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MESSAGE FROM THE SECRETARY

Mission/Introduction

The mission of the U.S. Department of Health and Human Services (HHS) is to
ensure every American has access to the building blocks of healthy and
productive lives. At HHS, we believe in building bridges, relationships, and strong
teams with the talent and focus necessary to deliver results. We believe in
managing well, in transparency, and in delivering impact on behalf of the people
we serve.

I’'m pleased to present HHS's Fiscal Year (FY) 2014 Agency Financial Report (AFR).
The report illustrates how we manage our resources, highlights our major

accomplishments, and outlines our plans to address the challenges we face. At
HHS, we're dedicated to meeting the high standards of government reporting and

Sylvia M. Burwell

accountability. This year, for the first time, the Department received the
Association of Government Accountants’ Certificate of Excellence in Accountability Reporting for our FY 2013 AFR,
and we're committed to upholding these standards of excellence in the future.

Financial Management

As responsible stewards of the public resources that the American taxpayers and the Congress entrust to us, we
practice fiscal responsibility and transparency. One of the best tools to assess our financial information is our
departmental financial statement audit. This year, we obtained an unmodified (clean) opinion on the Consolidated
Balance Sheet, Statement of Net Cost, Statement of Changes in Net Position, and the Combined Statement of
Budgetary Resources. Based on our internal assessments and the auditor’s report, | believe that our financial and
performance data are reliable and complete. For the Statement of Social Insurance and the Statement of Changes
in Social Insurance Amounts, the auditors disclaimed providing an opinion. The disclaimer was primarily due to the
uncertainties surrounding provisions of the Affordable Care Act and the impact of potential changes in law that
would impact underlying assumptions of financial projections. These statements were developed based upon
current law using information from the 2014 Medicare Trustees Report, as required by standards issued by the
Federal Accounting Standards Advisory Board. The Financial Section of this report includes more detailed
information.

As required by the Federal Managers’ Financial Integrity Act of 1982 (FMFIA) and the Office of Management and
Budget’s Circular A-123, Management’s Responsibility for Internal Control, we also evaluated our internal controls
and financial management systems. We identified one material weakness, which also constitutes a non-
conformance under Section 4 of FMFIA, and one material noncompliance, which are respectively: (1) Information
System Controls and Security and (2) Error Rate Measurement. Management continues efforts to improve our
financial reports and systems. The Management’s Discussion and Analysis section of this report includes further
details.

HHS Building Progress
Delivery System Reform

Over the last four years, the Affordable Care Act rolled out comprehensive health insurance reform.  When you
consider the law through the lens of access, affordability, and quality, the evidence reflects that the Affordable
Care Act is working. Examples of the impact over the past four years include:

e Access. The number of uninsured adults decreased by 10.3 million adults since 2013. More than 7.3
million people signed up for Marketplace plans, paid their premiums, and accessed quality, affordable
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coverage. Another 8.7 million enrolled in Medicaid or CHIP since the beginning of Open Enrollment (as of
August 2014) — an increase of 15 percent compared to average monthly signups before October 1, 2013.
Three million Americans under the age of 26 gained coverage under their parent’s plans.

e Affordability. 70 percent of Americans with Marketplace insurance plans feel they can now afford care if
they get sick, and a majority say their premiums are easy to afford. Across the board, health care price
inflation is at the lowest level in 50 years.

e Quality. Americans are pleased by the quality of care they're receiving. In one recent survey, more than 3
in 4 newly insured consumers expressed satisfaction with their coverage. And from 2012 to 2013, there
were 150,000 fewer unnecessary hospital readmissions.

We will continue to improve, and have been challenged by the Office of Inspector General in our FY 2014 Top
Management Challenges to do so. We are committed to making progress and we will work with the American
people across all sectors. We have a four-part strategy moving forward:

e Improving access and affordability through the Marketplace. In order to make sure that Americans
continue to access affordable choices, we have to get HealthCare.gov right. We are prioritizing the most
important items and areas to improve, giving ourselves the appropriate amount of time for testing, and
focusing on security.

e Improving quality for patients and spending every dollar wisely. We are changing incentives to move from
a volume-based to a more impact-based system. We are investing in tools that expand our capacity to
change. We are improving the flow of information, so doctors can spend more time with patients and less
time doing paperwork, and so they can coordinate more effectively with one another.

e We are expanding access by expanding Medicaid. We are working to bring more states into the fold on
Medicaid expansion.

e We are partnering with organizations across the country to help consumers understand how to use their
existing and new coverage, including the role of prevention and wellness.

Unaccompanied Children
The growth in unaccompanied children over the last three years has risen from an estimated 6,600 children in FY

2011 to 58,000 children in FY 2014. The influx of unaccompanied children across our border is the result of
complex human tragedies. Although there are no easy answers to this issue, | am confident that we can work

together to care for the unaccompanied children in a way that honors the values of the American people while at
the same time enforcing the law and dissuading children from undertaking this dangerous journey. HHS has a role
in providing care to these children and we seek to minimize the time they initially spend in U.S. Customs and
Border Protection (CBP) custody. To do this, HHS is pursuing two key strategies: (1) reducing the amount of time
that children remain in our care before being placed with a sponsor (typically a parent or other relative) who can
care for them safely and appropriately while their immigration case is processed; and (2) expanding our shelter
capacity, both in standard shelters and temporary shelters for use during an influx. Additionally, in May and early
June, HHS established temporary emergency shelters on three military bases to help relieve the backlog of children
in CBP custody at the border. The Administration for Children and Families (ACF) provides grant funding to
organizations to operate standard shelters around the country to care for these children until they can be placed
with an appropriate sponsor, while awaiting immigration proceedings. We have made progress in both areas,
though significant work remains. Americans can be proud of the work carried out through partnerships between
government entities, the military, and communities.

