other objectives of the recipient
organization.

Note 20. Explanation of Differences between the Statement of
Budgetary Resources (SBR) and the Budget of the United States
Government

The FY 2011 President’s Budget, with actual amounts for FY 2010, has not yet been published, and,
therefore, no comparisons can be made between FY 2010 amounts presented in the SBR with amounts
reported in the Actual column of the President’s Budget. The FY 2012 President’s Budget is expected to be
released in February 2011, and may be obtained from the Office of Management and Budget’s website
http://www.whitehouse.gov/omb/budget or from the Government Printing Office.

The Budget of the United States Government, FY 2011 — Appendix was used as the reference for the HHS
total budgetary resources amount. Information contained in the “Federal Programs by Agency and
Account” in the FY 2011 Analytical Perspectives volume of the Budget of the United States Government
was used as the reference for the net outlays (gross outlays less offsetting collections) amount in the
following reconciliation of the SBR to the President’s Budget for FY 2009.

2009

Net Outlays
(Gross Outlays

Budgetary Obligations Offsetting less Offsetting

(in Millions) Resources Incurred Receipts Collections)

Statement of Budgetary Resources $ 1,185,303 $ 1,134,925 $ 284,292 $ 1,081,555
Unobligated Balances — Not Available (5,623) - - -
Other (2,457) (1,800) 22 (740)
Budget of the U.S. Government $ 1,177,223 $ 1,133,125 $ 284,314 $ 1,080,815

For the budgetary resources reconciliation, the amount used from the President’s Budget was the total
budgetary resources available for obligation. Therefore, a reconciling item that is contained in the SBR and
not in the President’s Budget is the budgetary resources that were not available. The Unobligated Balances
— Not Available line in the above schedule includes expired authority, recoveries, and other amounts
included in the SBR that are not included in the President’s Budget. The Other differences primarily consist
of activities performed by the HHS for the Department of Homeland Security (DHS) for Project Bioshield.
The resources, obligations and outlays are reported on the HHS’ SBR and included in the DHS President’s
Budget. The Other amounts in Obligations Incurred also consist of obligations for expired accounts that are
appropriately reported on the SBR but not included in the President’s Budget.
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Note 21. Permanent Indefinite Appropriations

The HHS permanent indefinite appropriations are open-ended; that is, the dollar amount is unknown at the
time the authority is granted. These appropriations are available for specific purposes without current year
action by Congress.

Note 22. Undelivered Orders at the End of the Period

Undelivered Orders include grants that have been issued and obligated but not yet drawn down by the
grantee, and goods and services ordered that have not been received. The HHS reported $99.9 billion of
budgetary resources obligated for undelivered orders as of September 30, 2010, and $91.5 billion as of
September 30, 2009.

Note 23. Earmarked Funds

Medicare is the largest earmarked fund group managed by the Department and is presented in a separate
column in the schedule below. The Medicare programs include: (a) the Medicare Hospital Insurance (HI)
Trust Fund, (b) the Medicare Supplementary Medical Insurance (SMI) Trust Fund, (c) the Medicare
Prescription Drug Benefit — Part D, and (d) the Medicare Integrity Program. See Note 1 for a description of
each fund’s purpose and how the HHS accounts for and reports the fund. Portions of the Program
Management appropriation have been allocated to the HI and SMI Trust Funds. SMI benefits and
administrative expenses are financed by monthly premiums paid by Medicare beneficiaries and are
matched by the Federal Government through the General Fund Appropriation, Payments to the Health Care
Trust Funds.

The standard monthly SMI premium per beneficiary was $96.40 from October 1, 2009, through December
31, 2009, and $110.50 for January 1, 2010, through September 30, 2010. However, as a result of the
zero cost-of-living adjustment (COLA) for Social Security beneficiaries effective for December 2009, about
three-fourths of Part B enrollees are "held harmless"” and do not have to pay the higher premium amount
in 2010. New beneficiaries enrolling on January 1, 2010, and beyond, enrollees subject to an income-
related additional premium, and individuals who do not have their premiums deducted from their Social
Security benefit, including Medicare-Medicaid "dual-eligible beneficiaries,” must pay a monthly premium
based on the standard premium of $110.50. (Premiums for dual-eligible beneficiaries are paid by the State
Medicaid programs.)
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2010
(in Millions) Medicare Other Total
Balance Sheet as of September 30, 2010
Fund Balance with Treasury $ 1,996 $ 1,217 $ 3,213
Investments 354,503 3,261 357,764
Other Assets 6,073 172 6,245
Total Assets $ 362,572 $ 4,650 $ 367,222
Entitlement Benefits Due and Payable $ 45,007 $ - $ 45,007
Other Liabilities 2,342 864 3,206
Total Liabilities 47,349 864 48,213
Unexpended Appropriations 1,776 (101) 1,675
Cumulative Results of Operations 313,447 3,887 317,334
Total Liabilities and Net Position $ 362,572 $ 4,650 $ 367,222
Statement of Net Cost
For the Period Ended September 30, 2010
Gross Program Costs $ 507,975 $ 909 $ 508,884
Less: Earned Revenues 60,813 1,099 61,912
Net Cost of Operations $ 447,162 $ (190) $ 446,972
Statement of Changes in Net Position
For the Period Ended September 30, 2010
Net Position Beginning of Period $ 336,342 $ 3,961 $ 340,303
Non-Exchange Revenue 201,482 298 201,780
Other Financing Sources 224,561 (663) 223,898
Net Cost of Operations (447,162) 190 (446,972)
Change in Net Position (21,119) (175) (21,294)
Net Position End of Period $ 315,223 $ 3,786 $ 319,009
2009
(in Millions) Medicare Other Total
Balance Sheet as of September 30, 2009
Fund Balance with Treasury $ 3,265 $ 1,100 $ 4,365
Investments 375,835 3,168 379,003
Other Assets 5,689 92 5,781
Total Assets $ 384,789 $ 4,360 $ 389,149
Entittement Benefits Due and Payable $ 46,772 $ - $ 46,772
Other Liabilities 1,675 399 2,074
Total Liabilities 48,447 399 48,846
Unexpended Appropriations 3,590 (98) 3,492
Cumulative Results of Operations 332,752 4,059 336,811
Total Liabilities and Net Position $ 384,789 $ 4,360 $ 389,149
Statement of Net Cost
For the Period Ended September 30, 2009
Gross Program Costs $ 487,357 $ 327 $ 487,684
Less: Earned Revenues 57,332 842 58,174
Net Cost of Operations $ 430,025 $ (515) $ 429,510
Statement of Changes in Net Position
For the Period Ended September 30, 2009
Net Position Beginning of Period $ 354,907 $ 3,552 $ 358,459
Non-Exchange Revenue 213,177 342 213,519
Other Financing Sources 198,283 (448) 197,835
Net Cost of Operations (430,025) 515 (429,510)
Change in Net Position (18,565) 409 (18,156)
Net Position End of Period $ 336,342 $ 3,961 $ 340,303
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Note 24. Statement of Social Insurance Disclosures (Unaudited)

The Statement of Social Insurance (SOSI) presents the projected 75-year actuarial present values of the
income and expenditures of the Hospital Insurance (HI) and Supplementary Medical Insurance (SMI) Trust
Funds. Future expenditures are expected to arise from the health care payment provisions specified in
current law for current and future program participants and from associated administrative expenses.
Actuarial present values are computed on the basis of the intermediate set of assumptions specified in the
Annual Report of the Medicare Board of Trustees. These assumptions represent the Trustees’ best estimate
of likely future economic, demographic, and health care-specific conditions.

The SOSI projections are based on current law, and reflect the effects of the Patient Protection and
Affordable Care Act, as amended by the Health Care and Education Reconciliation Act of 2010. This
legislation, referred to collectively as the “Affordable Care Act” contains roughly 165 provisions affecting
the Medicare program by reducing costs, increasing revenues, improving certain benefits, combating fraud
and abuse, and initiating a major program of research and development.

The Affordable Care Act improves the financial outlook for Medicare substantially; however, the full effects
of some of the new law’s provisions on Medicare are not known at this time, with the result that the
projections are much more uncertain than normal, especially in the long-range future. It is important to
note that the substantially improved results for HI and SMI Part B depend, in part, on the long-range
feasibility of lower increases in Medicare payment rates to most categories of health care providers, as
mandated by the Affordable Care Act. Moreover, in the context of today’s health care system, these
adjustments would probably not be viable indefinitely into the future. As a result, the actual future costs
for Medicare are likely to exceed those shown by the current-law projections shown in the SOSI. Please see
Note 25 for further information on the impact of the Affordable Care Act.

Actuarial present values are computed as of the year shown and over the 75-year projection period,
beginning January 1 of that year. The Trustees’ projections are based on the current Medicare laws,
regulations, and policies in effect on August 5, 2010, and do not reflect any actual or anticipated changes
subsequent to that date. The present values are calculated by discounting the future annual amounts of
non-interest income and expenditures (including benefit payments as well as administrative expenses) at
the projected average rates of interest credited to the HI Trust Fund. HI income includes the portion of
FICA and SECA payroll taxes allocated to the HI Trust Fund, the portion of Federal income taxes paid on
Social Security benefits that is allocated to the HI Trust Fund, and receipts from fraud and abuse control
activities. SMI income includes premiums paid by, or on behalf of, beneficiaries and general revenue
contributions made on behalf of beneficiaries. Fees related to brand-name prescription drugs, required by
the Affordable Care Act, are included as income for Part B of SMI, and transfers from State governments
are included as income for Part D of SMI. Since all major sources of income to the Trust Funds are
reflected, the actuarial projections can be used to assess the financial condition of each Trust Fund.

The Part A present values in the SOSI exclude the income and expenditures for the roughly one percent of
beneficiaries who are 65 or over, but are “uninsured” because they do not meet the normal insured status
or related requirements to qualify for entitlement to Part A benefits. The primary purpose of the SOSI is to
compare the projected future costs of Medicare with the program’s scheduled revenues. Since costs for the
uninsured are separately funded either through general revenue appropriations or through premium
payments, the exclusion of such amounts does not materially affect the financial balance of Part A. In
addition, such individuals are granted coverage outside of the social insurance framework underlying
Medicare Part A. For these reasons, it is appropriate to exclude their income and expenditures from the
statement of social insurance.

Actuarial present values of estimated future income (excluding interest) and estimated future expenditures
are presented for three different groups of participants: (1) current participants who have not yet attained
eligibility age; (2) current participants who have attained eligibility age; and (3) new entrants, those who
are expected to become participants in the future. With the exception of the 2007 projections presented,
current participants are the “closed group” of individuals who are at least age 15 at the start of the
projection period, and are participating in the program as either taxpayers, beneficiaries, or both. For the
2007 projections, the “closed group” of individuals includes individuals who are at least 18 at the start of
the projection period. Since the projection period consists of 75 years, the period covers virtually all of the
current participants’ working and retirement years.

The SOSI sets forth, for each of these three groups, the projected actuarial present values of all future HI
(Part A) and SMI (Parts B and D) expenditures and of all future non-interest income for the next 75 years.
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The SOSI also presents the net present values of future net cash flows for each fund, which are calculated
by subtracting the actuarial present value of future expenditures from the actuarial present value of future
income. The existence of an actuarial deficit for the HI Trust Fund indicates that, under these assumptions
as to economic, demographic, and health care cost trends for the future, HI income is expected to fall short
of expenditures over the next 75 years. Neither Part B nor Part D of SMI has similar problems because
each account is automatically in financial balance every year due to its statutory financing mechanism.

In addition to the actuarial present value of the estimated future excess of income (excluding interest) over
expenditures for the open group of participants, it is possible to make an analogous calculation for the
“closed group” of participants. The “closed group” of participants consists of those who, in the starting year
of the projection period, have attained retirement eligibility age or have attained ages 15 through 64

(18 through 64 in the case of the 2007 projections). In order to calculate the actuarial net present value of
the excess of future income over future expenditures for the closed group, the actuarial present value of
estimated future expenditures for or on behalf of current participants is subtracted from the actuarial
present value of future income (excluding interest) for current participants.

Since its enactment in 1965, the Medicare program has experienced substantial variability in expenditure
growth rates. These different rates of growth have reflected new developments in medical care,
demographic factors affecting the relative number and average age of beneficiaries and covered workers,
and numerous economic factors. The future cost of Medicare will also be affected by further changes in
these factors that are inherently uncertain. Consequently, Medicare’s actual cost over time, especially for
periods as long as 75 years, cannot be predicted with certainty and such actual cost could differ materially
from the projections shown in the SOSI. Moreover, these differences could affect the long-term
sustainability of this social insurance program. Please see Note 25 below for important information on the
further uncertainty, resulting from the provisions in the Affordable Care Act, associated with the current-
law projections presented in the SOSI. In order to make projections regarding the future financial status of
the HI and SMI Trust Funds, various assumptions have to be made. As stated previously, the estimates
presented here are based on the assumption that the Trust Funds will continue to operate under the law in
effect on August 5, 2010. In addition, the estimates depend on many economic, demographic, and health
care-specific assumptions, including changes in per beneficiary health care cost, wages, the consumer price
index (CPI), fertility rates, mortality rates, immigration rates, and interest rates. In most cases, these
assumptions vary from year to year during the first 5 to 30 years before reaching their ultimate values for
the remainder of the 75-year projection period. The assumed growth rates for per beneficiary health care
costs vary throughout the projection period.

The most significant underlying assumptions based on current law, used in the projections of Medicare
spending displayed in this section, are included in the following table. The assumptions underlying the
2010 SOSI actuarial projections are drawn from the Social Security and Medicare Trustees Reports for
2010. Specific assumptions are made for each of the different types of service provided by the Medicare
program (for example, hospital care and physician services). These assumptions include changes in the
payment rates, utilization, and intensity of each type of service. The projected beneficiary cost increases
summarized below reflect the overall impact of these more detailed assumptions. Detailed information,
similar to that denoted within Table 1, for the prior years is publicly available on the CMS website at:
www.cms.hhs.gov/CFOReport/.
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Table 1: Significant Assumptions and Summary Measures
Used for the Statement of Social Insurance 2010

Annual percentage change in:
Per beneficiary cost? Real-

Fertility Net Mortality Real-wage Real SMI interest

rate! immigration? rate’ differential* Wages® CPI5  GDP’ HI B D rate?
2010 2.08 1,215,000 784.4 31 51 2.0 2.3 11 38 43 0.9
2020 2.05 1,125,000 723.8 11 3.9 2.8 2.2 35 5.0 7.3 29
2030 2.01 1,085,000 661.8 1.2 4.0 2.8 2.1 4.7 48 5.9 2.9
2040 2.00 1,050,000 606.8 12 4.0 2.8 2.2 4.8 45 5.3 2.9
2050 2.00 1,035,000 558.6 1.2 4.0 2.8 2.1 3.9 41 51 2.9
2060 2.00 1,030,000 516.4 11 3.9 2.8 2.1 3.7 41 4.8 29
2070 2.00 1,025,000 479.1 11 3.9 2.8 2.1 3.6 39 4.6 2.9
2080 2.00 1,025,000 446.1 1.2 4.0 2.8 2.1 3.3 3.8 4.4 2.9

tAverage number of children per woman.
2Includes legal immigration, net of emigration, as well as other, non-legal, immigration.

3The age-sex-adjusted death rate per 100,000 that would occur in the enumerated population as of April 1, 2000, if that population were to experience the
death rates by age and sex observed in, or assumed for, the selected year.

“Difference between percentage increases in wages and the CPI.

SAverage annual wage in covered employment.

6Consumer price index represents a measure of the average change in prices over time in a fixed group of goods and services.

The total dollar value of all goods and services produced in the United States, adjusted to remove the impact of assumed inflation growth.

8These increases reflect the overall impact of more detailed assumptions that are made for each of the different types of service provided by the Medicare
program (for example, hospital care, physician services, and pharmaceutical costs). These assumptions include changes in the payment rates, utilization,
and intensity of each type of service.

9Average rate of interest earned on new Trust Fund securities, above and beyond rate of inflation.

The ultimate values of the above-specified assumptions used in determining the estimates for each of the
five years presented in the Statement of Social Insurance are listed within Table 2 below. They are based
on the intermediate assumptions of the respective Medicare Trustees Reports.
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Table 2: Significant Ultimate Assumptions Used for the Statement of Social Insurance,
FY 2010 - 2006

Annual percentage change in:

Per beneficiary cost? Real-
Fertility Net Mortality Real-wage Real SMI interest

rate! immigration2 rate3 differential* Wages® CPIé GDP? HI B D rate?
FY 2010 2.0 1,025,000 446.1 1.2 40 28 21 33 38 44 29
FY 2009 2.0 1,025,000 458.2 11 39 28 21 44 43 43 29
FY 2008 2.0 1,025,000 476.8 11 39 2.8 21 44 43 44 29
FY 2007 2.0 900,000 496.8 11 39 2.8 1.9 43 43 43 29
FY 2006 2.0 900,000 497.6 11 39 2.8 19 43 43 43 29

tAverage number of children per woman. The ultimate fertility rate is assumed to be reached by the 25" year of the projection period.

2Includes legal immigration, net of emigration, as well as other, non-legal, immigration. For 2008-2010, the ultimate level of net legal immigration was
increased from 600,000 to 750,000 persons per year. In addition, the method for projecting annual net other immigration was changed and it now varies
throughout the projection period. So for 2008-2010, the assumption presented is the value assumed in the year 2080. For 2006-2007, the ultimate
assumption is displayed and is reached by the 20t year of each projection period.

3The age-sex-adjusted death rate per 100,000 that would occur in the enumerated population as of April 1, 2000, if that population were to experience the
death rates by age and sex observed in, or assumed for, the selected year. The annual rate declines gradually during the entire period so no ultimate rate
is achieved. The assumption presented is the value assumed in the year 2080.