Global Health Security
A consequence of a more interconnected world is the increasing opportunities for human, animal, and zoonotic

diseases to emerge and spread globally. The thousands of lives lost to Ebola are a tragic and solemn reminder of
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why global health security must remain a top priority. Through global partnerships and a strong whole-of-
government U.S. response, we will bring the epidemic under control. The HHS contribution includes the Centers
for Disease Control and Prevention (CDC), the National Institutes of Health (NIH), the Food and Drug
Administration (FDA), the Office of the Assistant Secretary for Preparedness and Response (ASPR), and the Office
of Global Affairs (OGA). Efforts include:

e CDCis working to make sure health care providers, public health workers, and others in this country enlist
in extra precautions to ensure protocols are being met. CDC is also working abroad and at home to
coordinate our national response. In the most impacted countries, CDC is helping to establish and equip
emergency operations infrastructure and train local staff, including surveillance, contact tracing, health
education, and testing of Ebola cases. CDC is partnering with ministries of health and humanitarian
groups in affected countries, the United Nations, the World Health Organization, and U.S. agencies and
hospitals across the country.

e NIH is working to develop an Ebola vaccine and recently began clinical trials using an expedited process.
NIH is also aiding the efforts of private sector and university researchers pursuing the development of
Ebola vaccines.

o FDA expedited the review of investigational New Drug Applications to speed along the process of relevant
medical products in development, and also authorized a diagnostic test developed by the Department of
Defense to detect the Ebola virus.

e ASPR is working with foreign governments, non-government organizations and industry partners to
support expediting the development of Ebola drugs and vaccines.

e OGA s helping coordinate our current response to the World Health Organization effort.

Delivering Impact to Meet Our Challenges

The HHS Inspector General identified 10 performance challenges that present opportunities for improvement.
These challenges range from overseeing the Health Insurance Marketplace, safeguarding privacy and data security,
to protecting HHS grants and contract funds from fraud, waste and abuse. Greater detail of how HHS is addressing
these challenges can be found in the Other Information Section under FY 2014 Top Management and Performance
Challenges Identified by the Office of Inspector General.

The hardworking Americans who rely on our Department as they look to obtain the building blocks of healthy and
productive lives are our “bosses.” We believe in managing well. We believe in transparency and we believe in
impact — impact for the American people. We’'re here to fight for affordability, access and quality. When we tackle
a problem at HHS, | make sure that we set out a very clear definition of impact from the beginning: What do we
hope to accomplish and who do we hope to accomplish it for?

| appreciate the talent of our employees and the relationships we have built with our state, local and nonprofit
partners. None of our accomplishments would be possible without them. We will continue to build and
strengthen relationships with anyone and everyone who shares our passion for impact and progress while helping
Americans obtain the building blocks of healthy and productive lives.

/Sylvia M. Burwell/

Sylvia M. Burwell
Secretary
November 13, 2014
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ABOUT THE AGENCY FINANCIAL REPORT

The Department of Health and Human Services (HHS or the Department) Fiscal Year (FY) 2014 Agency Financial
Report (AFR) provides fiscal and summary performance results that enable the President, Congress, and the
American people to assess our accomplishments for the reporting period October 1, 2013, through September 30,
2014. 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 (OMB) Circular A-136, Financial Reporting Requirements.
This document consists of three primary sections:

Management’s Discussion and Analysis

The Management’s Discussion and Analysis (MD&A) section provides an overview of the entire

report. Specifically, the MD&A presents an overview of performance and financial highlights for FY
2014. It also discusses HHS’s compliance with legal and regulatory requirements, a summary of audit

and management assurances and gives a brief look ahead to FY 2015.

Financial Section
The Financial Section includes the Report of the Independent Auditors, the Department’s Principal

Financial Statements, Notes to the Principal Financial Statements, Required Supplementary
Stewardship Information, and Required Supplementary Information.

Other Information

The Other Information section contains additional financial information including the Schedule of
Spending, the Office of Inspector General’s FY 2014 assessment of management challenges facing the
Department, a Management Report on Final Action and the Improper Payments Information Act

Report, as well as appendices to this AFR.

The Department has chosen to produce an AFR and Annual Performance Report and Performance Plan. In
February 2015, additional reports that will be available on the Department’s website (http://www.hhs.gov/budget)

include:

1. FY 2014 HHS Summary of Performance and Financial Information
2.FY 2016 Annual Performance Report and Performance Plan
3.FY 2016 Congressional Budget Justification

Certificate of Excellence in Accountability Reporting

In May 2014, HHS received the Certificate of Excellence

in Accountability Reporting (CEAR) from the Association

of Government Accountants (AGA) for its

FY 2013 Agency Financial Report. The CEAR Program was
established by the AGA, in conjunction with the Chief Financial
Officers Council, to further performance and accountability
reporting. Receiving the CEAR Award represents a significant
accomplishment for a federal agency. FY 2013 marks the first

year the Department received this prestigious award.
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MANAGEMENT DISCUSSION AND ANALYSIS

ABOUT THE DEPARTMENT OF HEALTH AND HUMAN SERVICES

HHS is the United States (U.S.) Government’s principal agency for protecting the health of all Americans, providing
essential human services, and promoting economic and social well-being for individuals, families, and
communities, including seniors and individuals with disabilities. HHS represents
almost a quarter of all federal outlays and administers more grant dollars than
Mission Statement all other federal agencies combined. HHS’s Medicare program is the nation’s
largest health insurer, handling more than one billion claims per year. Medicare
Our mission is to and Medicaid together provide health care insurance for one in four Americans.

enhance the health and
well-being of
Americans by providing

HHS works closely with state and local governments and many HHS-funded
services are provided at the local level by state or county agencies, or through
private sector grantees. The HHS Office of the Secretary (OS) and its 11

for effective health and
human services, and by
fostering sound,
sustained advances in

the sciences, underlying
medicine, public health, Our vision is to provide the building blocks that Americans need to live healthy,

operating divisions (OpDivs) administer more than 300 programs, covering a
wide spectrum of activities. In addition to the services they deliver, HHS
programs provide for equitable treatment of beneficiaries nationwide and
enable the collection of national health and other data.

and social services. successful lives. Each HHS OpDiv contributes to our mission and vision as

follows:

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. ACF programs aim to empower
families and individuals to increase their economic independence and productivity, and encourage strong, healthy,
supportive communities that have a positive impact on quality of
life and the development of children. For more information, please
visit: http://www.acf.hhs.gov.

The Administration for Community Living (ACL) is responsible for
providing national leadership and direction to plan, manage,
develop and raise awareness of comprehensive and coordinated
systems of long-term services and support that enable older

Americans and individuals with disabilities to maintain their health
and independence in their homes and communities. For more
information, please visit: http://www.hhs.gov/acl.

Women participating in an exercise program at
an ACL senior center in Portsmouth, VA.

The Agency for Healthcare Research and Quality’s (AHRQ) mission is to conduct health services research in order

to identify the most effective ways to organize, manage, finance, deliver high-quality health care, reduce medical
errors and improve patient safety. This mission is supported by focusing on 1) improving health care quality, 2)
making health care safer, 3) increasing accessibility, and 4) improving health care affordability, efficiency, and cost
transparency. For more information, please visit: http://www.ahrg.gov.

The Agency for Toxic Substance and Disease Registry (ATSDR) is charged with the prevention of exposure to toxic
substances and the prevention of the adverse health effects and diminished quality of life associated with
exposure to hazardous substances from waste sites, unplanned releases, and other sources of pollution present in
the environment. For more information, please visit: http://www.atsdr.cdc.gov.
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MANAGEMENT DISCUSSION AND ANALYSIS

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. CDC works to protect America from health, safety and
security threats, both foreign and domestic. Whether diseases start at home or abroad, are chronic or acute,
curable or preventable, human error or deliberate attack, CDC fights disease and supports communities and
citizens to do the same. For more information, please visit: http://www.cdc.gov.

The Centers for Medicare and Medicaid Services (CMS) administers public insurance programs that serve as the
primary sources of health care coverage for seniors and a large population of medically vulnerable individuals.
CMS acts 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 to
promote quality care for beneficiaries. CMS is also responsible for helping to implement many provisions of the
Affordable Care Act, such as the establishment of the Consumer Operated and Oriented Plan (CO-OP). This plan
fosters the creation of qualified non-profit health insurance issuers to offer competitive health plans in the
individual and small group markets. For more information, please visit: http://www.cms.gov.

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.

FDA is also responsible for advancing the public health by helping to speed
innovations that make medicines more effective, safer, and more
affordable and by helping the public get the accurate, science-based

In an FDA laboratory, chemist Patrick Gray, information they need to use medicines and foods to maintain and

Ph.D., prepares rice-based food samples for an . . C s .
amf,ys'?s,,,,,,Wi,,de,e,,{,,,,e,-f,,,feni!is improve their health. FDA also has responsibility for regulating the

present and, if so, how much.

manufacturing, marketing, and distribution of tobacco products to protect
the public health and to reduce tobacco use by minors.

Finally, FDA plays a significant role in the nation’s counterterrorism capability. FDA fulfills this responsibility by
ensuring the security of the food supply and by fostering development of medical products to respond to
deliberate and naturally emerging public health threats. For more information, please visit: http://www.fda.gov.

The Health Resources and Services Administration (HRSA) is responsible for improving access to health care by
strengthening the health care workforce, building healthy communities and achieving health equity. HRSA’s
programs provide health care to people who are geographically isolated, economically or medically vulnerable.
For more information, please visit: http://www.hrsa.gov.

The Indian Health Service (IHS) is responsible for providing federal health
services to American Indians and Alaska Natives. The provision of health
services to members of federally recognized tribes grew out of the special
government-to-government  relationship  between the  Federal
Government and Indian tribes. IHS is the principal federal health care
provider and health advocate for the Indian people, with the goal of

raising Indian health status to the highest possible level. IHS provides a Let's Move! in Indian Country (coordinated by

IHS) works to prevent childhood obesity in

comprehensive health service delivery system for approximately 2.2 e P e e R GeTE

million American Indians and Alaska Natives who belong to 566 federally
recognized tribes in 35 states. For more information, please visit: http://www.ihs.gov/.
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MANAGEMENT DISCUSSION AND ANALYSIS

The National Institutes of Health (NIH) seeks fundamental knowledge about the nature and behavior of living
systems and the application of that knowledge to enhance health, lengthen life, and reduce illness and disability.
For more information, please visit: http://www.nih.gov.

The Substance Abuse and Mental Health Services Administration (SAMHSA) is responsible for reducing the
impact of substance abuse and mental illness on America’s communities. SAMHSA accomplishes its mission by
providing leadership, developing service capacity, communicating with the public, setting standards, and improving
behavioral health practice in communities, and both primary and specialty care settings. For more information,
please visit: http://www.samhsa.gov.

The Office of the Secretary (0S), with the Secretary, leads HHS and its 11 OpDivs to provide a wide range of
services and benefits to the American people. In addition, the following staff divisions (StaffDivs) report directly to
the Secretary, managing programs and supporting the OpDivs in carrying out our mission. The StaffDivs are:

e Immediate Office of the Secretary (10S) http://www.hhs.gov/about/foa/osleadership

O The Executive Secretariat
0 Office of Health Reform (OHR)

e Office of the Assistant Secretary for Administration (ASA) http://www.hhs.gov/asa

O Program Support Center (PSC) http://www.hhs.gov/asa/psc

e  Office of the Assistant Secretary for Financial Resources (ASFR) http://www.hhs.gov/asfr

e  Office of the Assistant Secretary for Health (OASH) http://www.hhs.gov/ash

e Office of the Assistant Secretary for Legislation (ASL) http://www.hhs.gov/asl

e  Office of the Assistant Secretary for Planning and Evaluation (ASPE) http://www.aspe.hhs.gov

e Office of the Assistant Secretary for Public Affairs (ASPA) http://www.hhs.gov/aspa

e  Office of the Assistant Secretary for Preparedness and Response (ASPR)
http://www.phe.gov/preparedness

e Center for Faith-Based and Neighborhood Partnerships (CFBNP) http://www.hhs.gov/partnerships

e Departmental Appeals Board (DAB) http://www.hhs.gov/dab

e  Office for Civil Rights (OCR) http://www.hhs.gov/ocr

e  Office of the General Counsel (OGC) http://www.hhs.gov/ogc

e  Office of Global Affairs (OGA) http://www.globalhealth.gov

e  Office of Inspector General (OIG) http://www.oig.hhs.gov

e Office of Intergovernmental and External Affairs (IEA) http://www.hhs.gov/intergovernmental

e  Office of Medicare Hearings and Appeals (OMHA) http://www.hhs.gov/omha

e  Office of Minority Health (OMH) http://minorityhealth.hhs.gov

e  Office of the National Coordinator for Health Information Technology (ONC)
http://www.healthit.gov/newsroom/about-onc