“Difference between percentage increases in wages and the CPI. Except for minor fluctuations, the ultimate assumption is reached within the first 10 years of
the projection period.

SAverage annual wage in covered employment. Except for minor fluctuations, the ultimate assumption is reached within the first 10 years of the projection
period.

6Consumer price index represents a measure of the average change in prices over time in a fixed group of goods and services. The ultimate assumption is
reached within the first 10 years of the projection period.

The total dollar value of all goods and services produced in the United States, adjusted to remove the impact of assumed inflation growth. The annual rate
declines gradually during the entire period so no ultimate rate is achieved. The assumption presented is the value assumed in the year 2080.

8These increases reflect the overall impact of more detailed assumptions that are made for each of the different types of service provided by the Medicare
program (for example, hospital care, physician services, and pharmaceutical costs). These assumptions include changes in the payment rates, utilization,
and intensity of each type of service. The annual rate of growth declines gradually during the entire period so no ultimate rate is achieved. The assumption
presented is the value assumed in the year 2080.

9Average rate of interest earned on new trust fund securities, above and beyond rate of inflation. The ultimate assumption is reached within the first 10 years
of each projection period.

Part D Projections

In addition to the inherent variability that underlies the expenditure projections prepared for all parts of
Medicare, the Part D program is still relatively new (having begun operations in January 2006), with
relatively little actual program data currently available. The actual 2006 through 2010 bid submissions by
the private plans offering this coverage, together with actual data on beneficiary enrollment and program
spending through 2009, have been used in the current projections. Nevertheless, there remains a high
level of uncertainty surrounding these cost projections, pending the availability of sufficient data on actual
Part D expenditures to establish a trend baseline.
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Note 25. Affordable Care Act and SMI Part B Physician Payment Update
Factor (Unaudited)

The Affordable Care Act improves the financial outlook for Medicare substantially; however, the full effects
of some of the new law’s provisions on Medicare are not known at this time, with the result that the
projections are much more uncertain than normal, especially in the longer-range future. For example, the
Affordable Care Act initiative for aggressive research and development has the potential to reduce Medicare
costs in the future; however, as specific reforms have not yet been designed, tested, or evaluated, their
ability to reduce costs cannot be estimated at this time, and thus no specific savings have been reflected in
the projections for the initiative.

Another important example involves lower payment rate updates to most categories of Medicare providers
in 2011 and later. These updates will be adjusted downward by the increase in productivity experienced in
the economy overall. Since the provision of health services tends to be labor-intensive and is often
customized to match individuals’ specific needs, most categories of health providers have not been able to
improve their productivity to the same extent as the economy at large. Over time, the productivity
adjustments mean that the prices paid for health services by Medicare will grow about 1.1 percent per year
more slowly than the increase in prices that providers must pay to purchase the goods and services they
use to provide health care services. Unless providers could reduce their cost per service correspondingly,
through productivity improvements, or other steps, they would eventually become unwilling or unable to
treat Medicare beneficiaries.

It is possible that providers can improve their productivity, reduce wasteful expenditures, and take other
steps to keep their cost growth within the bounds imposed by the Medicare price limitations. Similarly, the
implementation of payment and delivery system reforms, facilitated by the Affordable Care Act research
and development program, could help constrain cost growth to a level consistent with the lower Medicare
payments. These outcomes are far from certain, however. Many experts doubt the feasibility of such
sustained improvements and anticipate that over time the Medicare price constraints would become
unworkable and that Congress would likely override them, much as they have done to prevent the
reductions in physician payment rates otherwise required by the sustainable growth rate formula in current
law.

The reductions in provider payments reflected in these updates, if implemented for all future years as
required under current law, could have secondary impacts, for beneficiary access to care; utilization,
intensity and quality of services; and other factors. These possible impacts are speculative, and at present
there is no consensus among experts as to their potential scope. Further research and analysis will help to
better inform this issue and may enable the development of specific projections of secondary effects under
current law in the future.

The SOSI projections must be based on current law. Therefore, the productivity adjustments are assumed
to occur in all future years, as required by the Affordable Care Act. In addition, reductions in Medicare
payment rates for physician services, totaling 30 percent over the next three years, are assumed to be
implemented as required under current law, despite the virtual certainty that Congress will continue to
override these latter reductions. Therefore, it is important to note that the actual future costs for Medicare
are likely to exceed those shown by these current-law projections.

Illustrative Scenario

The Medicare Board of Trustees, in their annual report to Congress, references an alternative scenario to
illustrate, where possible, the potential understatement of Medicare costs and projection results. This
alternative scenario assumes that the productivity adjustments are gradually phased out over the 15 years,
starting in 2020, and that the physician fee reductions are overridden. These examples were developed for
illustrative purposes only; the calculations have not been audited; no endorsement of the illustrative
alternative to current law by the Trustees, CMS, or the Office of the Actuary should be inferred; and the
examples do not attempt to portray likely or recommended future outcomes. Thus, the illustrations are
useful only as general indicators of the substantial impacts that could result from future legislation
affecting the productivity adjustments and physician payments under Medicare and of the broad range of
uncertainty associated with such impacts. The table below contains a comparison of the Medicare 75-year
present values of income and expenditures under current law with those under the alternative scenario
illustration.

11-92 | U. S. Department of Health and Human Services



FY 2010 Agency Financial Report

Medicare Present Values
(in Billions)

[llustrative
Alternative
Current law Scenariol?
(unaudited) (unaudited)

Income
Part A $14,408 $14,408
Part B 17,737 28,284
PartD 9,715 9,715
Expenditures
Part A 17,090 21,745
Part B 17,737 28,284
Part D 9,715 9,715
Income Less Expenditures
Part A (2,683) (7,337)
Part B 0 0
Part D 0 0
IThese amounts are not presented in the 2010 Trustees’
Report.

2At the request of the Trustees, the Office of the Actuary at
CMS has prepared an illustrative set of Medicare Trust Fund
projections that differ from current law. No endorsement of
the illustrative alternative to current law by the Trustees,
CMS, or the Office of the Actuary should be inferred.

As expected, the differences between the current-law projections and the illustrative alternative are
substantial, although both represent a sizeable improvement in the financial outlook for Medicare
compared to law in effect prior to the Affordable Care Act. This difference in outlook serves as a compelling
reminder of the importance of developing and implementing further means of reducing health care cost
growth in the coming years. All Part A fee-for-service providers are affected by the productivity
adjustments, so the current law projections reflect an estimated 1.1 percent reduction in annual Part A cost
growth each year. If the productivity adjustments were gradually phased out, as illustrated under the
alternative scenario, the present value of Part A expenditures is estimated to be roughly 27 percent higher
than the current-law projection. As indicated above, the present value of Part A income is unchanged under
the alternative scenario.

The Part B expenditure projections are significantly higher under the alternative scenario than under
current law, both because of the assumed gradual phase-out of the productivity adjustments and the
assumption that the scheduled physician fee reductions would be overridden and based on annual
increases in the Medicare Economic Index. The productivity adjustments are estimated to affect more than
half of Part B expenditures at the time their phase-out is assumed to begin. Similarly, physician fee
schedule services are assumed to be roughly 30 percent higher under the alternative scenario than under
current law at that time. The combined effect of these two factors results in a present value of Part B
expenditures under the alternative scenario that is approximately 59 percent higher than the current-law
projection.

The Part D projections are unaffected under the alternative projection because the services are not
impacted by the productivity adjustments or the physician fee schedule reductions.

The extent to which actual future Part A and Part B costs exceed the projected current-law amounts due to
changes to the productivity adjustments and physician payments depends on both the specific changes
that might be legislated and on whether Congress would pass further provisions to help offset such costs.
As noted, these examples only reflect hypothetical changes to provider payment rates.

It is likely that in the coming years Congress will consider, and pass, humerous other legislative proposals
affecting Medicare. Many of these will likely be designed to reduce costs in an effort to make the program

more affordable. In practice, it is not possible to anticipate what actions Congress might take, either in the
near term or over longer periods.
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Note 26. Reconciliation of Net Cost of Operations (Proprietary) to
Budget (in Millions)

2010 2009
RESOURCES USED TO FINANCE ACTIVITIES:
BUDGETARY RESOURCES OBLIGATED
Obligations Incurred $ 1,199,605 $ 1,134,925
Spending Authority from Offsetting Collections and Recoveries (31,221) (26,339)
Obligations Net of Offsetting Collections and Recoveries 1,168,384 1,108,586
Offsetting Receipts (303,977) (284,292)
Net Obligations 864,407 824,294
OTHER RESOURCES
Net Non-Budgetary Resources Used to Finance Activities 554 427
Total Resources Used to Finance Activities 864,961 824,721
RESOURCES USED TO FINANCE ITEMS NOT PART OF THE NET COST OF
OPERATIONS:
Change in Budgetary Resources Obligated for Goods, Services and Benefits
Ordered but Not Yet Provided 7,249 21,396
Resources That Fund Expenses Recognized in Prior Periods 3 17
Budgetary Offsetting Collections and Receipts That Do Not Affect
Net Cost of Operations (110) (89)
Resources That Finance the Acquisition of Assets or Liquidations of Liabilities 903 1,565
Other Resources or Adjustments to Net Obligated Resources That Do Not Affect
Net Cost of Operations 1,468 1,138
Total Resources Used to Finance Items Not Part of the Net Cost of Operations 9,513 24,027
Total Resources Used to Finance the Net Cost of Operations 855,448 800,694
COMPONENTS OF NET COST OF OPERATIONS THAT WILL NOT REQUIRE OR
GENERATE RESOURCES IN THE CURRENT PERIOD
Components Requiring or Generating Resources in Future Periods 483 3,686
Components Not Requiring or Generating Resources 797 (475)
Total Components of Net Cost of Operations That Will Not Require or
Generate Resources in the Current Period 1,280 3211
NET COST OF OPERATIONS $ 856,728 $ 803,905

Note 27. American Recovery and Reinvestment Act Obligations and Net
Outlays (in Millions)

Inception to
September 30,
2010 2009 2010
OBLIGATIONS $ 59,800 $ 46,512 $ 106,312
NET OUTLAYS $ 55,248 $ 33,048 $ 88,296

These funds were distributed among most of the HHS’ responsibility segments and required new processes
to be developed or modified within a very short timeframe to ensure compliance with the Recovery Act and
OMB regulations.
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INVESTMENT IN HUMAN CAPITAL
For the Year Ended September 30, 2010

(in Millions)
Responsibility Segment Program 2010 2009 2008 2007 2006
Administration for Children and Families
Administration on Developmental Disabilities $ 9 $ 10 $ 8 $ 8 $ 7
National Institutes of Health
Research Training and Career Development 1,915 1,862 1,792 1,756 1,747
Totals $1924 § 1872 $ 1,800 $1,764 $ 1,754

Investments in Human Capital are expenses incurred by Federal education and training programs for the
public, which are intended to maintain or increase national productive capacity. Two operating divisions of
the Department conduct education and training programs under this category: Administration for Children
and Families (ACF) and National Institutes of Health (NIH).

Administration for Children and Families

The ACF is able to estimate Investment in Human Capital for the Administration for Developmental
Disabilities (ADD) using existing data collection activities. Under ADD, 34 grants are anticipated to be
awarded for Projects of National Significance (PNS). As of September 30, 2010, all of the 34 PNS grants
have been awarded for FY 2010. PNS grants are awarded to public or private, non-profit institutions to
enhance the independence, productivity, integration and inclusion into the community of people with
developmental disabilities. These monies also support the development of national and State policy to
serve this community. Grants awarded total $9 million as of September 30, 2010.

National Institutes of Health

The NIH Research Training and Career Development Program addresses the need for trained personnel to
conduct medical research. The primary goal of the support that NIH provides for graduate training and
career development is to produce new, highly trained investigators who are likely to perform research that
will benefit the nation’s health. NIH’s ability to maintain the momentum of recent scientific progress and
international leadership in medical research depends upon the continued development of new, highly
trained investigators.
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INVESTMENT IN RESEARCH AND DEVELOPMENT
As of September 30, 2010

(in Millions)
2010 Total

Responsibility Develop- Grand

Segments Basic  Applied mental Total 2009 2008 2007 2006 Total
ACF $ - $ 9 - % 9|l $ 16 $ 25 $ 16 $ 39 $ 105
AHRQ 263 - - 263 203 184 198 175 1,023
CcDC - 465 - 465 755 440 563 478 2,701
FDA 42 - 6 48 36 67 40 37 228
HRSA - - - - - - - 28 28
NIH 18,805 12,537 - 31,342 27,889 27,302 26,131 25,780 138,444
Totals $19,110 $13011 $ 6  $32,127| $28899 $ 28,018 $26,948 $ 26537 $142,529

The many research and development programs in the HHS include the following:

Administration for Children and Families

The ACF oversees research and development programs that contribute to a better understanding of
how to improve the economic and social well-being of families and children, so that they may lead
healthier and more productive lives.

Agency for Healthcare Research and Quality (AHRQ)

The AHRQ is the lead Federal agency charged with improving the quality, safety, efficiency, and
effectiveness of health care for all Americans. AHRQ supports health services research that will improve
the quality of health care and promote evidence-based decision making.

Food and Drug Administration (FDA)

The FDA has two programs that meet the requirements of research and development investments: Orphan
Products Development (OPD) Program and FDA Research Grants Program. While the FDA’s center
components conduct scientific studies, FDA does not consider this type of research as “research and
development” because it is used to support FDA’s regulatory policy and decision making processes.

The OPD Program was established by the Orphan Drug Act (P.L. 97-414, as amended) with the purpose of
identifying orphan products and facilitating their development. An orphan product is a drug, biological
product, medical device, or medical food that is intended to treat a rare disease or condition (i.e., one with
a prevalence of fewer than 200,000 people in the United States).

The FDA Research Grants Program is a grants program whose purpose is to assist public and non-public
institutions and for-profit organizations to establish, expand, and improve research, demonstration,
education, and information dissemination activities concerned with a wide variety of FDA areas.

Centers for Disease Control and Prevention (CDC)

Infectious Diseases, Occupational Safety and Health, Health Promotion, and Environmental Health and
Injury Prevention were the primary areas where CDC’s research and development was invested.

National Institutes of Health (NIH)

The NIH Research Program includes all aspects of the medical research continuum, including basic and
disease-oriented research, observational and population-based research, behavioral research, and clinical
research, including research to understand both health and disease states, to move laboratory findings into
medical applications, to assess new treatments or compare different treatment approaches; and health
services research. NIH regards the expeditious transfer of the results of its medical research for further
development and commercialization of products of immediate benefit to improved health as an important
mandate.
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COMBINING STATEMENT OF BUDGETARY RESOURCES
For the Year Ended September 30, 2010

(in Millions)
CMS Other
. Agency
Medicare HI Meg;\j?re Medicaid Budgetary Agency

Accounts!  Combined Totals
Budgetary Resources:
Unobligated Balance, Brought Forward, Oct 1 $ 54 $ 54  $ 8,163 $ 42,107 $ 50,378
Recoveries of Prior Year Unpaid Obligations 755 158 14,010 2,759 17,682
Budget Authority 252,321 224,644 285,272 445,889 1,208,126
Nonexpenditure Transfers, Net, Anticipated & Actual (22) (73) (3,744) 3,176 (663)
Temporarily not available pursuant to Public Law - (11,238) - (58) (11,296)
Permanently not available (-) 5 7 - (5,309) (5,297)
Total Budgetary Resources $ 253113 $ 213552  § 303,701 $ 488564 $ 1,258,930
Status of Budgetary Resources:
Obligations Incurred $ 253,113 $ 213,552 $ 286,701 $ 446,239 $ 1,199,605
Unobligated Balances — Available - - 14,240 34,640 48,880
Unobligated Balances — Not Available - - 2,760 7,685 10,445
Total Status of Budgetary Resources $ 253,113 $ 213552 $§ 303,701 $§ 488564 $ 1258930
Relationship of Obligations to Outlays:
Obligated Balance, Net $ 23,707 $ 21,202 $ 24,977 $ 95,175 $ 165,061
Obligations Incurred, Net (+/-) 253,113 213,552 $ 286,701 446,239 1,199,605
Less: Gross Outlays (252,697) (212,466) (269,781) (436,178) (1,171,122)
Less: Recoveries of Prior Year Unpaid Obligations (755) (158) (14,010) (2,759) (17,682)
Change in Uncollected Customer Payments 54 54 - (609) (501)
Obligated Balance, Net, End of Period 23,422 22,184 27,887 101,868 175,361
Net Outlays $ 229125 $ (67,35) $ 269,009 $ 423108 $ 854,107

Summary of Other Agency Budgetary Accounts

Status of
Budgetary Budgetary
Resources Resources Net Outlays

ACF $ 59,757 $ 59,757 $ 55,561
AoA 1,561 1,561 1,511
AHRQ 1,141 1,141 83
CDC 12,556 12,556 10,711
CMS 317,606 317,606 298,057
FDA 3,794 3,794 2,039
HRSA 9,538 9,538 8,410
IHS 6,597 6,597 4,270
NIH 41,263 41,263 32,926
0S 29,326 29,326 5,759
PSC 1,638 1,638 464
SAMHSA 3,787 3,787 3,317
$ 488,564 $ 488,564 $ 423,108

1 "Other Agency Budgetary Accounts" includes the budgetary accounts of the 11 HHS agencies other than

CMS, as well as the remaining budgetary accounts not reported by CMS under Medicare and Medicaid. This
includes budgetary resources of $3.77 billion and net outlays of $3.76 billion for the Vaccine for Children
Program which are appropriated to the Medicaid program and transferred to the CDC.
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DEFERRED MAINTENANCE
For the Years Ended September 30, 2010 and 2009

Deferred maintenance is maintenance that was not performed when it should have been, was scheduled
and not performed, or was delayed for a future period. Maintenance is the act of keeping fixed assets in
acceptable condition, including preventive maintenance, normal repairs, replacement of parts and
structural components and other activities needed to preserve the asset so that it continues to provide
acceptable services and achieves its expected life. Maintenance does not include activities aimed at
expanding the capacity of an asset or otherwise upgrading it to serve needs different from, or significantly
greater than, those originally intended. Maintenance expense is recognized as incurred. The Centers for
Disease Control and Prevention CDC), the National Institutes of Health (NIH), and the Food and Drug
Administration (FDA) all use the condition assessment survey for all classes of property. The Indian Health
Service (IHS) uses two types of surveys to assess installations — annual general inspections and deep look
surveys.