On the next page, we present our organizational chart, which consists of the Office of the Secretary
(http://www.hhs.gov/secretary) and the noted StaffDivs and OpDivs. To find further information regarding
our organization, components and programs, visit our website at http://www.hhs.gov/about/foa.
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MANAGEMENT DISCUSSION AND ANALYSIS

PERFORMANCE GOALS, OBJECTIVES, AND RESULTS

Health and Human Services Performance Results

HHS continues to improve its performance management processes in alignment with the Government Performance
and Results Modernization Act. HHS executes Priority Goals through collaboration across the Department leading
to improvements in each goal. Additionally, the knowledge gained in these collaborations and during our data-
driven reviews has supported the development of our Priority Goals. HHS performance initiatives, including
Priority Goals, continue to influence plans and policies as demonstrated in the Department’s Strategic Plan which
guides our future efforts.

HHS also continues to engage with individuals across the federal performance management community to
implement best practice and refine our processes. These refinements and lessons learned have also influenced
future plans and are represented in the FY 2014 - FY 2015 Priority Goals which HHS has developed. The most
recent data and completed accomplishments as well as future actions on Priority Goals can also be found at
http://www.performance.gov. The site provides information on what measures and milestones HHS uses to track

progress toward these goals.

In addition to the HHS Strategic Goals and the HHS Priority Goals, HHS reported data on 135 key performance
measures in their FY 2015 HHS Annual Performance Report and Performance Plan. These measures represent
important issue areas being addressed by the health care and human services communities. These measures
present a powerful tool in improving HHS operations and help to advance an effective, efficient and productive
government. HHS regularly collects and analyzes performance data to inform decisions. While HHS does not yet
have FY 2014 data available for all measures due to the lag associated with data collection and reporting, HHS’s
Operating and Staff Divisions constantly strive to find lower-cost ways to achieve positive impacts, in addition to
sustaining and fostering the replication of effective and efficient government programs.

Looking Back at FY 2013 Performance

It is helpful to look at how HHS invests resources toward fulfilling the Department’s mission through its strategic
goals. In FY 2013, HHS focused on five strategic goals:

Strengthen Health Care

Advance Scientific Knowledge and Innovation

Advance the Health, Safety, and Well-Being of the American People
Increase Efficiency, Transparency, and Accountability of HHS Programs

vk wh e

Strengthen the Nation’s Health and Human Services Infrastructure and Workforce

As shown in the FY 2013 HHS Summary of Performance and Financial Information, the chart on the next page
provides the breakdown of the HHS FY 2013 budget by strategic goal. Although HHS funding here is broken down
into strategic goals, many of the programs in HHS are crosscutting in nature and support a number of strategic
goals.
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Total FY 2013 HHS Budget

Goal 2

0,

(]
Goal 3
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Goal 1 Goal 5
89% <1%
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The total resources available to spend in FY 2013 were $1.3 trillion. The majority of the Department’s funding was
primarily associated with Goal 1 because of the large amount of money invested in delivering quality care and
services through Medicare, Medicaid, and the Children’s Health Insurance Program (CHIP). For FY 2013, of the five
strategic goals, 89 percent was spent on Goal 1, 3 percent on Goal 2, 6 percent on Goal 3, 2 percent on Goal 4, and
less than 1 percent on Goal 5.

The chart below demonstrates the HHS FY 2013 budget spent $386 billion after subtracting the costs of Medicare,
Medicaid, and CHIP. Of the five strategic goals excluding Medicare, Medicaid, and CHIP, 18 percent was spent on
Goal 1, 21 percent on Goal 2, 48 percent on Goal 3, 12 percent on Goal 4, and 1 percent on Goal 5.

FY 2013 HHS Budget Excluding Medicare, Medicaid CHIP

Goal 4, 12%

Goal 5, 1%

Goal 3, 48% Goal 1, 18%

Goal 2, 21%
BMGoall MGoal2 mGoal3 EGoal4 mGoal5

Similar information on FY 2014 strategic goals resource allocation will be published in the FY 2014 HHS Summary of
Performance and Financial Information, available in February 2015 on the Department’'s website
(http://www.hhs.gov/budget). A detailed breakdown of FY 2014 spending by HHS activity and budget function is
available now in the Other Information section of this report.
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Performance Management Process Milestones

In FY 2014, HHS released a new strategic plan outlining how the Department will emphasize program performance
to support the Department’s mission of protecting the health of all Americans, providing essential human services,
and promoting economic and social well-being for individuals, families, and communities, including seniors, and
individuals with disabilities. These efforts are shown through the successes of the near-term HHS Priority Goals
and the innovative and results-oriented solutions developed and delivered throughout the Department.
Furthermore, the alignment of Department activities to the HHS Strategic Plan provides the framework to
simultaneously address current issues and prepare to meet future challenges. This Plan is available at
http://www.hhs.gov/secretary/about/priorities/priorities.html and outlines four Strategic Goals:

Strengthen health care

Advance scientific knowledge and innovation

Advance the health, safety, and well-being of the American people

Ensure efficiency, transparency, accountability, and effectiveness of HHS programs

il A S

The table below lists alphabetically the primary OpDivs that contribute to each Strategic Goal.

1. Strengthen Health Care
Administration for Community Living (ACL)
Agency for Healthcare Research and Quality (AHRQ)
Centers for Disease Control and Prevention (CDC)
Centers for Medicare and Medicaid Services (CMS)
Food and Drug Administration (FDA)

Health Resources and Services Administration (HRSA)
Indian Health Services (IHS)
National Institutes of Health (NIH)

Substance Abuse and Mental Health Services Administration (SAMHSA)
2. Advance Scientific Knowledge and Innovation
Administration for Children and Families (ACF)

Administration for Community Living (ACL)
Agency for Healthcare Research and Quality (AHRQ)
Centers for Disease Control and Prevention (CDC)
Food and Drug Administration (FDA)
National Institutes of Health (NIH)
Substance Abuse and Mental Health Services Administration (SAMHSA)
3. Advance the Health, Safety and Well-being of the American People
Administration for Children and Families (ACF)
Administration for Community Living (ACL)

Agency for Healthcare Research and Quality (AHRQ)

Centers for Medicare and Medicaid Services (CMS)

Centers for Disease Control and Prevention (CDC)

Food and Drug Administration (FDA)
Health Resources and Services Administration (HRSA)
Indian Health Services (IHS)
National Institutes of Health (NIH)

Substance Abuse and Mental Health Services Administration (SAMHSA)

4. Ensure Efficiency, Transparency, Accountability, and Effectiveness of HHS Programs
Every Operating Division has responsibility within this goal.
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With collaboration from stakeholders throughout the Department, HHS is pursuing five Priority Goals for FY 2014-
2015, which contribute toward the achievement of our Strategic Goals. These efforts have supported significant
improvements in near-term outcomes and advanced progress toward longer-term, outcome-focused strategic
objectives. These Priority Goals include efforts to:

Improve patient safety

Improve health care through meaningful use of Health Information Technology
Improve the quality of early childhood education

Reduce cigarette smoking

vk e

Reduce food-borne illness in the population

Performance Results

The performance results in this section represent key measures and performance highlights demonstrating
progress toward each HHS Strategic Goal. In February 2015, additional performance measures and trends are
available in related reports on the Department’s website (http://www.hhs.gov/budget). These reports include:

e FY 2014 HHS Summary of Performance and Financial Information
e FY 2016 Annual Performance Report and Performance Plan
e FY 2016 Congressional Budget Justification

The accomplishments and performance trends below, including progress on HHS Priority Goals, underscore HHS’s
dedication to sustained performance improvement, and emphasis on working to meet the Department’s four
Strategic Goals. Targets presented within the graphs represent performance expectations based on a number of
factors and may not exceed the previous years’ results, although they may represent an improvement over
previous years' targets. The results displayed in bold and marked with an asterisk (*) within each Strategic Goal
indicate targets that were met or exceeded for the applicable period. Some results were not available at the time
of this report due to the lag associated with data collection requirements. The target is displayed to show planned
progress, with results expected in FY 2015.

Strategic Goal One: Strengthen Health Care

HHS continues to drive the effort to strengthen and modernize
health care to improve patient outcomes. Through its programs,
HHS also promotes efficiency and accountability, ensures patient
safety, encourages shared responsibility, and works toward high-
value health care. In addition to addressing these responsibilities,
HHS is improving access to culturally competent, quality health care
for uninsured, underserved and vulnerable populations.

HHS'’s efforts in patient safety as well as health care quality are
reflected in the improve patient safety Priority Goal

National Cancer Institute’s Bradford Wood, M.D., and . H _ H _ H
e e o kel e e N o (http://www.performance.gov/content/improve-patient-safety), in
Clinical Center in Bethesda, Maryland. order to reduce Healthcare-Associated Infections (HAIs). These
(Photo Credit Rhoda Bear)

infections can lead to significant morbidity and mortality, with tens
of thousands of lives lost each year. During the FY 2012-2013 Priority Goal period, HHS efforts focused on two of
these infections: central line-associated bloodstream infections (CLABSI) and catheter-associated urinary tract
infections (CAUTI). Despite the continual CLABSI reductions seen throughout the 2012-2013 Priority Goal period,
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HHS fell short of the final target, which was a 25 percent reduction in CLABSI or a final standard infection ratio (SIR)
of 0.51. Although CLABSI reduction was not retained in the FY 2014-2015 Priority Goal, this effort is closely
monitored and will continue to be publicly reported elsewhere by HHS. The reduction of CAUTI in hospitals is now
the singular focus of the FY 2014-2015 Priority Goal.

Leveraging the combined programmatic efforts within HHS, including
AHRQ, CDC, CMS and OASH, the Improve Patient Safety Priority Goal is
working to reduce CAUTI by 10 percent in hospitals nationwide by the end
of FY 2015. This is measured over the FY 2013 SIR of 1.03. The final SIR of
the previous Priority Goal period (1.03) was higher than the 2010 baseline
(.94). Although the SIR increased, knowledge gained during this period has

led to better data tracking and monitoring as well as new approaches in |l L
for Cancer Research, under NIH, reviews brain

the Intensive Care Units (ICUs) based on identified potential barriers. images in the dosimetry planning of radiation
X . X therapy for brain tumors.
Lessons learned were also used to focus HHS efforts, including targeting (Photo by Rhoda Bear)

the hospitals with the highest excess number of CAUTIs.

HHS program efforts that help health care partners achieve this goal include the AHRQ's Comprehensive Unit-
based Safety Program (CUSP), CDC’s development and maintenance of the National Healthcare Safety Network
(NHSN), CMS’s Quality Improvement Organizations (QIO) and Partnership for Patients initiative, and strategic
direction and support from OASH, including the National Action Plan to Prevent HAls.