Estimated Cost to Return to

Acceptable Condition
Category of Asset
(in Millions) Condition 2010 2009

General PP&E

Buildings 1-4 $ 1,940 $ 2,012

Equipment 4 12 12

Other Structures 1-4 34 47
Total $ 1,986 $ 2,071

Asset condition is assessed on a scale of 1-5 as follows: Excellent-1; Good-2; Fair-3; Poor-4; Very Poor-5.
A “fair” or 3 rating is considered acceptable operating condition. Although PP&E categories may be rated as
acceptable, individual assets within a category may require maintenance work to return them to acceptable
operating condition. Therefore, asset categories with an overall rating of “fair” or above may still report
necessary costs to return them to acceptable condition.
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STEWARDSHIP PROPERTY, PLANT, AND EQUIPMENT
As of September 30, 2010

The HHS has Indian Trust Lands that are considered a type of property, plant, and equipment (PP&E) for
stewardship reporting purposes. Indian Trust Lands are those lands that do not meet the definition of
stewardship land (i.e., land other than those acquired for or used in connection with general (capitalized)
PP&E), but have always been held by IHS as separate and distinct, because of the Government’s long-term
trust responsibility. All Trust Lands, when no longer needed by the IHS in connection with its general use
PP&E, must be returned to the Department of the Interior’s Bureau of Indian Affairs, for continuing Trust
responsibilities and oversight.

For the purpose of Statements of Federal Financial Accounting Standards No. 29, Heritage Assets and
Stewardship Land, heritage assets are any real property assets that are individually listed on the National
Register of Historic Places. As of September 30, 2010, IHS has no individually listed properties.

The IHS accountability reports differentiate Indian Trust Land parcels from general PP&E situated thereon.
The IHS Trust Land balances are removed from the HHS FY 2010 Balance Sheet and reported as
Stewardship Assets - Indian Trust Lands.

The Distribution of Stewardship Assets by Type and Area, as of September 30, 2010, is summarized below:

Distribution of Stewardship Assets by Type and Area

Indian Trust Lands

Number Total

of Sites Hectares
Aberdeen 9 75
Albuguerque 4 4
Bemidji 2 9
Billings 7 48
Navajo 35 255
Oklahoma City 1 2
Phoenix 11 14
Portland 3 1
Tucson 5 12
Total 77 420
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SOCIAL INSURANCE
As of September 30, 2010

Medicare, the largest health insurance program in the country, has helped fund medical care for the
nation’s aged and disabled for over four decades. A brief description of the provisions of Medicare’s
Hospital Insurance (HI, or Part A) Trust Fund and Supplementary Medical Insurance (SMI, or Parts B and
D) Trust Fund is included in this financial report.

The Required Supplementary Information (RSI) contained in this section is based on current law, and is
presented in accordance with the requirements of the Federal Accounting Standards Advisory Board
(FASAB). Included are descriptions of long-term sustainability and financial condition of the program, and a
discussion of trends revealed in the data.

RSI material is generally drawn from the 2010 Annual Report of the Boards of Trustees of the Federal
Hospital Insurance and Federal Supplementary Medical Insurance Trust Funds, which represents the official
government evaluation of the financial and actuarial status of the Medicare Trust Funds. Unless otherwise
noted, all data are for calendar years, and all projections are based on the Trustees’ intermediate set of
assumptions.

The projections shown here incorporate the effects of the Patient Protection and Affordable Care Act, as
amended by the Health Care and Education Reconciliation Act of 2010. This legislation, referred to
collectively as the “Affordable Care Act,” contains roughly 165 provisions affecting the Medicare program
by reducing costs, increasing revenues, improving certain benefits, combating fraud and abuse, and
initiating a major program of research and development for alternative provider payment mechanisms,
health care delivery systems, and other changes intended to improve the quality of health care and/or
reduce its costs to Medicare.

The Affordable Care Act improved the financial outlook for Medicare substantially, mainly as a result of
permanent price update reductions for most fee-for-service providers, substantial reductions in payments
to private health plans, and an increase in the Part A payroll tax rate for high-income earners. It is possible
that providers can improve their productivity, reduce wasteful expenditures, and take other steps to keep
their cost growth within the bounds imposed by the Medicare price limitations. These outcomes are far
from certain, however, many experts doubt the feasibility of such sustained improvements and anticipate
that over time the Medicare price constraints would become unworkable and Congress would likely override
them, much as they have done to prevent the reductions in physician payment rates otherwise required by
the sustainable growth rate formula in current law. However, the effects of some of the new law’s
provisions on Medicare are not known at this time, with the result that the projections are much more
uncertain than normal, especially in the longer-range future.

As stated previously, the projections in this section are drawn from the annual Medicare Trustees report,
which must be based on current law. In addition, the FASAB rules governing the Statement of Social
Insurance (SOSI) also require use of projections based on current law. Accordingly, the permanent
payment update reductions are assumed to occur in all future years, as required by the Affordable Care
Act. In addition, reductions in Medicare payment rates for physician services, totaling 30 percent over the
next three years, are assumed to be implemented as required under current law, despite the virtual
certainty that Congress will continue to override these latter reductions.

In view of the factors described above, it is important to note that the actual future costs for Medicare are
likely to exceed those shown by the current-law projections. Therefore, the Medicare Board of Trustees, in
their annual report to Congress, references an alternative scenario to illustrate, where possible, the
potential understatement of Medicare costs and projections results. At the request of the Trustees, the
Office of the Actuary at CMS has prepared an illustrative set of Medicare Trust Fund projections under this
theoretical alternative to current law. No endorsement of the illustrative alternative to current law by the
Trustees, CMS, or the Office of the Actuary should be inferred. Additional information on this theoretical
alternative to current law is provided in Note 25 in these financial statements, and in an auxiliary
memorandum prepared by the CMS Office of the Actuary at the request of the Board of Trustees.

Printed copies of the Trustees Report and auxiliary memorandum may be obtained from the CMS Office of
the Actuary (410-786-6386) or can be downloaded from http://www.cms.hhs.gov/ReportsTrustFunds/.
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ACTUARIAL PROJECTIONS

Cashflow in Nominal Dollars

Using nominal dollars for short-term projections paints a reasonably clear picture of expected performance
with particular attention on cashflow and trust fund balances.? Over longer periods, however, the changing
value of the dollar can complicate efforts to compare dollar amounts in different periods and can create
severe barriers to interpretation, since projections must be linked to something that can be reasonably
comprehended in today’s experience.

For this reason, long-range (75-year) Medicare projections in nominal dollars are seldom used and are not
presented in this section. Instead, nominal-dollar estimates for the HI Trust Fund are displayed only
through the projected date of asset depletion, currently the year 2029. Corresponding estimates for SMI
Parts B and D are presented only for the next 10 years, primarily due to the fact that under present law,
the SMI Trust Fund is automatically in financial balance every year.

. HI

Chart 1 shows the actuarial estimates of HI income, expenditures, and assets for each of the years 2010
through 2029, in nominal dollars. Income includes payroll taxes, income from the taxation of Social
Security benefits, interest earned on the U.S. Treasury securities held by the HI Trust Fund, and other
miscellaneous revenue. Expenditures include benefit payments and administrative expenses. The estimates
are for the “open group” population - all persons who will participate during the period as either HI
taxpayers or beneficiaries, or both - and consist of payments from, and on behalf of, employees now in the
workforce, as well as those who are expected to enter the workforce through 2029. The estimates also
include income and expenditures attributable to these current and future workers, in addition to current
beneficiaries.

Chart 1—HI Income, Expenditures, and Assets
2010-2029
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HI expenditures initially exceeded income in 2008. As Chart 1 shows, they are expected to continue to do
so through 2013, but then are projected to fall just below income each year through 2021 under the
intermediate assumptions. This situation arises due to lower expenditures and additional revenues
instituted by the Affordable Care Act. The HI Trust Fund is estimated to again start redeeming its assets in
2022; by the end of 2029, the assets would be depleted. Despite this improvement, the HI Trust Fund does

2 Dollar amounts that are not adjusted for inflation or other factors are referred to as “nominal.”
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not meet an explicit test of short-range financial adequacy for the seventh year in a row, since assets are
predicted to fall below expenditures within the next 10 years.

The projected year of depletion of the HI Trust Fund is very sensitive to assumed future economic and
other trends. Under less favorable conditions the magnitude of the deficits could be greater and thereby
accelerate asset exhaustion.

e SMi

Chart 2 shows the actuarial estimates of SMI income, expenditures, and assets, for Parts B and D
combined, for each of the years 2010 through 2019, in nominal dollars. Income includes monthly
premiums paid by, or on behalf of, beneficiaries, transfers from the general fund of the U.S. Treasury,
certain payments by the States to the Part D account, fees related to brand-name prescription drugs, and
interest earned on the U.S. Treasury securities held by the SMI Trust Fund.®#* Chart 2 displays only total
income; it does not separately show income excluding interest. The difference between the two depictions
of income is not visible graphically since interest is not a significant source of income.® Expenditures
include benefit payments as well as administrative expenses.

Chart 2—SMIl Income, Expenditures, and Assets
2010-2019
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SMI income is normally very close to expenditures because of the financing mechanism for Parts B and D.
In particular, income for SMI Part B and Part D includes a combination of monthly beneficiary premiums
and transfers from the general fund of the U.S. Treasury - both of which are established annually to cover
the following year’s expenditures. Under present law, both SMI accounts are automatically in financial
balance every year, regardless of future economic and other conditions. The current-law projections shown
in Chart 2 reflect the 30-percent reduction in Medicare payment rates for physician services that would be

3 Delivery of Social Security benefit checks normally due January 3, 2016 is expected to occur on
December 31, 2015. Consequently, the Part B premiums withheld from the checks and the associated
general revenue contributions are expected to be added to the Part B account on December 31, 2015.
These amounts are excluded from the premium income and general revenue income for 2016, resulting in
the income pattern shown in Chart 2.

4 Special payments from the States to the Part D account represent a portion of the States’ forgone
Medicaid expenditures attributable to the Medicare drug benefit. Beginning in 2011, the Affordable Care Act
imposes fees on manufacturers and importers of brand-name prescription drugs; the revenue from these
fees is allocated to the Part B account of the SMI Trust Fund.

5 Interest income is generally about one to two percent of total SMI income.
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required in 2010-2012. Due to the high probability that these reductions will be overridden by new
legislation, it is necessary to maintain a Part B contingency reserve that is much larger than normally
required. The projected level of Part B income required for this purpose is significantly larger than the
projected level of expenditures under current law, thus leading to the imbalance shown in Chart 2. In
practice, either the physician reductions will occur (and a larger contingency reserve will be unnecessary)
or, more likely, the reductions will not occur (and actual expenditures will be roughly in line with the
projected income amounts shown above).

Maintaining adequate Part B premium and general revenue income, despite the impact of the premium
“hold-harmless” provision, would require substantial premium increases for the roughly 25 percent of
beneficiaries who are not subject to this provision. Such increases are assumed to occur, since no other
mechanism is available under current law to ensure adequate income. The 2010 Medicare Trustees Report
provides additional information on this issue.

HI Cashflow as a Percentage of Taxable Payroll

Each year, estimates of the financial and actuarial status of the HI Trust Fund are prepared for the next
75 years. It is difficult to meaningfully compare dollar values for different periods without some type of
relative scale, therefore income and expenditure amounts are shown relative to the earnings in covered
employment that are taxable under HI (referred to as “taxable payroll”).

Chart 3 illustrates income (excluding interest) and expenditures as a percentage of taxable payroll over the
next 75 years. Prior to the 2006 Trustees Report, the long-range increase in average expenditures per
beneficiary was assumed to equal growth in per capita gross domestic product (GDP) plus one percentage
point. Beginning with the 2006 report, the Board of Trustees adopted a refinement of these long-range
growth assumptions. The refinement provides a smoother and more realistic transition from current
Medicare cost growth rates, which have been significantly above the level of GDP growth, to the ultimate
assumed level of GDP plus zero percent for the indefinite future.

This same approach was used to establish “baseline” long-range growth rate assumptions for the 2010
Medicare Trustees Report, prior to the incorporation of the provisions in the Affordable Care Act. Under the
Office of the Actuary’s economic model, in 2034 the pre-Affordable Care Act growth rate for all Medicare
services is assumed to be about 1.3 percentage points above the rate of GDP growth for that year (before
demographic impacts). This differential gradually declines to about 0.8 percentage point in 2054 and to
0.3 percentage point in 2084. Compared to a constant “GDP plus one percent” assumption, the pre-
Affordable Care Act baseline growth assumption is initially higher, but subsequently lower.

In order to incorporate the effects of the permanent Medicare price update reductions required by the
Affordable Care Act, adjustments were made to the per capita growth rates produced by the economic
model for Parts A and B.® Since all Part A fee-for-service providers are affected, the assumed adjustment in
each year is the full update reduction (1.1 percent).

For SMI Part B, only certain provider categories - for example, outpatient hospitals, ambulatory surgical
centers, diagnostic laboratories, and most other non-physician services - are affected by the price update
reductions. Accordingly, these services are subject to the same assumed long-range growth rate as Part A
services. In contrast, Part B physician expenditures per beneficiary are increased at approximately the rate
of per capita GDP growth, as required by the sustainable growth rate formula in current law. All other

Part B outlays, which constitute an estimated 16.8 percent of total Part B expenditures in 2019, have an
assumed average growth rate of per capita GDP plus 1 percent (adjusted by the economic model), as
determined for the pre-Affordable Care Act “baseline” growth trend.

Based on these projections, the Medicare Trustees apply a formal test of “long-range close actuarial
balance.” The HI Trust Fund fails this test, as it has for many years.

® The price update reductions do not affect Part D, and therefore the growth assumption for this account
continues to be based on the pre-Affordable Care Act baseline growth of GDP plus one percent, as adjusted
by the economic model.

U. S. Department of Health and Human Services | 11-107



FY 2010 Agency Financial Report

Chart 3—HI Expenditures and Income Excluding Interest
as a Percentage of Taxable Payroll
2010- 2084
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Since the standard HI payroll tax rates are not scheduled to change in the future under present law, most
payroll tax income as a percentage of taxable payroll is estimated to remain constant at 2.90 percent.
Under the Affordable Care Act, however, high-income workers will pay an additional 0.9 percent of their
earnings above $200,000 (for single workers) or $250,000 (for married couples filing joint income tax
returns) in 2013 and later. Because these income thresholds are not indexed, over time an increasing
proportion of workers will become subject to the additional HI tax rate, and consequently, total HI payroll
tax revenues will increase steadily as a percentage of taxable payroll. Income from taxation of benefits will
also increase as a greater proportion of Social Security beneficiaries become subject to such taxation, since
the income thresholds determining taxable benefits are not indexed for price inflation. Thus, as Chart 3
shows, the income rate is expected to gradually increase over current levels.

As indicated in Chart 3, the cost rate will initially decline as the economy recovers from the recent
recession and as the savings provisions of the Affordable Care Act take effect. Subsequently, the cost rate
will increase significantly due to retirements of those in the baby boom generation and continuing health
services cost growth. The effect of these factors will be largely offset in 2045 and later under current law
by the accumulating effect of the reduction in provider price updates, which will reduce annual HI cost
growth by an estimated 1.1 percent per year. If the slower price updates are not feasible in the long range,
and are phased out during 2020-2034, then the HI cost rate would be 4.5 percent in 2030 and 8.9 percent
in 2080. These levels are about 5 percent and 80 percent higher, respectively, than the current-law
estimates under the intermediate assumptions, illustrating the very strong impact of the market basket
reductions scheduled in current law.

HI and SMI Cashflow as a Percentage of GDP

Expressing Medicare incurred expenditures as a percentage of GDP gives a relative measure of the size of
the Medicare program compared to the general economy. The GDP represents the total value of goods and
services produced in the United States. This measure provides an idea of the relative financial resources
that will be necessary to pay for Medicare services.

. Hl

Chart 4 shows HI income (excluding interest) and expenditures over the next 75 years expressed as a
percentage of GDP. In 2009, the expenditures were $242.5 billion, which was 1.7 percent of GDP. This
percentage is projected to increase steadily through 2046 and then decrease throughout the remainder of
the 75-year period, as the accumulated effects of the price update reductions are realized. Based on the
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illustrative alternative projections’, HI costs as a percentage of GDP would increase steadily throughout the
long-range projection period, reaching 4.0 percent in 2084.

Chart 4—HI Expenditures and Income Excluding Interest
as a Percentage of GDP
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e SMI

Because of the Part B and Part D financing mechanism in which income mirrors expenditures, it is not
necessary to test for long-range imbalances between income and expenditures. Rather, it is more
important to examine the projected rise in expenditures and the implications for beneficiary premiums and
Federal general revenue payments.

Chart 5 shows projected total SMI (Part B and Part D) expenditures and premium income as a percentage
of GDP. As in the projections for HI, the assumed long-range increase in average expenditures per
beneficiary incorporates the effects of the Affordable Care Act. The growth rates are estimated year by
year for the next 10 years, reflecting the impact of specific statutory provisions. Expenditure growth for
years 11 to 25 is assumed to grade smoothly into the long-range assumption described previously.