Standardized Infection Ratio of Catheter-Associated Urinary Tract Infections

HHS Priority Goal- Improve Patient Safety
(* result met or exceeded target)

1.06
1.02
] ] I

FY 2010 FY 2012 FY 2012 FY 2013 FY 2013 FY 2014
Baseline 2nd Quarter 4th Quarter 2nd Quarter 4th Quarter 2nd Quarter

1.03 1.03

At the heart of HHS’s strategy to strengthen and modernize health care is the use of data to improve health care
quality, reduce unnecessary health care costs, decrease paperwork, expand access to affordable care, improve
population health, and support reformed payment structures. The nation’s health information technology
infrastructure enables the flow of information to power these critical efforts that can help facilitate the types of
fundamental changes in access and health care delivery proposed in the Affordable Care Act. A key step in this
strategy is to provide incentive payments to eligible providers serving Medicare and Medicaid beneficiaries who
adopt and meaningfully use certified electronic health records (EHR) technology. The improvement of health care
through meaningful use of health information technology (http://www.performance.gov/content/improve-health-

care-through-meaningful-use-health-information-technology) continues as a Priority Goal for the FY 2014-2015

period, with a goal of 425,000 incentive payments by the end of 2015. HHS will also begin tracking participating
hospitals and professionals that are eligible to attest to Medicare and Medicaid EHR Incentive Program Stage 2
meaningful use milestones and will report this data beginning in 2015. Providers must demonstrate Stage 1
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meaningful use before attesting to Stage 2. Please note that while information has been available quarterly,
targets have generally been set on an annual basis.

Number of Eligible Providers who Receive an Incentive Payment from
CMS Medicare and Medicaid Electronic Health Records Incentive Programs
HHS Priority Goal- Improve Health Care through Meaningful Use of Health Information Technology

(* result met or exceeded target)

414,914
371,673 408,059

309,802 325,124* 340,046
259,630
190,107
* ,

122,818 156,758
76,739

32,498 . l
| -

FY 2012 FY 2012 FY 2012 FY 2012 FY 2013 FY 2013 FY 2013 FY2013 FY2014 FY2014 FY2014 FY2014
1st 2nd 3rd 4th 1st 2nd 3rd 4th 1st 2nd 3rd 4th
Quarter Quarter Quarter Quarter Quarter Quarter Quarter Quarter Quarter Quarter Quarter Quarter

The National Health Service Corps (NHSC) addresses the nationwide shortage of health care providers by providing
recruitment and retention incentives in the form of scholarship and loan repayment support to health
professionals committed to a career in primary care and service to underserved communities. More than 45,000
primary care medical, dental, mental, and behavioral health professionals have served in the NHSC since its
inception. The field strength indicates the number of providers fulfilling active service obligations with the NHSC in
underserved areas in exchange for scholarship or loan repayment support. In FY 2013, the NHSC field strength was
8,899. The annual field strength is dependent upon funding levels and programmatic policy decisions that allocate
funding between the scholarship and loan repayment programs. NHSC loan repayors are immediately counted in
the annual field strength, while NHSC scholars are not counted until completion of training. The FY 2015
President’s budget request includes Affordable Care Act, discretionary, and new mandatory funding to
substantially grow the NHSC field strength to expand access to primary care services in underserved communities
and vulnerable populations in high need urban and rural communities across the country.

Field Strength of the NHSC, as Measured by the Number of Providers Fulfilling Active Service Obligations in
Exchange for Scholarship and Loan Repayment Agreements

(* result met or exceeded target)

10,279* 9,908*
8,899*
7,530* 7,520
4,308* y
3,601* /
FY 2008 FY 2009 FY 2010 FY 2011 FY 2012 FY 2013 FY 2014

(Target)

As an indicator of the number of health care organizations using AHRQ-supported tools to improve patient safety,
AHRQ relies in part on the Hospital Survey of Patient Safety (HSOPS). Some organizations that use the survey
voluntarily submit their data to a comparative database for aggregation. In 2013, data from 653 hospitals, 934
medical offices, and 40 nursing homes were available in the database. It is anticipated that as many as 1,750
organizations will have submitted information to the HSOPS comparative database by 2015. Interest in other
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AHRQ tools and resources has also remained strong, as evidenced by on-going participation in informational
webinars, electronic downloads, and orders placed for various products.

Number of Users of Research Using AHRQ-Supported Research Tools to Improve Patient Safety Culture
(* result met or exceeded target)

1,851*
1,627*
1,032* 1,128*
885*
*
- B I I I
FY 2008 FY 2009 FY 2010 FY 2011 FY 2012 FY 2013 FY 2014

Accountable Care Organizations (ACOs) are groups of doctors, hospitals, and other health care providers who
come together voluntarily to provide coordinated high quality care to the Medicare patients. This coordinated
care helps ensure that patients, especially the chronically ill, get the right care at the right time, with the goal of
avoiding unnecessary duplication of services and preventing medical errors. Leveraging the innovative model of
ACOs is a key part of promoting health care cost savings through the Affordable Care Act. While data collection on
a number of ACO-related measures began only in 2013, early results are encouraging. The number of Medicare
beneficiaries who have been aligned with ACOs in FY 2014 was 5,652,270, exceeding the target by over 50,000.
The number of physicians participating in an ACO in FY 2014 was 163,549, exceeding the target by over 30,000.

Strategic Goal Two: Advance Scientific Knowledge and Innovation

HHS is expanding its scientific understanding of how best to advance
health care, public health, human services, biomedical research, and to
ensure the availability of safe medical and food products. Chief among
these efforts is the identification, implementation, and rigorous
evaluation of new approaches in science, health care, public health, and
human services that encourage efficiency, effectiveness, sustainability,
and sharing or translating that knowledge into better products and
services.

AHRQ’s Team Strategies and Tools to Enhance Performance and Patient
Safety (TeamSTEPPS) is an evidence-based teamwork system used to
improve communication and teamwork skills among health care
professionals as a way to improve patient safety. The system, developed
- jointly by the Department of Defense (DOD) and AHRQ, has spread to all
NIH supported researchers are developing a 50 states, now reaching an estimated 30 percent of U.S. hospitals,
powered robotic prosthesis that senses a . . . . .
person’s next move and provides powered including small critical access hospitals. Over 8,000 master trainers have
assistance to achieve a more natural gait. . L.
received TeamSTEPPS training through AHRQ and DOD. These master
trainers, on average, have trained an additional 50 front line health care professionals for an estimated national

grand total of over 350,000.

The use and dissemination of data is a priority for the Department. ASPR is using big data and technology,
specifically geographic information systems, to enhance the ability to link, visualize, and analyze the multi-
dimensional realities of disasters and translate that data into actionable information at the state, local, and
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community level. FDA has launched openFDA, an initiative designed to spur innovation, advance regulatory
science and empower decision-making by providing software developers, researchers, consumers, and health
professionals easy access to high-value FDA public data. The initial pilot will cover datasets defined into three
broad focus areas: Adverse Events, Product Recalls, and Product Labeling.

SAMHSA launched two mobile apps in FY2014 to provide information
resources and tools regarding two key behavioral health issues — disaster
response and bullying prevention. In February 2014, SAMHSA launched
the Behavioral Health Disaster Response mobile app to support first
responders in times of natural or man-made disasters. This app enables
first responders to access and share behavioral health resources, with
those most in need, during and after deployment. In August of 2014,
SAMHSA also launched the KnowBullying app. This app helps parents and
caregivers engage in meaningful conversations with their children about
bullying. It includes strategies for different age groups to prevent bullying.
Parents and caregivers also learn about warning signs and to recognize if
their child is engaging in bullying, being bullied, or witnessing bullying. The
apps are tagged to allow SAMHSA to see screens/pages visitors view, clicks

A father and son handle 3D-printed virus
models at the NIH 2014 USA Science &

seven months of launch, the Disaster mobile app has been downloaded Engineering Festival.

on outbound links, device type and other traditional web metrics. Within

over 8,250 times. Within two months of launch, the KnowBullying app has
been downloaded almost 5,000 times.

Three new research awards (totaling up to $19.4 million over five years) will address the growing proportion of the
U.S. population that has multiple chronic medical conditions. These milestone-driven, phased awards are funded
through NIH’s Health Care Systems (HCS) Research Collaboratory, which engages health care systems as research
partners in conducting large-scale clinical studies. It is estimated that 3 in 4 adults over age 65 and 1 in 15 children
suffer from two or more chronic medical conditions--such as diabetes mellitus, chronic kidney disease,
hypertension, and chronic pain. As patients develop more chronic conditions, they are likely to use more health
care services and suffer negative outcomes, such as unnecessary hospitalizations, adverse drug reactions, declining
functional status, and mortality. Health care systems, which include health maintenance organizations and other
large integrated care settings, serve large populations of patients. Through these new collaborative research
projects, NIH is better able to conduct large-scale and cost-effective clinical research on multiple chronic
conditions within the settings where patients are already receiving their care.

Since 1980, CDC has developed international Field Epidemiology Training Programs (FETPs) serving 94 countries
that have graduated over 3,100 epidemiologists. Through FETPs, CDC helps establish a network of disease
detectives around the globe that are the first line of defense in detecting and responding to outbreaks in their
respective countries as well as neighboring countries. In FY 2013, FETP graduates and residents led 345 outbreak
investigations, and CDC’s Global Disease Detection Centers responded to 268 disease outbreaks. On average, over
80 percent of FETP graduates work within their Ministry of Health after graduation and many assume key
leadership positions, such as the National Director of Tuberculosis program and National Director of Chronic
Disease program in the Dominican Republic. In FY 2013, CDC met its target of bringing on 300 new FETP residents
to increase global health ministries’ ability to detect and respond to outbreaks.
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Capacity of Epidemiology and Laboratory within Global Health Ministries through FETP
As measured by the Number of New Residents

(* result met or exceeded target)

- 430
> 280* 300* iy
- . /
- . . /
== N 7
FY 2009 FY 2010 FY 2011 FY 2012 FY 2013 FY 2014
(Target)

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

HHS strives to promote the health, economic, and social well-being of children, people with disabilities, and older
adults while improving wellness for all. To meet this goal, the Department is employing evidence-based strategies
to strengthen families and to improve outcomes for children, adults, and communities. Underlying each objective
and strategy associated with this goal is a focus on prevention.

The improve the quality of early childhood education Priority Goal
(http://www.performance.gov/content/improve-quality-early-childhood-education) calls for actions to improve

the quality of programs for children of low-income families, namely Head Start and Child Care. For the Child Care
program, the aim is to increase the number of states with Quality Rating and Improvement Systems (QRIS) that
meet the seven high-quality benchmarks for child care and other early childhood programs developed by HHS, in
coordination with the Department of Education. QRIS is a mechanism used to improve the quality of child care
available in communities and increase parents’ knowledge and understanding of the child care options available to
them. Through the end of FY 2013, 27 states had a QRIS that met high-quality benchmarks, exceeding the goal of
25 states. States made several changes to their QRIS, such as opening eligibility to family child care providers,
expanding from a pilot program to statewide, and implementing new consumer education efforts.

Number of States Implementing QRIS that are Meeting the QRIS High-Quality Benchmarks
HHS Priority Goal- Improve the Quality of Early Childhood Education

(* result met or exceeded target)

FY 2011

FY 2012

FY 2013 27*

FY 2014

Ml 7777777777777/ 777777777777/ 78

Smoking and secondhand smoke kill an estimated 480,000 people in the U.S. each year. For every smoker who
dies from a smoking-attributable disease, another 30 live with a serious smoking-related disease. Smoking costs
the U.S. $133 billion in medical costs and $156 billion in lost productivity each year. While smoking among adults
in the U.S. has decreased significantly from a decade ago, the decline in adult smoking rates has slowed,
concurrent with reductions in state investments in tobacco control programs. In addition, the coordinated efforts
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of the Priority Goal to reduce tobacco use (http://www.performance.gov/content/reduce-combustible-tobacco-
use) have resulted in reductions in adult cigarette consumption, based on FY 2013 results (reported in June 2014).

In the 2014-2015 iteration of this Priority Goal, HHS is focused on a new measure of smoking-- annual per capita
adult combustible tobacco consumption in the U.S. This new measure focuses on all combustibles, not just
cigarettes, as a way to ascertain broader trends in tobacco use among adults. Data on this new measure will be
available following FY 2014. The data represented below captures the most recent results from the measure used
during the previous FY 2012-2013 Priority Goal period.