Under the intermediate assumptions, annual SMI expenditures were $266.5 billion, or about 1.9 percent of
GDP, in 2009. Then, in about 25 years, they would grow to roughly 3.3 percent of GDP and to approximately
4.3 percent by the end of the projection period. Total SMI expenditures in 2084 would be almost 7 percent of
GDP under the illustrative alternative projection®.

7 At the request of the Trustees, the Office of the Actuary at CMS has prepared an illustrative set of
Medicare Trust Fund projections under this theoretical alternative to current law. No endorsement of the
illustrative alternative to current law by the Trustees, CMS, or the Office of the Actuary should be inferred.
8 At the request of the Trustees, the Office of the Actuary at CMS has prepared an illustrative set of
Medicare Trust Fund projections under this theoretical alternative to current law, which assumes that the
(i) physician payment rates would be updated using the Medicare economic index, rather than through the
sustainable growth rate (SGR) process; and (ii) the productivity adjustments would be gradually phased
out starting in 2020. No endorsement of the illustrative alternative to current law by the Trustees, CMS, or
the Office of the Actuary should be inferred.
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Chart 5—SMI Expenditures and Premiums as a Percentage of GDP
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To match the faster growth rates for SMI expenditures, beneficiary premiums, along with general revenue
contributions, would increase more rapidly than GDP over time. In fact, average per-beneficiary costs for
Part B and Part D benefits are projected to increase after 2011 by about 4.3 percent annually. The
associated beneficiary premiums—and general revenue financing—would increase by approximately the
same rate. The special State payments to the Part D account are set by law at a declining portion of the
States’ forgone Medicaid expenditures attributable to the Medicare drug benefit. The percentage was

90 percent in 2006, phasing down to 75 percent in 2015 and later. Then, after 2015, the State payments
are also expected to increase faster than GDP.

Worker-to-Beneficiary Ratio

e Hi

Another way to evaluate the long-range outlook of the HI Trust Fund is to examine the projected number
of workers per HI beneficiary. Chart 6 illustrates this ratio over the next 75 years. For the most part,
current benefits are paid for by current workers. The retirement of the baby boom generation will therefore
be financed by the relatively smaller number of persons born after the baby boom. In 2009, every
beneficiary had 3.5 workers to pay for his or her benefit. In 2030, however, after the last baby boomer
turns 65, there will be only about 2.3 workers per beneficiary. The projected ratio continues to decline until
there are just 2.0 workers per beneficiary by 2084.
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SENSITIVITY ANALYSIS

In order to make projections regarding the future financial status of the HI and SMI Trust Funds, various
assumptions have to be made. First and foremost, the estimates presented here are based on the
assumption that both trust funds will continue under present law. In addition, the estimates depend on
many economic and demographic assumptions. Because of revisions to these assumptions, due to either
changed conditions or updated information, estimates sometimes change substantially compared to those
made in prior years. Furthermore, it is important to recognize that actual conditions may likely differ from
the projections presented here, since the future cannot be anticipated with certainty.

In order to illustrate the sensitivity of the long-range projections, six of the key assumptions were varied
individually to determine the impact on the HI actuarial present values and net cashflows.® The
assumptions varied are the health care cost factors, real-wage differential, consumer price index (CPI),
real-interest rate, fertility rate, and net immigration.*°

For this analysis, the intermediate economic and demographic assumptions in the 2010 Annual Report of
the Boards of Trustees of the Federal Hospital Insurance and Federal Supplementary Medical Insurance
Trust Funds are used as the reference point. Each selected assumption is varied individually to produce
three scenarios. All present values are calculated as of January 1, 2010, and are based on estimates of
income and expenditures during the 75-year projection period.

Charts 7 through 12 show the net annual HI cashflow in nhominal dollars and the present value of this net
cashflow for each assumption varied.'! The charts depicting the estimated net cashflow indicate that, for
the most part, net cashflow decreases through 2084 under both the intermediate assumptions and the
more pessimistic assumptions. However, under the more optimistic assumptions, net cashflow begins to
increase at different times throughout the projection period, depending on the assumptions being varied.
This increase is the result of the combined effect of (i) lower expenditures due to the continued provider
payment update reductions required by the Affordable Care Act, and (ii) higher income as more and more
workers become subject to the additional HI payroll tax rate, which is also mandated by the new
legislation.

On the present value charts, under all three scenarios the present values initially increase, as the effects of
the Affordable Care Act result in trust fund surpluses, and then decrease until about 2040 when they start
to increase (or become less negative) once again. This pattern occurs in part because of the discounting
process used for computing present values, which is used to help interpret the net cashflow deficit in terms
of today’s dollar. In other words, the amount required to cover this deficit, if made available and invested
today, begins to decrease at the end of the 75-year period, reflecting the long period of interest
accumulation that would occur. The pattern is also affected by the accumulating impact of the lower
Medicare price updates over time and the greater proportion of workers who will be subject to the higher
HI payroll tax rate, as noted above.

Health Care Cost Factors

Table 1 shows the net present value of cashflow during the 75-year projection period under three
alternative assumptions for the annual growth rate in the aggregate cost of providing covered health care
services to beneficiaries. These assumptions are that the ultimate annual growth rate in such costs,
relative to taxable payroll, will be one percent slower than the intermediate assumptions, the same as the
intermediate assumptions, and one percent faster than the intermediate assumptions. In each case, the
taxable payroll will be the same as that which was assumed for the intermediate assumptions.

9 Sensitivity analysis is not done for Parts B or D of the SMI Trust Fund due to the financing mechanism for
each account. Any change in assumptions would have a negligible impact on the net cashflow, since the
change would affect income and expenditures equally.

1% The sensitivity of the projected HI net cash flow to variations in future mortality rates is also of interest.
At this time, however, relatively little is known about the relationship between improvements in life
expectancy and the associated changes in health status and per beneficiary health expenditures. As a
result, it is not possible at present to prepare meaningful estimates of the HI mortality sensitivity.

11 As noted previously, long-range projections expressed in nominal dollar amounts can be very difficult to
interpret, due to the changing value of the dollar over time. Amounts expressed in present values are less
subject to this difficulty.
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Table 1 demonstrates that if the ultimate growth rate assumption is one percentage point lower than the
intermediate assumptions, the deficit decreases by $4,829 billion. On the other hand, if the ultimate
growth rate assumption is one percentage point higher than the intermediate assumptions, the deficit
increases substantially, by $7,663 billion.

Table 1—Present Value of Estimated HI Income Less Expenditures
Under Various Health Care Cost Growth Rate Assumptions

-1 percentage Intermediate  +1 percentage
Annual cost/payroll relative growth rate point assumptions point

Income minus expenditures (in billions) $2,146 $(2,683) $(10,346)

Charts 7 and 7A show projections of the net cashflow in nominal and present value dollars, respectively,
under the three alternative annual growth rate assumptions presented in Table 1.

Chart 7—HI Net Cashflow
with Various Health Care Cost Factor Assumptions
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Chart 7A—Present Value of HI Net Cashflow
with Various Health Care Cost Factors
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This assumption has a dramatic impact on projected HI cashflow. The net cashflow under the ultimate
growth rate assumption of one percentage point lower than the intermediate assumption actually becomes
a surplus and remains positive throughout the entire period, due to the improved financial outlook for the
HI Trust Fund as a result of the Affordable Care Act. Several factors, such as the utilization of services by
beneficiaries or the relative complexity of services provided, can affect costs without affecting tax income.
As charts 7 and 7A indicate, the financial status of the HI Trust Fund is extremely sensitive to the relative
growth rates for health care service costs.

Real-Wage Differential

Table 2 shows the net present value of cashflow during the 75-year projection period under three
alternative ultimate real-wage differential assumptions: 0.6, 1.2, and 1.8 percentage points.'? In each
case, the ultimate CPI increase is assumed to be 2.8 percent, yielding ultimate percentage increases in
average annual wages in covered employment of 3.4, 4.0, and 4.6 percent, respectively.

Table 2—Present Value of Estimated HI Income Less Expenditures
Under Various Real-Wage Assumptions

Ultimate percentage increase in wages - CPI 3.4-28 40-2.8 46 -2.8
Ultimate percentage increase in real-wage

differential 0.6 1.2 1.8
Income minus expenditures (in billions) $(3,284) $(2,683) $(1,507)

As indicated in Table 2, for a half-point increase in the ultimate real-wage differential assumption, the
deficit - expressed in present-value dollars - increases by approximately $740 billion.

Charts 8 and 8A show projections of the net cashflow under the three alternative real-wage differential
assumptions presented in Table 2.

12 The real-wage differential is the difference between the percentage increases in the average annual
wage in covered employment and the average annual CPI.
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Chart 8—HI Net Cashflow
with Various Real-Wage Assumptions
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Chart 8A—Present Value of HI Net Cashflow
with Various Real-Wage Assumptions
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As illustrated in Charts 8 and 8A, faster real-wage growth results in smaller HI cashflow deficits, when
expressed in either nominal or present-value dollars. A higher real-wage differential immediately increases
both HI expenditures for health care and wages for all workers. There is a full effect on wages and payroll
taxes, but the effect on benefits is only partial, since not all health care costs are wage-related. These
results are different than in past reports mainly due to the much closer financial balance under the
Affordable Care Act. In prior reports, the deficit was increased under the higher real-wage assumptions on
both a nominal-dollar and present-value basis, since the dollar impact on expenditures was higher than the
dollar impact on income. This is not the case with this year’s projections because (i) expenditures are
substantially reduced from last year due to the continued payment update reductions for all HI fee-for-
service providers that are required by the new legislation, and (ii) income is higher than last year’s
projection as a result of the additional HI tax rate for high-income earners, which is also required by the
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Affordable Care Act. This reversal in the direction of the impact of higher real-wage growth illustrates a
limitation of the use of nominal or present-value cashflows as a measure of financial status; in practice,
faster real-wage growth always improves the financial status of the HI Trust Fund, regardless of whether
there is a small or large imbalance between income and expenditures. Also, as noted previously, the closer
financial balance for the HI Trust Fund under the Affordable Care Act depends on the long-range feasibility
of the lower Medicare price updates for hospitals and other HI providers. There is a strong likelihood that
certain of these changes will not be viable in the long range. Specifically, the annual price updates for most
categories of non-physician health services will be adjusted downward each year by the growth in the
economy-wide productivity.

Consumer Price Index

Table 3 shows the net present value of cashflow during the 75-year projection period under three
alternative ultimate CPI rate-of-increase assumptions: 1.8, 2.8, and 3.8 percent. In each case, the ultimate
real-wage differential is assumed to be 1.2 percent, yielding ultimate percentage increases in average
annual wages in covered employment of 3.0, 4.0, and 5.0 percent, respectively.

Table 3—Present Value of Estimated HI Income
Less Expenditures under Various CPI-Increase Assumptions

Ultimate percentage increase in wages - CPI 3.0-1.8 4.0-2.8 5.0-3.8
Income minus expenditures (in Billions) $(2,924) $(2,683) $(2,466)

Table 3 demonstrates that if the ultimate CPl-increase assumption is 1.8 percent, the deficit increases by
$241 billion. On the other hand, if the ultimate CPl-increase assumption is 3.8 percent, the deficit
decreases by $217 billion.

Charts 9 and 9A show projections of the net cashflow under the three alternative CPI rate-of-increase
assumptions presented in Table 3.

Chart 9—HI Net Cashflow
with Various CPl-dncrease Assumptions
2010-2084
{Inbillions)
$500
Ultimate annual increase in:
30 4 Wages: 3.0%
CPI: 1.8%
.
] - -
-
Ultimate annual increase in:
_ ] Wiages 4.0%
$1.000 CPI: 2.8%
-$1.500 1 Ultimate annual increase in:
Wiages 5.0%
CPI: 3.8%
-$2,000 T T T T T T T
2005 2015 2025 2035 2045 2055 2065 2075 2085
Calendar year Source: CMS/OACT

11-116 | U. S. Department of Health and Human Services



FY 2010 Agency Financial Report

Chart 9A—Present Value of HI Net Cashflow
with Various CPl-dncrease Assumptions
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As Charts 9 and 9A indicate, this assumption has a large impact on projected HI cashflow in nominal
dollars and a much smaller impact when the cashflow is expressed as present values. For the nominal
cashflow, Chart 9 appears to suggest that the outlook for the HI Trust Fund worsens substantially with
faster CPI growth. In practice, however, higher or lower long-term trends in inflation have only a modest
impact on the financial status of the trust fund. Moreover, the impact is in the opposite direction of that
suggested by the nominal cashflow sensitivity. In this instance, the results expressed in nominal dollar
terms do not reveal the full implications of faster or slower growth in inflation. That is, under high-inflation
conditions, a given deficit “looks bigger” in nominal dollars but is much smaller when expressed as a
present value or relative to taxable payroll. This sensitivity test serves as a useful example of the
limitations of nominal-dollar projections over long periods. The relative insensitivity of the projected
present values of HI cashflow to different levels of general inflation occurs because inflation tends to affect
both income and costs in a similar manner. In present value terms, a smaller deficit results under high-
inflation conditions because the present values of HI expenditures are not significantly different under the
various CPI scenarios, but under high-inflation conditions the present value of HI income increases as more
people become subject to the additional 0.9-percent HI tax rate required by the Affordable Care Act for
workers with earnings above $200,000 or $250,000 (for single and joint income-tax filers, respectively).
Since the thresholds are not indexed, additional workers become subject to the additional tax more quickly
under conditions of faster inflation, and vice-versa.

Real-Interest Rate

Table 4 shows the net present value of cashflow during the 75-year projection period under three
alternative ultimate real-interest assumptions: 2.1, 2.9, and 3.6 percent. In each case, the ultimate annual
increase in the CPI is assumed to be 2.8 percent, resulting in ultimate nominal annual yields of 4.9, 5.7,
and 6.4 percent, respectively.

Table 4—Present Value of Estimated HI Income
Less Expenditures under Various Real-Interest Assumptions

Ultimate real-interest rate 2.1 percent 2.9 percent 3.6 percent
Income minus expenditures (in Billions) $(3,603) $(2,683) $(2,107)

As illustrated in Table 4, for every increase of 0.1 percentage point in the ultimate real-interest rate, the
deficit decreases by approximately $100 billion.
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Charts 10 and 10A show projections of the net cashflow under the three alternative real-interest
assumptions presented in Table 4.

Chart 10—HI Net Cashflow
with Various Real-Interest Rate Assumptions
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Chart 10A—Present Value of HI Net Cashflow
with Various Real-Interest Rate Assumptions
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As shown in Charts 10 and 10A, the projected HI cashflow when expressed in present values is more
sensitive to the interest assumption than when it is expressed in nominal dollars. This is not an indication
of the actual role that interest plays in HI financing. In actuality, interest finances very little of the cost of
the HI Trust Fund because, under the intermediate assumptions, the fund is projected to be relatively low
and exhausted by 2029. These results illustrate the substantial sensitivity of present value measures to
different interest rate assumptions. With higher assumed interest, the very large deficits in the more
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distant future are discounted more heavily (that is, are given less weight), resulting in a smaller overall net
present value.

Compared to past reports, however, the sensitivity of present values to different real-interest rate
assumptions is substantially reduced as a result of the Affordable Care Act. Under the new legislation,
annual deficits would decrease due to the compounding effects of the price update reductions for HI fee-
for-service providers. Discounting a relatively level series by high or low interest factors has much less
effect than when the series is increasing rapidly, as with the pre-Affordable Care Act projections.

Fertility Rate

Table 5 shows the net present value of cashflow during the 75-year projection period under three
alternative ultimate fertility rate assumptions: 1.7, 2.0, and 2.3 children per woman.

Table 5—Present Value of Estimated HI Income
Less Expenditures Under Various Fertility Rate Assumptions

Ultimate fertility rate® 1.7 2.0 2.3
Income minus expenditures (in Billions) $(3,035) $(2,683) $(2,308)

1The total fertility rate for any year is the average number of children who would be born to
a woman in her lifetime if she were to experience the birth rates by age observed in, or
assumed for, the selected year and if she were to survive the entire childbearing period.

As Table 5 demonstrates, for an increase of 0.3 in the assumed ultimate fertility rate, the projected present
value of the HI deficit decreases by approximately $360 billion.

Charts 11 and 11A show projections of the net cashflow under the three alternative fertility rate
assumptions presented in Table 5.

Chart 11—HI Net Cashflow
with Various Ultimate Fertility Rate Assumptions
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Chart 11A—Present Value of HI Net Cashflow
with Various Ultimate Fertility Rate Assumptions
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As Charts 11 and 11A indicate, the fertility rate assumption has a fairly large impact on projected HlI
cashflows. This result is different than in past reports mainly due to the additional HI tax on high-income
earners required by the Affordable Care Act. Under the higher fertility rate assumptions, there will be
additional workers in the labor force after 20 years, as in past reports, but their impact on future HI taxes
will be relatively greater, since many will become subject to the additional HI tax, thereby lowering the
deficit proportionately more on both a nominal- and present-value-dollar basis. Under the lower fertility
rate assumptions, on the other hand, there will be fewer workers in the workforce with a smaller number
subject to the additional tax, in turn raising the HI deficit.

Net Immigration

Table 6 shows the net present value of cashflow during the 75-year projection period under three
alternative average annual net immigration assumptions: 780,000 persons, 1,065,000 persons, and
1,370,000 persons per year.

Table 6—Present Value of Estimated HI Income
Less Expenditures Under Various Net Immigration Assumptions

Average annual net immigration 780,000 1,065,000 1,370,000
Income minus expenditures (in billions) $(2,774) $(2,683) $(2,605)

As indicated in Table 6, if the average annual net immigration assumption is 780,000 persons, the deficit -
expressed in present-value dollars - increases by $91 billion. Conversely, if the assumption is 1,370,000
persons, the deficit decreases by $78 billion.

Charts 12 and 12A show projections of the net cashflow under the three alternative average annual net
immigration assumptions presented in Table 6.

11-120 | U. S. Department of Health and Human Services



FY 2010 Agency Financial Report

Chart 12—HI Net Cashflow
with Various Net Immigration Assumptions
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Chart 12A—Present Value of HI Net Cashflow
with Various Net Immigration Assumptions
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As illustrated in Charts 12 and 12A, higher net immigration results in smaller HI cashflow deficits, when
expressed in either nominal or present-value dollars. Since immigration tends to occur most often among
people at working ages, who work and pay taxes into the HI system, a change in the net immigration
assumption affects revenues from payroll taxes almost immediately. However, the impact on expenditures
occurs later as those individuals age and become beneficiaries.

These results are different than in past reports mainly due to the various provisions in the Affordable Care
Act. In prior reports, the deficit was increased under the higher-net immigration assumptions on both a
nominal-dollar and present-value basis, since the cost of HI benefits for the additional participants was
substantially greater than their HI taxes. This is not the case with this year’s projections because

(i) expenditures are substantially reduced from last year due to the continued payment update reductions
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for all HI fee-for-service providers required by the Affordable Care Act, and (ii) income is higher than last
year’s projection as a result of the additional HI tax for high-income earners, which is also mandated by
the new health-reform law. As shown in the SOSI, the value of the additional HI payroll taxes paid by new
participants in the future, on average, will be greater than the cost of their benefits, assuming that the
lower HI price updates can be continued indefinitely. As noted previously, there is a significant likelihood
that the reductions in Medicare provider payment updates will not be feasible indefinitely.
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TRUST FUND FINANCES AND SUSTAINABILITY

HI

The financial status of the HI Trust Fund is substantially improved by the lower expenditures and
additional tax revenues instituted by the Affordable Care Act. These changes are estimated to postpone
the exhaustion of trust fund assets from 2017 under the prior law to 2029 under current law. Despite
this significant improvement, however, the fund is still not adequately financed over the next 10 years.
HI expenditures have exceeded income annually since 2008 and are expected to continue to do so
under current law through 2013 and again after 2021. The shortfalls can be met with increasing reliance
on the redemption of trust fund assets, thereby adding to the draw on the Federal Budget. In the
absence of corrective legislation, a depleted HI Trust Fund would initially produce payment delays, but
very quickly lead to a curtailment of health care services to beneficiaries. In practice, Congress has
never allowed a Medicare or Social Security Trust Fund to become fully depleted.

It is important to note that the improved outlook for the HI Trust Fund depends in part on the feasibility
of the provider payment update reductions. There is a significant likelihood that these providers would
not be able to reduce their cost growth rates sufficiently during this period to match the slower
increases in Medicare payments per service, and in which case they would eventually become unable to
continue providing health care services to Medicare beneficiaries. If such a situation occurred, and
Congress overrode the productivity adjustments, then actual costs would be higher and the HI Trust
Fund would be depleted somewhat sooner.

The HI Trust Fund remains out of financial balance in the long range. Bringing the fund into actuarial
balance over the next 75 years under the intermediate assumptions would require significant increases
in revenues and/or reductions in benefits. These changes are needed partially as a result of the
impending retirement of the baby boom generation. If the productivity adjustments to HI provider price
updates cannot be continued in the long run, then the actuarial deficit would be much greater.

SMI

Under current law, the SMI Trust Fund will remain adequate, both in the near term and into the
indefinite future, because of the automatic financing established for Parts B and D. There is no authority
to transfer assets between the Part D and Part B accounts, therefore, it is necessary to evaluate each
account’s financial adequacy separately.

The financing established for the Part B account for calendar year 2010 is adequate to cover 2010
expected expenditures and to maintain the financial status of the account in 2010 at a satisfactory level.
The Part B cost projections are understated as a result of the substantial reductions in physician
payments that would be required under current law and are further understated if the reductions in
future price updates for most other Part B providers are not feasible. Actual future Part B costs will
depend on the steps that Congress might choose to take to address these situations.

No financial imbalance is anticipated for the Part D account, since the general revenue subsidy for this
benefit is drawn on a daily, as-needed basis. The projected Part D costs shown in this section are
somewhat lower than previously estimated, primarily due to lower assumed growth rates for
prescription drug expenditures in the U.S. overall.

For both the Part B and Part D accounts, beneficiary premiums and general revenue transfers will be set
to meet expected costs each year. Such financing, however, would have to increase faster than the
economy to match expected expenditure growth under current law. Absent legislation, it will probably
be necessary to significantly raise Part B premiums for a subset of beneficiaries in 2011 and 2012 to
ensure adequate program financing. A critical issue for the SMI Trust Fund continues to be the impact of
the past and expected rapid growth of SMI costs, which place gradually increasing demands on
beneficiaries, the Federal Budget, and society at large.

Medicare Overall

The Medicare Modernization Act requires the Board of Trustees to determine whether the difference
between Medicare outlays and “dedicated financing sources” is projected to exceed 45 percent of total
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Medicare outlays within the next 7 fiscal years (2010-2016).* This difference first exceeded 45 percent
of total expenditures at the end of calendar year 2009 and is expected to do so in fiscal year 2010,
which is the first year of the 7-year test period. Consequently, the Trustees issued a determination of
projected “excess general revenue Medicare funding,” as required by law. Similar determinations were
made in their 2006-2009 annual reports to Congress. With this fifth consecutive finding, another
“Medicare funding warning” is triggered this year, indicating that the general revenues provided to
Medicare under current law are becoming a substantial proportion of total program costs. This finding
requires the President to submit to Congress, within 15 days after the release of the next budget,
proposed legislation to respond to the warning. Congress is then required to consider this legislation on
an expedited basis.'* This requirement helps to call attention to Medicare’s impact on the Federal
Budget.

The Medicare financial projections shown in this section represent a substantial, but very uncertain,
improvement over those in recent years because of the far-reaching provisions of the Affordable Care
Act. In the long range, much of this improvement depends on the feasibility of the Affordable Care Act’s
downward adjustments to future increases in Medicare prices for most categories of health care
providers. Although these projections show substantially improved results over last year’s, they
continue to demonstrate the need for timely and effective action to address the remaining financial
challenges facing Medicare—including the projected exhaustion of the HI Trust Fund, this fund’s long-
range financial imbalance, and the issue of rapid growth in Medicare expenditures. Furthermore, if the
lower prices payable for health services under Medicare are overridden, the financial challenges in the
long range would be much more severe. In their 2010 annual report to Congress, the Medicare Boards
of Trustees emphasized the seriousness of these concerns and urged the nation’s policymakers to take
“prompt action ... to address these challenges.” They also stated: “Consideration of ... further reforms
should occur in the near future.”

13 Dedicated Medicare financing sources include HI payroll taxes; income from taxation of Social
Security benefits; State transfers for the prescription drug benefit; premiums paid under Parts A, B, and
D; fees allocated to Part B related to brand-name prescription drugs; and any gifts received by the
Medicare Trust Funds.

14 In January 2009, the House of Representatives passed a resolution (H. Res.5, section 3(e)) stating
that section 803 of the Medicare Modernization Act, governing action required by the House in response
to a funding warning, would not apply to the 111*" Congress.
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Section I1l: Other Accompanying Information
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Section Ill: Other Accompanying Information

This section contains other financial information, HHS’ detailed Improper Payments Information Act of
2002 Report, summary of financial statement audit and management assurance findings, the HHS
Inspector General’s summary of the most significant management and performance challenges facing
the Department, and the Department’s response to the Inspector General's assessment.
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OTHER FINANCIAL INFORMATION

CONSOLIDATING BALANCE SHEET BY BUDGET FUNCTION
As of September 30, 2010

(in Millions)
Education,
Training & HHS
Social Income Agency Intra-HHS Consolidated
Services Health Medicare  Security Combined Totals Eliminations Totals
Assets (Note 2)
Intragovernmental
Fund Balance with Treasury (Note 3) $ 10024 $ 154917 $ 199% $ 15298 $ 182,235 $ - $ 182,235
Investments, Net (Note 4) - 5,379 354,503 - 359,882 - 359,882
Accounts Receivable, Net (Note 5) 57 1,309 50,015 7 51,388 (50,251) 1,137
Other (Note 8) - 299 4 - 303 (204) 99
Total Intragovernmental 10,081 161,904 406,518 15,305 593,808 (50,455) 543,353
Accounts Receivable, Net (Note 5) - 3,017 4,377 - 7,394 - 7,394
Inventory and Related Property, Net (Note 6) - 6,077 - - 6,077 - 6,077
General Property, Plant & Equipment, Net (Note 7) - 4,891 372 - 5,263 - 5,263
Other (Note 8) - 489 1,163 - 1,652 - 1,652
Total Assets $ 10,081 $ 176378 $412,430 $ 15305 $ 614,194 $ (50,455) $ 563,739
Stewardship PP&E (Note 1)
Liabilities
Intragovernmental
Accounts Payable $ 5 § 107 $ 50810 $ - $ 50,922 $ (50,016) $ 906
Other (Note 13) 35 1,181 71 18 2,011 (439) 1572
Total Intragovernmental 40 1,288 51,587 18 52,933 (50,455) 2,478
Accounts Payable 15 657 - 1 673 - 673
Entitlement Benefits Due and Payable (Note 10) - 27,705 45,007 - 72,712 - 72,712
Accrued Grant Liability (Note 12) 898 2,514 - 792 4,204 - 4,204
Federal Employee and Veterans Benefits (Note 11) 5 9,968 12 - 9,985 - 9,985
Other 26 8,517 601 17 9,161 - 9,161
Total Liabilities 984 50,649 97,207 828 149,668 (50,455) 99,213
Net Position
Unexpended Appropriations - Earmarked funds - (101) 1,776 - 1,675 - 1,675
Unexpended Appropriations - Other funds 9,074 116,908 - 14,486 140,468 - 140,468
Unexpended Appropriations, Total 9,074 116,807 1,776 14,486 142,143 - 142,143
Cumulative Results of Operations - Earmarked funds - 3,887 313,447 - 317,334 - 317,334
Cumulative Results of Operations - Other funds 23 5,035 - 9 5,049 - 5,049
Cumulative Results of Operations, Total 23 8,922 313,447 9 322,383 - 322,383
Total Net Position 9,097 125,729 315,223 14,477 464,526 - 464,526
Total Liabilities and Net Position $ 10,081 $ 176378  $412,430 $ 15305 $ 614,194 $ (50,455) $ 563,739
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CONSOLIDATED BALANCE SHEET BY OPERATING DIVISION
As of September 30, 2010

(in Millions)
Agency HHS
Consolidated Intra-HHS Consolidated
ACF AoA AHRQ CcbC CMS FDA HRSA IHS NIH (05 pPSC SAMHSA Totals Eliminations Totals
Assets (Note 2)
Intragovernmental
Fund Balance with Treasury (Note 3) $24620 $ 702 $ 724 $ 7371 $ 64841 $ 1986 $ 7332 $2185 $ 39326 $ 30,178 207 $ 2,763 $ 182,235 $ - $ 182,235
Investments, Net (Note 4) - - 356,621 - 3,222 39 - - 359,882 - 359,882
Accounts Receivable, Net (Note 5) 21 43 22 91 493 7 39 39 1 296 362 100 1514 (377) 1,137
Other (Note 8) - - 5 - - 1 - 1 94 101 (2) 99
Total Intragovernmental 24,641 745 746 7,462 421,960 1,993 10,593 2,224 39,367 30,474 570 2,957 543,732 (379) 543,353
Accounts Receivable, Net (Note 5) - 1 6 7,046 160 4 158 3 8 8 - 7,394 7,394
Inventory and Related Property, Net (Note 6) - - 1,795 - 1 2 11 30 4,233 5 6,077 6,077
General Property, Plant & Equipment, Net (Note 7) - - 1,420 398 385 - 875 1,920 262 3 - 5,263 - 5,263
Other (Note 8) - - 1,309 10 330 1 2 - - 1,652 1,652
Total Assets $24641 $ 745 $ 747 $ 10683 $ 430,713 $ 2549 $10929 $3269 $ 41322 $ 34977 586 $ 2,957 $ 564,118 $ (379) $ 563,739
Stewardship PP&E (Note 1)
Liabilities (Note 9)
Intragovernmental
Accounts Payable $ 5 $ $ 2 $ $ 959 $ 13§ 25 3 3 % 18 $ 21 - $ 2 $ 1,048 $ (142) $ 906
Other (Note 13) 52 1 49 128 811 33 86 332 84 48 4 181 1,809 (237) 1572
Total Intragovernmental 57 1 51 128 1,770 46 111 335 102 69 4 183 2,857 (379) 2,478
Accounts Payable 15 1 10 - 5 45 36 376 147 28 10 673 - 673
Entitlement Benefits Due and Payable (Note 10) - - 72,712 - - - - - 72,712 72,712
Accrued Grant Liability (Note 12) 1,594 96 11 360 - 9 397 23 1,667 79 - (32) 4,204 - 4,204
Federal Employee and Veterans Benefits (Note 11) 5 - 34 13 22 20 77 56 17 9,729 12 9,985 - 9,985
Other (Note 13) 41 2 13 192 6,009 263 769 594 423 796 54 5 9,161 - 9,161
Total Liabilities 1712 100 85 714 80,504 345 1,342 1,065 2,624 1,108 9,815 178 99,592 (379) 99,213
Net Position
Unexpended Appropriations - Earmarked funds - - 1,776 97) () - - - - 1,675 1,675
Unexpended Appropriations - Other funds 22,954 606 659 6,924 34,377 (1,572) 6,646 1425 36,330 29,367 49 2,703 140,468 - 140,468
Unexpended Appropriations, Total 22,954 606 659 6,924 36,153 (1,669) 6,642 1,425 36,330 29,367 49 2,703 142,143 - 142,143
Cumulative Results of Operations - Earmarked funds - 2 36 313,447 925 2,531 11 375 - - 7 317,334 - 317,334
Cumulative Results of Operations - Other funds (25) 39 1 3,009 609 2,948 414 768 1,993 4,502 (9.278) 69 5,049 - 5,049
Cumulative Results of Operations, Total (25) 39 3 3,045 314,056 3,873 2,945 779 2,368 4,502 (9,278) 76 322,383 - 322,383
Total Net Position 22,929 645 662 9,969 350,209 2,204 9,587 2,204 38,698 33,869 (9,229) 2,779 464,526 - 464,526
Total Liabilities and Net Position $24641 $ 745 $ 747 $10683 $ 430713 $ 2549 $10929 $3269 $ 41322 $ 34977 586 $ 2,957 $ 564,118 $ (379) $ 563,739
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NET CoSsT oF TopP 20 PROGRAMS
For The Year Ended September 30, 2010 and 2009

(in Millions)
HHS Component
HHS Net Cost ($) Rank by ($) Responsible for
HHS Program FY 2010 FY 2009 FY 2010  FY 2009 Budget Function Program
Medicare $447,162 $ 430,025 1 1 Medicare CMS
Medicaid 272,995 253,352 2 2 Health CMS
Research 33,476 29,985 3 3 Health NIH
Temporary Assistance to 20,307 19,058 4 4 Education, Training & ACF
Needy Families Social Services / Income
Security
Head Start 8,262 7,074 5 7 Education, Training & ACF
Sacial Services / Income
Security
Children’s Health Insurance 7,968 7,610 6 6 Health CMS
Program (CHIP)
Child Welfare 7,883 7,915 7 5 Education, Training & ACF
Sacial Services / Income
Security
Child Care 5,972 5,262 8 8 Education, Training & ACF
Social Services / Income
Security
Infectious Diseases 5,970 5,153 9 9 Health CDC
Public Health and Social 5,057 1,355 10 18 Health oS
Services
Low-Income Home Energy 4,599 4,537 11 10 Education, Training & ACF
Assistance Social Services / Income
Security
Child Support Enforcement 4,408 4,430 12 11 Education, Training & ACF
Social Services / Income
Security
Primary Care 3,103 2,358 13 12 Health HRSA
HIV/AIDS Programs 2,448 2,353 14 13 Health HRSA
Clinical Services 2,188 2,148 15 14 Health IHS
Social Services Block Grant 1,991 1,840 16 15 Education, Training & ACF
Social Services / Income
Security
Substance Abuse Prevention 1,727 1,749 17 16 Education, Training & SAMHSA
and Treatment Block Grant Social Services / Income
Security
Community Services 1,500 834 18 23 Education, Training & ACF
Social Services / Income
Security
State and Community Based 1,395 1,331 19 19 Education, Training & AOA
Services Sacial Services
Health Promotion 1,193 994 20 21 Health CDhC
Total, Top 20 Programs 839,604 789,363
All Other HHS Programs 17,124 14,542 Various Functions Various Components
Total Net Costs 856,72 _$ 803,905
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Responsibility
Segments
ACF

AoA

AHRQ

CDC

CmS

FDA

HRSA

HS

NIH

0s

PSC

SAMHSA

Net Cost of Operations

Responsibility
Segments
ACF

AoA

AHRQ

CDC

CMS

FDA

HRSA

HS

NIH

0s

PSC

SAMHSA

Net Cost of Operations

IEliminations for non-exchange revenue are reported in the Statement of Changes in Net Position

SUPPLEMENTAL STATEMENT OF NET COST
For The Years Ended September 30, 2010 and 2009

(in Millions)
2010
Inter-Agency Eliminations
Agency Earned/Exchange Consolidated
Consolidated Totals Costs (-) Revenues (+) 1 Totals
$ 56,331 $ (13) % 51 $ 56,369
1,529 (2) 5 1,532
57 (361) 13 (291)
10,356 (378) 200 10,178
728,704 (6) 298 728,996
2,153 (26) 140 2,267
9,158 (24) 151 9,285
4,390 (33) 55 4,412
33,476 (188) 921 34,209
6,513 (342) 191 6,362
738 (631) 30 137
3,399 (157) 30 3,272
$ 856,804 $ (2161) $ 2,085 $ 856,728
2009
Inter-Agency Eliminations
Agency Earned/Exchange Consolidated
Consolidated Totals Costs (-) Revenues (+) 1 Totals
$ 52,318  § (18) % 43 $ 52,348
1,440 (4) 5 1,441
(6) (393) 11 (388)
9,124 (351) 170 8,943
691,452 (2) 260 691,710
1,939 (28) 127 2,038
7,311 (56) 173 7,428
3,952 (29) 56 3,979
29,985 (127) 753 30,611
1,913 (428) 182 1,667
1,406 (607) 22 821
3,301 (34) 40 3,307
$ 804,135  $ (2077) $ 1,847 $ 803,905
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CONSOLIDATING STATEMENT OF NET COST BY BUDGET FUNCTION
For The Year Ended September 30, 2010

(in Millions)
Education,
Training, & Agency _Intra-HHS Eliminations
Responsibility Social Income Combined Consolidated
Segments Services Health Medicare Security Totals Cost(-)  Revenue Totals
ACF $ 13864 $ - % $ 42,467 ! $ 56331 $ (13) $ 51 $ 56,369
AoA 1,529 - - 1,529 2 5 1,532
AHRQ - 57 - 57 (361) 13 (292)
CcDC - 10,356 - - 10,356 (378) 200 10,178
CMS - 281,542 447,162 - 728,704 (6) 298 728,996
FDA - 2,153 - 2,153 (26) 140 2,267
HRSA - 9,158 - 9,158 (24) 151 9,285
IHS - 4,390 - 4,390 (33) 55 4,412
NIH - 33,476 - 33,476 (188) 921 34,209
(OF] - 6,513 - 6,513 (342) 191 6,362
PSC - 738 - 738 (631) 30 137
SAMHSA - 3,399 - 3,399 (157) 30 | 3,272
Net Cost of Operations $ 15393 $351,782 $447,162 $ 42,467 i $ 856,804 $(2,161) $ 2,085 i $ 856,728
GROSS COST AND EXCHANGE REVENUE
For The Year Ended September 30, 2010
(in Millions)
Intragovernmental With the Public
Gross Cost Less: Exchange Revenue I Less: i Consolidated
Responsibility ! ! Exchange ! Net Cost of
Segments Combined Eliminations  Consolidated | Combined  Eliminations  Consolidated |Gross Cost Revenue Operations
ACF $ 1719 $ (23 % 156 | $ 53§ 61 $ B I'$ 56213 $ 81 $ 56369
AoA 11 )] 9 3 (5) ()] 1,521 1,532
AHRQ 38 (361) (323) 394 (13) 381 409 4 (291)
CDC 949 (418) 531 535 (240) 295 9,951 9 10,178
CMS 942 (6) 936 17 (298) (281) 788,777 60,998 728,996
FDA 917 (26) 891 41 (140) (99) 2,239 962 2,267
HRSA 296 (35) 261 59 (162) (103) 8,961 40 9,285
IHS 601 (33) 568 330 (55) 275 4,694 575 4,412
NIH 4,478 (2,960) 1,518 3,147 (3,693) (546) 32,258 113 34,209
(OF] 657 (357) 300 573 (206) 367 6,420 9) 6,362
PSC 126 (631) (505) ! 871 (30) 841 ! 1,491 8 137
SAMHSA 132 (164) ) 134 (37) o7 | 330 @) 3272
Totals $9326 $ (5016) $ 43101 $ 6157 $ (4940) $ 1217 1$916328 $ 62,693 | $ 856,728
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IMPROPER PAYMENTS INFORMATION ACT REPORT

1.0 Overview

Our FY 2010 Improper Payments Information Act
Report includes a discussion of the following
information, as required by the Improper
Payments Information Act of 2002 (IP1A), OMB
Circular A-136 and OMB Circular A-123,
Appendix C.

Program Descriptions (Section 1.10)

Risk Assessments (Section 2.0)

Statistical Sampling Process (Section 3.0)

Corrective Action Plans (Section 4.0)

Recovery Auditing Reporting (Section 5.0)

Accountability in Reducing and Recovering

Improper Payments (Section 6.0)

e Information Systems and Other Infrastructure
(Section 7.0)

e Mitigation Efforts Related to Statutory or
Regulatory Barriers (Section 8.0)

e Progress and Achievements (Section 9.0)

e Improper Payment Reduction Outlook
(Section 10.0)

e Program Specific Reporting Information

(Section 11.0)

0 Medicare Fee-for-Service (FFS) Program
(Section 11.10)

0 Medicare Advantage (Section 11.20)

0 Medicare Prescription Drug Benefit
(Section 11.30)

0 Medicaid (Section 11.40)

o Children’s Health Insurance Program
(Section 11.50)

0 Temporary Assistance for Needy Families
(Section 11.60)

o Foster Care (Section 11.70)

0 Head Start (Section 11.80)

o Child Care (Section 11.90)

1.10 Program Descriptions

The following is a brief description of the nine
programs that will be discussed in this report.

1) Medicare Fee-for-Service (Medicare Parts A
and B) - A Federal health insurance program
for: people age 65 or older, people younger
than age 65 with certain disabilities, and
people of all ages with End-Stage Renal
Disease.

2) Medicare Advantage (Medicare Part C) - A
Federal health insurance program that allows
beneficiaries to receive their Medicare benefits
through a private heath plan.

3) Medicare Prescription Drug Benefit (Medicare
Part D) - A Federal prescription drug benefit
program for Medicare beneficiaries.

4) Medicaid - A joint Federal/State program,
administered by the States that provides
health insurance to certain low income
individuals.

5) Children’s Health Insurance Program (CHIP) -
A joint Federal/State program, administered
by the States that provides health insurance
for qualifying children.

6) Temporary Assistance for Needy Families
(TANF) - A joint Federal/State program,
administered by the States that provides
time-limited assistance to needy families with
children to promote work, responsibility and
self-sufficiency.

7) Foster Care - A joint Federal/State program,
administered by the States for children who
need placement outside their homes in a
foster family home or a child care facility.

8) Head Start - A Federal program that provides
comprehensive developmental services for
America’s low-income, preschool children ages
three to five and their families.

9) The Child Care Development Fund (CCDF) - A
joint Federal/State program, administered by
the States that provides child care financial
assistance to low-income working families.

2.0 Risk Assessments

In addition to the nine programs deemed by OMB
to be susceptible to significant improper
payments, HHS conducts risk assessments on

23 additional high-dollar programs. OMB Circular
A-123, Appendix C requires HHS to perform risk
assessments once every three years on these
programs. In the most recent review cycle, all

23 of these programs were deemed non-high-risk
programs.

3.0 Statistical Sampling Process

The statistical sampling process conducted to
estimate the improper payment rate for each
program identified in our program description
section is discussed in the Program-Specific
Reporting Information section. Eight of our
programs that report error rates use a statistical
contractor. Unless otherwise stated in the
Program-Specific Reporting Information section,
all programs also comply with IPIA guidance that
requires that all estimates be based on the
equivalent of a statistically valid random sample
of sufficient size to yield an estimate with a
90-percent confidence interval of plus or minus
2.5 percentage points around the estimate of the
percentage of erroneous payments.
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4.0 Corrective Action Plans

Corrective Action Plans for reducing the estimated
rate of improper payments for each program are
included in the Program-Specific Reporting
Information section. There are two important
aspects to the corrective action plans: (1) setting
aggressive, but realistic, goals and targets and
(2) achieving the targets according to the
timetable in the plan. Corrective Action Plans are
reviewed each year to ensure that they are
focused on the root causes of the errors and that
the targets are being met. If targets are not being
met, remediation will take place that can include
employing new strategies, adjusting staffing and
other resources, and possibly revising targets.

5.0 Recovery Auditing Reporting

In July 2004, HHS awarded a contingency fee
contract to a recovery auditing firm to review

FY 2002 and FY 2003 contract payments. During
FY 2006, HHS exercised an option under the
contract for review of FY 2004 and FY 2005
contract payments. As previously reported, our
recovery auditors have found the HHS payment
systems to be without major program integrity
issues. HHS has recovered $74,401 out of more
than $24 billion of contracts reviewed. We have
not sought a contractor to attempt to recover
funds beyond FY 2005 because our efforts to date
have produced such small recoveries.

The table below displays full results for
FY 2002-FY 2005.

HHS has also been reporting Foster Care and
Head Start error rates since FY 2004. Last year,
we reported at least one error component for
seven of our high risk programs. HHS continues to
implement corrective action plans to reduce future
error rates.

In addition, HHS management performance plan
objectives hold agency managers, beginning with
leadership and cascading down through HHS
Senior Executives (including component heads) to
the lowest accountable program official,
responsible for achieving progress on this
initiative. As part of the semiannual and annual
performance evaluation, HHS Senior Executives
and program officials are evaluated on the
progress the agency achieves toward this and
other goals.

7.0 Information Systems and Other
Infrastructure

Reporting requirements related to information
systems and other infrastructure is discussed by
program within the Program-Specific Reporting
Information section.

8.0 Mitigation Efforts Related to
Statutory or Regulatory Barriers

Reporting requirements related to whether there
are any statutory or regulatory barriers to
reducing improper payments are discussed by
program within the Program-Specific Reporting
Information section.

9.0 Progress and Achievements

9.10 FY 2010 Progress

AGENCY COMPONENT HHS
Amount Subject to Review for
CY + PY Reporting $24.2 billion
Actual Amount Reviewed and Reported
CY +PY $24.2 billion
Amounts Identified for Recovery CY 0
Amounts Recovered CY 0
Amounts Identified for Recovery PYs $1,586,643
Amounts Recovered PYs $74,401
Cumulative Amounts Identified for Recovery
(CY +PYs) $1,586,643
Cumulative Amounts Recovered
(CY + PYs) $74,401

NOTE: PY=Prior Year, CY= Current Year

6.0 Accountability in Reducing and
Recovering Improper Payments

HHS has shown tremendous leadership in the
improper payments arena. We have been
publishing an error rate for Medicare Fee-for-
Service (FFS) since FY 1996, which was one of the
first error rates published across government.

HHS currently has nine programs that have been
deemed risk susceptible: Medicare Fee-for-
Service, Medicare Advantage, Medicare
Prescription Drug Benefit, Medicaid, Children’s
Health Insurance Program (CHIP), Temporary
Assistance for Needy Families (TANF), Head Start,
Child Care, and Foster Care. HHS expects to
report a comprehensive error rate for the
Medicare Prescription Drug Benefit program next
year.

HHS works with OMB to put approved
measurement plans in place for all risk-
susceptible programs as well as a corrective
action plan with OMB-approved targets for all
programs that have established baseline
measurements.
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9.20 Achievements

9.21 Improving Program Integrity in
Medicare and Medicaid

e Medicare:

Section 302 of the Tax Relief and Health Care Act
of 2006 required HHS to implement a Recovery
Audit Contractor (RAC) program in all 50 States
no later than January 1, 2010. In February 2009,
HHS awarded contracts to four RACs. Each RAC is
responsible for identifying and correcting improper
payments in approximately 25 percent of the
country. HHS completed the nationwide
implementation effort in October 2009.

FY 2010 was the first year for the national RAC
program. During FY 2010 HHS focused on
education and outreach, and establishing an
infrastructure for managing and overseeing the
RACs. As of September 30, 2010, the RAC
program has demanded approximately

$135 million and recovered $75.4 million. HHS
expects collections to continue to increase as the
RACs expand their reviews.

e Medicaid:

Section 6411 of the Affordable Care Act requires
States to establish Medicaid RAC programs. HHS
has required States to submit State plan
amendments by December 31, 2010, on how they
will establish their RAC program. Medicaid RACs
will be paid by the States on a contingency basis.
They will review Medicaid provider claims to
identify and recover overpayments and identify
underpayments made for services provided under
Medicaid State plans and Medicaid waivers. HHS is
in the process of developing a proposed rule that
outlines requirements States must meet for this
program.

9.22 Head Start Signed Statement Template
Form

HHS has developed a standard signed statement
template form for Head Start, which was made
available to all grantees in FY 2009. Since OMB
clearance (OMB 0907-0374) was obtained in

FY 2010, the use of the form is optional, but
grantees are strongly encouraged to use it. The
standard signed statement form helps guide
grantees on the type of information they need to
collect from prospective families during the
enrollment process and provides them with a
structure for recording this information.

9.23 Public Assistance Reporting Information
System

The Public Assistance Reporting Information
System (PARIS) is a voluntary project that

enables participating States’ public assistance
data to be matched against several databases to
help maintain program integrity and detect and
deter improper payments in several programs
(TANF, Medicaid and the Supplemental Nutritional
Assistance Program). The August 2010 data
match was the largest to date in terms of number
of agencies (50) participating.

HHS engaged in a number of activities to improve
data-match capabilities and usefulness to increase
State utilization of PARIS. These activities
included engaging in outreach activities to
encourage States to participate in the PARIS
match process; providing HHS training to States
in utilizing the PARIS to its fullest capability;
conducting an evaluation of the PARIS;
formulating recommendations for improving and
enhancing its usefulness; and developing a
uniform reporting format.

On October 10, 2008, the QI Program
Supplemental Funding Act of 2008 was signed.
The Act stated that in order to receive Medicaid
Federal matching funds for automated data
systems to administer the Medicaid State plan,
the provision requires States to have an
operational Medicaid eligibility determination
system that provides for data matching through
PARIS (or any successor system), including
matching with medical assistance programs
operated by other States. HHS issued a State
Medicaid Directors Letter dated June 21, 2010 to
promulgate this information to the States

10.0 Improper Payment Reduction Outlook
FY 2009 through 2013

The chart on the following page shows our IPIA
results for the current year (CY) 2010, the prior
year (PY) 2009, as well as the targets for the
years 2011 through 2013. For each year we show,
for each program, outlays for that fiscal year (FY),
an error rate or target (IP%), and the dollars paid
improperly (IP$). Table notes are defined in
Section 10.1, after the table.
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IMPROPER PAYMENT REDUCTION OUTLOOK
FY 2009 - FY 2013

(in Millions)
program | P Outiay PY Py |cvoutay | cyip CYIP | cv+iEst | cv+1iP | cy+1ip | cv+2Est | cy+21P | cy+21P | cv+3Est | cy+3IP | cy+31P
$ % $ $ % $ Outlay $ % $ Outlay $ % $ Outlay $ % $
'g:fgicare ﬁl%fg‘(g \ jtze"(‘l) $35,400 ﬁé?e“gg 105 34,300 ﬁli?egfc? 85 30,300 372,303 62 23100 399,112 58 23100
m(édicare ’\ﬁg?i) 154 12,010 ’\?gt':‘z’;) 141 13,600 ]’.\12(;9[(32}:)3 137 17,700 111,802 132 14,800 120,581 129 15,600
gﬁf&cafe ,5’368?3) NIA NIA 58,822 \ Oﬁ‘é’?z) NIA 68,458 NIA NIA 66,065 NIA NIA 77333 NIA NIA
Medicaid iﬁezgg 96 18,075 ﬁieot)z \ 0?'84(3) 22,500 o z;s 84 21,700 261,284 74 19,300 282,831 6.4 18,100
CHIP 7,855 NIA NIA 8,909 NIA NIA 10,292 NIA NIA 11,605 NIA NIA 12,885 NIA NIA
Note (k) Note (4) ! ! ! !
TANF 20727 NIA NIA 17,320 NO“t‘éA(5) NIA 17,191 NIA NA 17,061 NA NA 17,148 NA NIA
Head Start | 7113 30 2134 7,234 17 123 8,234 NO{J(G) 140 8646 17 147 9,077 17 1543
ng;er 1,610 47 757 1483 49 727 1,306 47 614 1,224 45 5.1 1,190 43 512
child care | 5245 119 624 6,091 \ 336?7) 810 6,239 131 8173 5722 128 7324 5,583 124 6923

Note: The CY+1, CY+2 and CY+3 estimated dollars paid improperly (IP$) is calculated based on the target error rate and estimated outlays for each year, respectively. However,
it is important to note that the measurement periods for each program vary. Therefore, the future outlay estimates presented are not the actual amounts against which the
target error rates will be applied to compute the dollars paid improperly in future years. To illustrate, the CY outlays for Medicaid, $239,012 million, is actually based on
FY 2009 claims data, as explained in note (i), whereas the CY+1 outlays of $258,706 million reflects FY 2011 estimated outlays. When determining the amount of dollars
paid improperly next year, the target error rate of 8.4% will be applied to the FY 2010 claims data.
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10.10 Improper Payment Reduction Outlook Notes

(a) — PY benefit outlays for Medicare FFS are from
the November 2009 Improper Medicare FFS
Payments Report (based on claims from April 2008
— March 2009).

(b) — CY benefit outlays for Medicare FFS are from
the November 2010 Improper Medicare FFS
Payments Report (based on claims from April 2009
— March 2010).

(c) — Medicare FFS CY+1, CY+2, CY+3 benefit
outlay numbers are based on the FY 2011
Midsession Review (Medicare Benefit Outlays
current law (CL)).

(d) — Medicare Advantage PY benefit outlays are
from the Medicare Part C Payment Error Final
Report 2009 (based on CY 2007 data).

(e) — Medicare Advantage CY benefit outlays are
from the Medicare Part C Payment Error Final
Report 2010 (based on CY 2008 data).

(f) — Medicare Advantage CY+1, CY+2, CY+3
benefit outlay numbers are based on the FY 2011
Midsession Review (Medicare Benefit Outlays (CL)).

(g) — Medicare Prescription Drug Benefit PY, CY,
CY+1, CY+2, CY+3 outlay numbers are based on
the FY 2011 Midsession Review (Medicare Benefit
Outlays (CL)).

(h) — PY benefit outlays for Medicaid are from the
2009 Medicaid Annual Error Rate Report (based on
FY 2008 claims).

(i) — CY benefit outlays for Medicaid are from the
2010 Medicaid Annual Error Rate Report (based on
FY 2009 claims).

(J) — Medicaid CY+1, CY+2, CY+3 benefit outlay
numbers are based on the FY 2011 Midsession
Review (Medicaid Net Benefit Outlays (CL),
excluding CDC Program Vaccine for Children
obligations).

(k) — CHIP PY, CY, CY+1, CY+2, CY+3 benefit
outlays are based on the FY 2011 Midsession
Review (CHIP Total Benefit Outlays with CHIPRA
Bonus and Health Care Quality Provisions (CL)).

(1) — The FY 2009 Agency Financial Report (AFR)
reported the Medicare FFS error rate as 7.8 percent
with $24.1 billion in improper payments. HHS
changed its error rate measurement methodology
during the FY 2009 review year. Thus, the

7.8 percent represents a combination of review
results using two different methodologies. The

original methodology, under which most of the
claims were reviewed, was less stringent than the
new methodology. The error rate based on the
subsample of claims using the new stricter
methodology was 12.4 percent with $35.4 billion in
error (the amount of $35.4 billion in improper
payments was derived from statistical calculations
based on the subsample reviewed). Given the
change in methodology, and that HHS is now using
the new methodology, HHS is reporting the prior
year error rate as 12.4 percent rather than

7.8 percent.

(2) — For FY 2010 IPIA reporting for the Medicare
Prescription Drug Benefit, HHS calculated four
components of payment error: (1) the Medicare
Advantage and Prescription Drug System (MARX)
Payment Error (MPE): the measurement reflects
errors in Part D payments caused by errors in the
transfer/interpretation of source data and errors in
payment calculations in the MARX payment system;
(2) payment error relating to Low Income Subsidy
status (PELS): the measurement reflects errors in
Low Income Cost sharing Subsidy (LICS) payments;
(3) Payment Error Related to Incorrect Medicaid
Status (PEMS): the measurement reflects errors in
LICS and two other Low Income Subsidy-related
payments: the Low Income Premium Subsidy and
Direct Subsidy amounts; where the FY 2009
Payment Error Rate Measurement (PERM) national
Medicaid eligibility case error rate is applied to Part
D payments to calculate a PEMS error rate for IPIA
reporting; and (4) Payment Error Related to
Prescription Drug Event Data Validation (PEPV): the
measurement reflects errors due to invalid and/or
inaccurate Prescription Drug Event (PDE) records
that impact Part D LICS and reinsurance payments.
The MPE, PELS, and PEMS measures are based on
CY 2008 payments, and the PEPV measure is based
on CY 2007 payments. Note that the four Part D
estimates of gross dollars in error reported for

FY 2010 are not mutually exclusive, and therefore,
cannot be summed. HHS calculated a Part D MPE
rate of 0.1 percent for payments made from
January 1, 2008 through December 31, 2008, and
estimated a gross amount of payment error totaling
$45.0 million. Estimated Part D MPE underpayments
were $20.0 million and estimated overpayments
were $25.0 million. HHS calculated a Part D PELS
error rate of 0.1 percent for payments made from
January 1, 2008 through December 31, 2008, and
estimated a gross amount of payment error totaling
$54.0 million. Estimated Part D PELS
underpayments were $33.0 million and estimated
overpayments were $21.0 million. HHS calculated a
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Part D PEMS error rate of 1.7 percent for payments
made from January 1, 2008 through December 31,
2008, and estimated a gross amount of payment
error totaling $785.0 million (all errors are
overpayments). HHS calculated a Part D PEPV error
rate of 12.7 percent for payments from January 1,
2007 through December 31, 2007, and estimated a
gross amount of payment error totaling $5.4 billion.
Estimated Part D PEPV underpayments were

$3.0 million and estimated overpayments were
$5.4 billion.

(3) — HHS calculated and is reporting the three-year
weighted average national error rate that includes
data reported in the AFR for FYs 2008, 2009, 2010.
The weighted national error components rates are
as follows: Medicaid FFS: 4.4 percent; Medicaid
managed care: 1.0 percent; and Medicaid eligibility:
5.9 percent. However, as required under Section
601 of the Children's Health Insurance Program
Reauthorization Act of 2009 (CHIPRA P.L. 111-3),
HHS published a final rule on August 11, 2010,
which required the eligibility reviews to be
consistent with the State’s eligibility verification
policy rather than reviewing eligibility against a
uniform methodology, which was done in the past.
Based on current regulations, certain cases from
FYs 2008-2010 would no longer be considered as
errors.

(4) — The Payment Error Rate Measurement final
rule (75 FR 48816), the methodology used to
measure the Medicaid and Children’s Health
Insurance Program, was published on August 11,
2010, and became effective September 10, 2010.
This final rule implements provisions from the
Children’s Health Insurance Program
Reauthorization Act of 2009 (CHIPRA) with regard
to the PERM program. Section 601 of CHIPRA
prohibits HHS from calculating or publishing any
national or state-specific error rates for CHIP until
six months after the new PERM final rule is
effective. HHS did not report a national error rate
for CHIP in the FY 2009 AFR and due to timing of
the published PERM final rule, will not be reporting
a national error rate for CHIP in the FY 2010 AFR.
However, HHS will begin conducting the CHIP error
rate measurement in FY 2011, with the results
being published in the FY 2012 AFR. Due to the
recent publication of the PERM final rule, setting
out-year target rates for CHIP is not applicable at
this time.

(5) — The TANF program is not reporting an error
rate for FY 2010. Statutory limitations prohibit HHS
from requiring States to participate in a TANF
improper payment measurement. Despite statutory
limitations, HHS continues to explore options that
will allow for a future error rate measurement.

(6) — HHS is engaged in a number of efforts to
reduce erroneous determinations in the Head Start
eligibility process and to improve our detection and
measurement of errors. Until HHS determines how
these efforts will impact error rates, HHS will be
maintaining our FY 2010 rates as our out-year
targets.

(7) — Since States measure once every three years,
this is the first year that HHS is reporting a baseline
error rate for Child Care. The error rate is based on
a three year weighted average of error rates.

11.0 Program-Specific Reporting Information

Within this section we discuss each program’s
methodology for complying with IPIA, the results
and future plans. For each program we discuss:

¢ How they performed their sampling, including
sample sizes and methodology;

e Plans for corrective action, including a
breakdown of most common error types;

e Recovery Actions taken as a result of identifying
improper payments;

e Whether there are statutory, regulatory, or
information systems barriers that limit potential
corrective actions and;

e Best practices that have been incorporated in
each error rate process.

11.10 Medicare Fee-for-Service Program - A Federal
health insurance program for: people age 65
or older, people under age 65 with certain
disabilities, and people of all ages with End-
Stage Renal Disease.

11.11 Statistical Sampling Process

The Medicare Fee-for-Service (FFS) improper
payment estimate is calculated under the
Comprehensive Error Rate Testing (CERT) Program.

The Medicare FFS improper payment methodology
begins with a random sample of claims. This year
approximately 82,000 claims were sampled. Next,
for each sampled claim, HHS obtains medical
records from providers and additional claim detail
from its shared systems. This information is
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reviewed for compliance with Medicare coverage,
coding and billing rules. When a provider does not
provide the requested medical record
documentation or the information submitted does
not meet the Medicare requirements, the claim is
counted as an error.

The Medicare FFS error rate for FY 2010 is
10.5 percent, or $34.3 billion.

During the analysis of improper payments identified
in 2010, CMS found that the improper payments
error rate for inpatient hospital claims had
increased significantly from last year. A large
number of the payment errors were due to clinical
care and procedures provided in an acute inpatient
hospital that should have been provided in an
outpatient hospital or other less intensive setting,
meaning the clinical service was medically
necessary but the place of service was incorrect.
Under current Medicare statute, these claims must
be denied in full. These inappropriate “place of
service” errors accounted for projected improper
payments of $5.1 billion.

11.12 Medicare FFS Corrective Action Plans

The primary causes of improper payments, as
identified in the FY 2010 Medicare FFS Improper
Payments report, were insufficient documentation
errors (Administrative and Documentation),
medically unnecessary services (Authentication and
Medical Necessity), and to a lesser extent, coding
errors (Administrative and Documentation). When
the errors are analyzed based on the setting in
which the service took place, the data shows that
the most improper payments are due to medically
unnecessary errors for durable medical equipment
(DME) and inpatient hospitals services. Physicians
and inpatient hospitals contribute substantially to
the amount of improper payments due to
insufficient documentation and incorrect coding
errors.

HHS developed an Error Rate Reduction Plan (ERRP)
that outlines actions the agency will implement in
an effort to prevent/reduce improper payments for
all categories of error.

Administrative and Documentation Errors -
Corrective Actions:

HHS has implemented safeguards to better ensure
that only legitimate providers and suppliers receive
Medicare payments:

e HHS undertook numerous aggressive actions to
strengthen the provider enrollment process;
provided more rigorous oversight and
monitoring once a provider/supplier enrolled in
the program; and strengthened the provider
revocation process. HHS implemented a durable
medical equipment accreditation program to

ensure the legitimacy of the DME suppliers that
bill Medicare and to ensure those suppliers meet
all the requirements for participation in the
Medicare program.

HHS implemented surety bond requirements for
most suppliers of durable medical equipment,
prosthetics and orthotics.

HHS published an Interim Final Rule with
Comment (IFC) regulation titled, “Medicare and
Medicaid Programs; Changes in Provider and
Supplier Enrollment, Ordering and Referring,
and Documentation Requirements; and Changes
in Provider Agreements” in the Federal Register
on May 5, 2010. This IFC implemented several
provider enrollment enhancements as required
by the Patient Protection and Affordable Care
Act (Affordable Care Act) (P. L. 111-148)
designed to support the Administration’s efforts
to prevent and detect fraud, waste, and abuse
in the Medicare and Medicaid programs, and to
ensure quality care for beneficiaries.

HHS published a final rule titled, “Medicare
Program; Establishing Additional Medicare
Durable Medical Equipment, Prosthetics,
Orthotics, and Supplies (DMEPOS) Supplier
Enrollment Safeguards” (CMS-6036-F) in the
Federal Register on August 27, 2010. This final
rule clarified and expanded on the existing
enrollment requirements that DMEPOS suppliers
must meet to establish and maintain billing
privileges in the Medicare program.

HHS initiated the realignment of the Program
Safeguard Contractors (PSC) with the Medicare
Administrative Contractors (MACs). When the
realignment is completed, there will be seven
zones to address fraud “hot spots” in the United
States, thereby concentrating on areas of high
fraud occurrence. The name for this entity is
being changed from PSCs to Zone Program
Integrity Contractor (ZPIC). Four ZPIC awards
have already been made.

HHS took steps to fight durable medical
equipment, prosthetics and orthotics (DMEPOS)
fraud in the “high risk” states of Florida,
California, Texas, lllinois, Michigan, North
Carolina and New York. These efforts include
more stringent reviews of new suppliers’
applications; unannounced site visits; extensive
pre- and post-payment review of claims;
interviews with high volume ordering/referring
physicians; and visits to high risk beneficiaries
to ensure they are appropriately receiving items
and services for which Medicare is being billed.

HHS implemented the DME competitive bidding
program which will have a gradual impact on
the DME error rate.
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HHS implemented improvements and continues to
improve upon the Medicare FFS error rate
measurement program to ensure that providers and
suppliers submit the required documentation, as
follows:

HHS commenced DME and MAC task forces.
These task forces consist of contractor medical
review professionals that meet regularly to
develop strategies for provider education in
error prone areas. One potential strategy
involves the task forces writing informational
articles that will be distributed on an as-needed
basis to promote education among providers.
The articles would be maintained on the Medical
Learning Network (MLN).

When a supplier is contacted for documentation,
HHS contacts the ordering provider and advises
them that they may be contacted by the
supplier.

HHS conducted calls with contractors and sent
notices to providers to advise them of the
special studies, measures, the associated
documentation requests they may receive, and
what they are required to provide.

HHS continuously revises the medical record
request letters to clarify the components of the
medical record that are required for a CERT
review.

HHS contacts third party providers to request
documentation when the billing provider
indicated that a portion of the medical record is
possessed by a third party.

HHS conducts ongoing education to inform
providers about the importance of submitting
thorough and complete documentation. This
involves national training sessions, individual
meetings with providers with high error rates,
presentations at industry association meetings,
and the dissemination of educational materials.

Authentication and Medical Necessity Errors -
Corrective Actions:

HHS continually updates its review manuals to
clarify requirements for reviewing
documentation to promote uniform
interpretation of our policies across all medical
reviews performed by Medicare contractors.

The HHS implementation of the Electronic
Submission of Medical Documentation (ESMD)
into the CERT review process will create greater
program efficiencies, allow a quicker response
time to documentation requests, and provide
better communication between the provider, the
CERT contractors, and HHS.

HHS developed Comparative Billing Reports
(CBRs) to help Medicare non-hospital providers
analyze administrative claims data. CBRs
compare a provider's billing pattern for various
procedures or services to their peers on a state
and national level. HHS also developed the
Program for Evaluating Payment Patterns
Electronic Report (PEPPER). The PEPPER allows
Medicare inpatient hospital providers to also
analyze their billing patterns through a
comparison to other providers in their state and
in the nation.

HHS is developing a Vulnerability Tracking
System (VTS) which will track and analyze
vulnerabilities identified by internal and external
sources.

HHS is conducting a competition to procure
private sector edits to implement within the
Medicare program. As part of this effort HHS
will evaluate the accuracy of commercial
products and determine whether these products
are feasible in the Medicare FFS environment
and whether they can reduce improper
payments in the Medicare FFS program. HHS
posted two requests for proposals (RFPs) during
FY 2010. The first RFP, for the automated edit
integration contractor, was awarded in
September 2010. The second RFP, for the
automated edit module contractor, was posted
August 2010 and will be awarded late second
guarter FY 2011.

HHS will explore conducting probe samples on
providers to identify potential problem areas.
Based on the probe results, additional corrective
actions will be taken.

HHS is increasing medical review. The findings
shall be used to target additional medical review
in those areas with high rates of error.

HHS will allow RACs to review additional
provider types and will closely monitor the
decisions made by the RACs.

HHS tasked each Carrier, FI, and MAC with
developing an Error Rate Reduction Plan (ERRP)
that targets medical necessity errors in their
jurisdiction.

HHS requires the Carriers, Fls, and MACs to
review and validate the CERT results for their
jurisdiction to determine the education needed
to reduce medical necessity and incorrect
coding errors.

HHS developed medically unlikely auto-deny
edits to catch services where the level billed
falls beyond a specified limit. These edits are
updated quarterly.
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e HHS increased and refined educational contacts
with providers who are billing in error.

= HHS developed and installed new correct coding
edits.

11.13 Medicare FFS Improper Payment
Recovery

The actual overpayments identified in the FY 2010
Medicare FFS Improper Payments Report were
$5,057,759. The identified overpayments are to be
recovered by the Medicare contractors via the
standard payment recovery methods. As of the
report publication date, Medicare contractors
reported collecting $3,297,479 of the actual
overpayment dollars identified in the report.

HHS traditionally has been able to recover

85 percent of identified Medicare overpayments
over the last five years. Specifically, in FY 2009,
HHS recovered 89 percent or $4,202,977 of the
total actual identified Medicare overpayments of
$4,729,993.

11.14 Medicare FFS Information Systems and
Other Infrastructure

HHS has the information systems and other
infrastructure it needs to reduce improper Medicare
FFS payments to the levels that we have targeted.
HHS’ systems have the ability to identify developing
and continuing aberrant billing patterns based upon
a comparison of local payment rates with national
rates. The systems at both the Medicare contractor
level and the central office level are tied together by
a high-speed secure network that allows rapid
transmission of large data sets between systems.
No other systems or infrastructure are needed at
this time.

11.15 Medicare FFS Statutory or Regulatory
Barriers that could limit Corrective Actions

No statutory or regulatory barriers that could limit
corrective actions have been identified at this time.

11.16 Medicare FFS Best Practices

The following best practices have been incorporated
into the overall CERT process to ensure the highest
degree of efficiency for the program:

e CERT offers many educational forums for
providers to gain additional knowledge about
the CERT program, and to give providers the
latest up-to-date information. Such educational
resources include several CERT-related
websites, a toll-free CERT contractor customer
service line, CERT provider calls, and on-line
manuals.

e HHS holds weekly calls with all CERT
contractors in order to facilitate communication
and problem solving and to improve the CERT
process.

11.20 Medicare Advantage or Medicare Part C - A
Medicare health insurance program that
allows beneficiaries to receive their Medicare
benefits through a private health plan.

11.21 Part C Medicare Advantage Statistical
Sampling Process

For FY 2010, HHS is reporting a composite error
estimate for the Medicare Advantage Program

(Part C), based on CY 2008 payments. The CY 2008
Part C Composite Payment Error Rate combines two
component payment error measures: the Medicare
Advantage Prescription Drug (MARX) Payment Error
(MPE) estimate and the Risk Adjustment Error
(RAE) estimate.

The Part C MPE estimate captures errors in
prospective Part C payments caused by errors in the
transfer of data, interpretation of data, and
payment calculations in the MARX system. The
methodology consists of:

e Selection of a random three percent sample of
beneficiaries for whom HHS made payments to
plans, for each month of CY 2008.

¢ Computation of the prospective payment error
amount for sampled beneficiaries.

e Extrapolation of the sample payment error to
the population, resulting in a Part C gross
payment error amount.

The RAE estimate captures payment errors due to
the application of incorrect beneficiary risk scores.
The primary component of a beneficiary’s risk score
is based on clinical diagnoses submitted by plans. If
diagnoses submitted to HHS by the plans are not
supported by medical records, the risk scores will
be inaccurate and result in payment errors. The RAE
estimate is based on medical record reviews
conducted under HHS’ annual Risk Adjustment Data
Validation (RADV) process, where unsupported
diagnoses are identified and corrected risk scores
are calculated.

The CY 2008 RAE methodology consists of:

e Selection of a stratified random sample of 600
beneficiaries for whom a risk adjusted payment
was made in CY 2008, where the strata are
high, medium, and low risk scores.

e Medical record review of the diagnoses
submitted by plans for the 600 sampled
beneficiaries.
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e Calculation of beneficiary-level payment error
for the sample.

e Extrapolation of the sample payment error to
the population subject to risk adjustment,
resulting in a Part C gross payment error
amount.

The CY 2008 Part C composite payment error
amount is the sum of the MPE and RAE gross
payment error amounts described above. The Part C
composite payment error rate is this sum divided by
the CY 2008 total final Part C payments.

The Part C composite error rate for CY 2008 is
14.1 percent.

11.22 Medicare Advantage Corrective Action
Plans

The root cause of improper payments in the Part C
program for CY 2008 is Administrative and
Documentation errors. The majority of the payment
error estimate results from insufficient
documentation to support the diagnoses submitted
by plans for payment, measured by the RAE. The
remainder of the payment error in the program is
related to transfer of data, interpretation of data,
and payment calculations within the MARX payment
system, reflected in the MPE estimate. HHS is
taking steps to address the error measured by both
the MPE and RAE.

For the MPE error estimate, HHS will continue to
routinely implement payment controls in the MARX
payment system to ensure accurate and timely
payments, including monthly payment validation
and authorization processes. MARX payment errors
are corrected and payment adjustments are made
on a flow basis, including payment adjustments
applied as part of the final Part C risk score
reconciliation. These steps have been successful, as
the MPE rate has declined from that reported in the
FY 2009 Agency Financial Report.

For the RAE error estimate, HHS has implemented a
corrective action plan. HHS is proceeding with the
RADV process to estimate payment error at the
contract level for the purposes of recovering
overpayments. HHS has also conducted national
training sessions for Medicare Advantage plans that
provided comprehensive information on the
processes for submitting accurate risk adjustment
data. This training reviewed RADV procedures
based on medical record review and payment error
associated with inaccurate risk adjustment data.
Additionally, outreach to plans is conducted
regularly through a monthly user group call, during
which any questions pertaining to risk adjustment
may be addressed. Finally, HHS is developing a
method for identifying risk adjustment diagnoses
that are more likely to be associated with payment
error. This study will examine the reasons these

diagnoses are problematic. HHS will use these
findings to conduct outreach and education to
plans.

11.23 Medicare Advantage Program Improper
Payment Recovery

The MARX payment system error rate is based on
analysis of prospective payments. MARX payment
system errors are fixed continuously throughout the
payment year. The resulting payment adjustments
are regularly corrected in the MARX system,
including payment adjustments due to the final Part
C risk score reconciliation. Therefore, recovery of
MPE errors occurs as part of the routine operation
of the MARX payment system.

Regarding the risk adjustment error, the CY 2008
Medical Record Review was based on a national
sample of beneficiaries, and no payment recovery
has been conducted at this point. However, HHS is
proceeding with the RADV process to estimate

CY 2007 payment error at the contract level for the
purposes of recovering overpayments.

11.24 Medicare Advantage Information
Systems and Other Infrastructure

HHS has the information systems and other
infrastructure needed to reduce improper Part C
Medicare Advantage payments. HHS uses the
following internal Medicare systems to make and
validate the Part C payments: the Medicare
Beneficiary Database, the Risk Adjustment System,
the Health Plan Management System, and the MARX
payment system. No other systems or infrastructure
are needed at this time.

11.25 Medicare Advantage Statutory or
Regulatory Barriers that could limit Corrective
Actions

No statutory or regulatory barriers that could limit
corrective actions have been identified at this time.

11.26 Medicare Advantage Program Best
Practices

HHS has taken several steps to ensure payment
accuracy in the Medicare Advantage program. HHS
performs a monthly evaluation of the MARX
payment system, as represented in the MPE
estimate, which has lead to system refinement and
more accurate prospective payment to plans.

11.30 Medicare Prescription Drug Benefit or Part D -
A Federal prescription drug benefit program
for Medicare beneficiaries.

11.31 Part D Statistical Sampling Process

In FY 2009, HHS implemented two methodologies
developed in prior years to estimate improper
payments for two components of Part D payment:
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the Medicare Advantage Prescription Drug (MARX)
Payment Error (MPE) and the Payment Error related
to Low Income Subsidy (LIS) status (PELS). HHS
also reported for the first time the Part D Payment
Error related to incorrect Medicaid Status (PEMS).
In FY 2010, in addition to reporting the MPE, PELS,
and PEMS estimates, HHS is reporting for the first
time the Part D Payment Error related to
Prescription Drug Event Data Validation (PEPV).

The Part D MPE estimate captures errors in
prospective Part D payments caused by errors in
the transfer of data, interpretation of data, and
payment calculations in the MARX system. The MPE
methodology consists of:

e Selection of a random three percent sample of
beneficiaries for whom HHS made payments to
plans, for each month of CY 2008.

e Computation of the prospective payment error
amount for sampled beneficiaries.

e Extrapolation of the sample payment error to
the population, resulting in a Part D MPE gross
payment error amount and an MPE rate.

For FY 2010, the MPE rate is 0.10 percent.

The Part D PELS estimate captures payment errors
due to inconsistent HHS data on beneficiary LIS
status and the related low income cost sharing
subsidy (LICS) payments. The payment error may
occur when a State Medicaid agency or the SSA
submit to HHS’ systems an update on a
beneficiary’s level of LIS after a Prescription Drug
Event (PDE) record has been accepted. The PELS
methodology consists of:

¢ Identification of the population subject to PELS.

e For this population, identification of
discrepancies between LIS status in HHS’
systems at the time of reconciliation and LIS
status in the PDE record generated on the date
of service, and computation of the LICS
payment amount based on the corrected LIS
status.

e Computation of: (1) the gross payment amount
in error (the absolute difference between actual
and corrected LICS payments for accepted PDE
records), and (2) the PELS rate.

For FY 2010, the PELS rate is 0.12 percent.

The Part D PEMS estimate captures payment errors
due to incorrect assignment of Medicaid status,
which results in incorrect LIS-related payments. Full
benefit dually-eligible beneficiaries (eligible for
Medicare and Title XIX benefits -- comprehensive
health benefits and/or the Medicare Savings

Program) are also eligible for the Part D full LIS. If a
beneficiary were incorrectly assigned Medicaid
eligibility, all or part of HHS’ LIS-related payment to
the Part D sponsor would be in error. The CY 2008
PEMS estimate is based on the 2008 national
Medicaid eligibility case error rate determined by
another of HHS’ IPIA error rate measurement
programs, the Payment Error Rate Measurement
(PERM) program. For the PEMS estimate, this PERM
rate (representing incorrect status for the entire
Medicaid population) is assumed to be a proxy for
the eligibility error rate for a subset of Medicaid
beneficiaries, those also eligible for Medicare. The
PEMS rate reflects overpayments only. The PEMS
methodology consists of:

e Application of the PERM eligibility active case
error rate to 100 percent of dual-eligible
beneficiaries, by dividing them into three
groups: (1) those who would remain eligible for
the Part D full LIS even without dual eligible
status; (2) those who would become eligible for
the Part D partial LIS; and (3) those who would
no longer be LIS-eligible.

e Computation of: (1) the PEMS gross payment
error amount as the sum of the LIS payment
amounts in error for the three groups, and
(2) the PEMS rate.

For FY 2010, the PEMS error rate is 1.76 percent.

The Payment Error related to PEPV captures errors
in payment due to invalid and/or inaccurate PDE
records that result in adjustments to the benefit
phase assignment of beneficiaries’ PDE records,
thus changing Part D LICS and reinsurance
payments. The PEPV methodology consists of:

e Validation of the accuracy of 2,000 sampled
PDE records using hard copy prescriptions and
other claims documentation submitted by plan
sponsors, and the creation of a corrected PDE
record for all sampled records with
discrepancies.

¢ Imputation of PDE sample validation findings
onto the PDE records for a random five percent
sample of the Part D population.

e Calculation of a payment error estimate for the
sample of beneficiaries. The simulation
measures the change in LICS and reinsurance
payments as they relate to the changes in gross
drug costs.

e Extrapolation of the sample payment error to
the entire Part D population resulting in a PEPV
gross payment error amount and PEPV rate.

For FY 2010, the PEPV error rate is 12.74 percent.
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11.32 Corrective Action Plan

The root cause of improper payments in the Part D
program is Administrative and Documentation
errors. For the MPE component, HHS will continue
to routinely implement payment controls in the
MARX payment system to ensure accurate and
timely payments, including monthly payment
validation and authorization processes. MARX
payment errors are corrected and future payments
adjustments are made on a flow basis, including the
payment adjustments applied to the final Part D risk
score reconciliation.

The corrective action steps identified in Medicaid
Section 11.42 will also assist in addressing the
PEMS error estimate, which is driven by the PERM
findings. HHS will conduct more in depth analyses
on the PELS error estimate to further describe the
PELS population and assist in identifying the
subsequent steps that could be taken to address
improper payment issues.

A significant portion of the FY 2010 PEPV payment
error was driven by missing prescription
documentation. For FY 2011 IPIA reporting, HHS
will conduct validation of CY 2009 PDE records, thus
shortening the gap between the date of service and
the collection period and likely reducing the volume
of missing prescription documentation.

11.33 Medicare Prescription Drug Benefit
Improper Payment Recovery

The MARX payment system error rate is based on
analysis of prospective payments. MARX payment
system errors are fixed on a flow basis throughout
the payment year. The resulting payment
adjustments are also implemented on a flow basis
in the MARX system, including the round of
payment adjustments due to the final Part D risk
score reconciliation. Therefore, recovery of MPE
errors occurs on a flow basis as part of the routine
operation of the MARx payment system.

Regarding the PELS estimate, further investigation
must be done to better understand the
inconsistencies identified by this analysis in order to
determine how to conduct payment recovery.

Regarding the PEMS estimate, application of the
aggregate national active case eligibility error rate
from another program (PERM) to Part D payments
in order to estimate PEMS does not allow HHS to
identify which dual eligible beneficiaries actually had
incorrect Medicaid status. Thus, it is not possible to
identify any beneficiary-level payments for which
HHS should pursue recovery.

Regarding the PEPV error, the CY 2007 PDE
validation was based on a national sample of PDEs
and the imputation of these results onto the Part D

population, therefore payment errors cannot be
linked to specific beneficiaries for payment recovery
purposes.

11.34 Medicare Prescription Drug Benefit
Information Systems and Other Infrastructure

The information systems and other infrastructure
that would be valuable to HHS in reducing errors in
the Part D program cannot be identified with
certainty until this measurement is fully
implemented. However, for the four components
that we have measured, HHS has the information
systems and other infrastructure needed to reduce
improper Medicare Prescription Drug Benefit
payments. HHS uses the following internal Medicare
systems to make and validate the Part D payments:
the Medicare Beneficiary Database, the Risk
Adjustment System, the Health Plan Management
System, the MARX payment system, and the
Integrated Data Repository. No other systems or
infrastructure are needed at this time.

11.35 Medicare Prescription Drug Benefit
Statutory or Regulatory Barriers that could
limit Corrective Actions

No statutory or regulatory barriers that could limit
corrective actions have been identified at this time.
Statutory or regulatory barriers for limiting
corrective actions will not be known until full
implementation is complete and results are
available.

11.36 Medicare Prescription Drug Benefit
Program Best Practices

HHS has taken several steps to ensure payment
accuracy in the Medicare Prescription Drug
program. Monthly validation of the MARX generated
prospective payments, as represented in the MPE
estimate, has led to system refinement and robust
monitoring of prospective payments to plans.
Outreach to plans before and during the PEPV data
collection and validation process provides an open
forum for improving instructions for data
submission, and extending the collection period will
allow for increased response rates and decreased
improper payment estimates over time.

11.40 Medicaid - A joint Federal/State program,
administered by the States that provides
health insurance to certain low income
individuals.

11.41 Medicaid Statistical Sampling Process

The Payment Error Rate Measurement (PERM)
program uses a 17 State three-year rotation for
measuring Medicaid improper payments. To select
the 17 States for the three-year cycle, States were
ranked by size based on their past Federal FFS
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expenditures and grouped into three major strata
with 17 States in each stratum. The expenditure
data showed that nine States represent the major
portion (approximately 50 percent) of total Federal
Fee-for-Service (FFS) expenditures. To get a precise
estimate for the national rate, it was important to
make these nine high-expenditure States their own
stratum. Therefore, the 17 States in Strata - 1 were
further divided into two substrata — Strata - 1A
(consisting of the nine States with the highest
Federal FFS expenditures) and Strata - 1B
(consisting of the eight remaining high-expenditure
States). The States were sampled such that three
States were selected from Strata - 1A each year.
Given the criterion that each State be sampled
exactly once over a three-year cycle, each stratum
will have one year in which only five States are
sampled. That is, the pattern will resemble the
sample distribution shown in Table 1.

Table 1: Number of States to be Selected from
Each Stratum in Each Year

Strata Year 1 Year 2 Year 3
1A 3 3 3
1B 3 3 2

2 6 5 6
3 5 6 6

Medicaid improper payments are estimated on a
Federal fiscal year basis and measure three
component error rates: FFS, managed care, and
eligibility. HHS, through its use of Federal
contractors, measures the FFS and managed care
components and States perform the eligibility
component measurement.

FFS and Managed Care Component:

States submit quarterly adjudicated claims data
from which a randomly selected sample of FFS
claims and managed care claims are drawn each
quarter. Each selected FFS claim is subjected to a
medical and data processing review. Managed care
claims are subject only to a data processing review.
For States reporting in FY 2010, the average FFS
sample size was 500 claims and the average
managed care sample size was 250 claims per
State.

Eligibility Component:

For FY 2010, States conducted an eligibility review
on a randomly selected sample of 504 active and
204 negative Medicaid cases over a 12-month
period.

e Active cases contain information on a
beneficiary who is enrolled in the Medicaid
program in the month that eligibility is
reviewed.

= Negative cases contain information on a
beneficiary who applied for benefits and was
denied, or whose program benefits were
terminated based on the State agency’s
eligibility determination in the month eligibility
was reviewed.

Each State calculated two error rates for active
cases, a payment error rate and a case error rate.

= The payment error rate is calculated using the
dollar value of payments made for services
provided to beneficiaries who were ineligible,
divided by the dollar value of claims for the
sample of beneficiaries, i.e., dollars in error
over total dollars in the sample. HHS combines
the State reported eligibility component
payment error rates to develop a national
eligibility error rate for Medicaid.

e The case error rate is calculated by dividing the
number of ineligible beneficiaries by the total
number of beneficiaries in the sample. States
calculate only a case error rate for negative
cases because no payments were made. For the
active and negative case error rates, the errors
are not dollar weighted.

Since there was no historical eligibility error rate
data, the initial sample size was calculated under
the assumption that the error rate would be five
percent. This means that the desired precision
requirements will be achieved with a high
probability if the actual error rate is five percent or
less. For this reason, an annual sample of 504
active cases should meet the desired State-level
precision with a high probability. In subsequent
years, if the State’s actual error rate is lower, the
State may demonstrate that a smaller sample size
based on the documented lower error rate is
sufficient. Conversely, if a State’s actual error rate
is higher, the State may need to select a larger
sample.

Calculations and Findings:

All payment error rate calculations for the Medicaid
program (the FFS component, managed care
component, eligibility component, and national
Medicaid error rate) are based on the ratio of
estimated dollars of improper payments to the
estimated dollars of total payments. Individual
State error rate components are combined to
calculate the national component error rates. The
national Medicaid program error rate is calculated
by combining the individual State error rates.
National component error rates and the Medicaid
program error rate are weighted by State size, so
that a State with a $10 billion program “counts”

10 times more toward the national rate than a State
with a one billion dollar program. The national
program error rate represents the combination of
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Medicaid FFS, Medicaid managed care, and Medicaid
eligibility error rates. A small correction factor
ensures that Medicaid eligibility errors do not get
“double-counted.”

HHS calculated and is reporting the three-year
weighted average national error rate that includes
data from FYs 2008, 2009, and 2010. The three-

year rolling error rate is 9.4 percent or $22.5 billion.

The weighted national error components rates are
as follows: Medicaid FFS: 4.4 percent; Medicaid
managed care: 1.0 percent; and Medicaid eligibility:
5.9 percent. However, as required under Section
601 of the Children's Health Insurance Program
Reauthorization Act of 2009 (CHIPRA P.L. 111-3),
HHS published a final rule on August 11, 2010,
which requires the eligibility reviews to be
consistent with the State’s eligibility verification
policy rather than reviewing eligibility against a
uniform methodology, which was done in the past.
Based on current regulations, certain cases from
FYs 2008-2010 would no longer be considered as
errors.

The active case error rate for Medicaid is
8.9 percent; the negative case error rate is
8.1 percent.

11.42 Medicaid Corrective Action Plans

Overall, the majority of the FY 2010 errors were a
result of cases reviewed for eligibility that were
either not eligible or their eligibility status could not
be determined, thus they were considered errors
(Verification errors). The most common cause of
cases in error for the Medicaid FFS medical review
was insufficient documentation (Administrative and
Documentation errors).

For FY 2010, the most common causes of improper
payments were:

e Administrative and Documentation