Annual Per Capita Cigarette Consumption by Adults in the United States
HHS Priority Goal- Reduce Cigarette Smoking

(* result met or exceeded target)

1,695

1,591 1507
! 1,367
J I I I i i ) ]
FY 2006 FY 2007 FY 2008 FY 2009 FY 2010 FY 2011 FY 2012 FY 2013

Salmonella is the leading known cause of bacterial foodborne illness and death in the U.S. Each year in the U.S.,
Salmonella causes an estimated 1.2 million illnesses and between 400 and 500 deaths. Salmonella serotype
enteritidis (SE), a subtype of Salmonella, is now the most common type of salmonella in the U.S. and accounts for
approximately 20 percent of all salmonella cases in humans, and reducing its prevalence is an HHS Priority Goal to
reduce foodborne illness in the population (http://www.performance.gov/content/reduce-foodborne-illness-
population). The most significant sources of foodborne SE infections are shell eggs (FDA-regulated) and broiler
chickens (USDA-regulated). Therefore, reducing SE illness from shell eggs is the most appropriate FDA strategy for

reducing illness from SE. Preventing Salmonella infections depends on actions taken by regulatory agencies, the
food industry, and consumers to reduce contamination of food, as well as actions taken for detecting and
responding to outbreaks. CDC estimated that, for 2007-2009, 40 percent of domestically-acquired, foodborne SE
illnesses were from eating shell eggs and 28 percent of total SE illnesses (foodborne, non-foodborne, and
international travel-associated) were from shell eggs. CDC completed an evaluation of a “food product” model to
estimate annual change in percentage of SE illnesses from shell eggs, but determined that necessary data about
contamination of shell eggs was not available. CDC concluded that this model could not be used unless new
sources of egg data were obtained. Therefore, as of January 2014, CDC began collecting exposure data from
persons with SE infection in FoodNet sites, a network that conducts surveillance for infections diagnosed by
laboratory testing of samples from patients. CDC will conduct a preliminary evaluation of this data to assess its
quality and determine its usefulness in updating CDC’s exposure model for estimating the proportion of total SE
illnesses attributable to shell eggs during 2014-2015.
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Rate of Salmonella Enteritidis lliness in the Population
HHS Priority Goal- Reduce Food-Borne lliness in the Population

(* result met or exceeded target)

3.03
2.74
I 2.61 247 532 2.43 2.58

FY 2012 FY2012 FY2012 FY2012 FY2013 FY2013 FY2013 FY2013 FY2014 FY2014 FY2014
1st 2nd 3rd 4th 1st 2nd 3rd 4th 1st 2nd 3rd
Quarter Quarter Quarter Quarter Quarter Quarter Quarter Quarter Quarter Quarter Quarter

3.02 3.06
2.76 2.79

One of SAMHSA’s goals in its Strategic Initiative on Recovery Support is to ensure that permanent housing and
supportive services are available for individuals with mental and substance use disorders. A way to meet this goal
is to ensure that the most vulnerable individuals who experience chronic homelessness receive access to
sustainable permanent housing, treatment, and recovery supports through grant funds and mainstream funding
sources. A measure of the effectiveness of this effort is to determine overall health status, both physical and
emotional health, from the consumer’s perception of his or her recent functioning. Following the initial 13
percentage point increase from FY 2008 to FY 2009, the percentage has consistently remained over 60 percent
since, and FY 2013 progress supports continued sustained performance. A lack of funding due to sequestration
and other budget restrictions led to no new grants being awarded in FY 2012, which impacted trends in this area.

Percentage of Adults Receiving Homeless Support Services who Report Positive Functioning at 6 Month Follow-up

(* result met or exceeded target)

66.0%* 62.3% 67.4%* 66.7% 66.1%* 63.1%
53.3% .
J %
FY 2008 FY 2009 FY 2010 FY 2011 FY 2012 FY 2013 FY 2014
(Target)

Head Start has shown a steady increase in the number of Head Start teachers with an Associate of Arts (AA),
Bachelor of Arts (BA), or other advanced degree in early childhood education, supported by plans to improve the
qualifications of staff. Based on the most recent data (as of early FY 2014), 94.6 percent of Head Start teachers
(42,527 out of 44,973) had an AA degree or higher, missing the target of 100 percent but improving significantly
since 2008. Additionally, 66 percent of Head Start teachers have a BA degree or higher, which far exceeds the
statutory requirement of 50 percent.
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Percentage of Head Start Teachers with AA, BA, Advanced Degree, or Other Degree
in a Field Related to Early Childhood Education

(* result met or exceeded target)

100.0%
93.2% 94.6%
80.4%* 83.2%* 85%* 88.2% (] o V
FY 2008 FY 2009 FY 2010 FY 2011 FY 2012 FY 2013 FY 2014
(Target)

ACL’s Administration on Aging (AoA) Family Caregiver Support Services enables family members who have a loved
one with disabilities or conditions that require assistance to use an array of supportive services, including respite
care, information and assistance, support groups, and training. Caregivers are frequently under substantial strain
with the responsibilities of caring for their ill relatives while also caring for children or other family members while
employed. Since 2008, Family Caregiver Support Services clients have rated services good to excellent consistently
above the target level of 90 percent. Nearly 90 percent of respondents reported that the services helped them to
be a better caregiver, and nearly three quarters report feeling less stressed due to the services.

Strategic Goal Four: Ensure Efficiency, Transparency, Accountability, and Effectiveness of HHS
Programs

As the largest grant-awarding agency in the Federal Government and the nation’s largest health insurer, HHS
places a high priority on ensuring the integrity of its expenditures. HHS manages hundreds of programs in basic
and applied science, public health, income support, child development, and health and social services, which
award over 75,000 grants annually. The Department has robust processes in place to manage the resources and
information employed to support programs and activities.

One of CMS’s key goals isto pay claims properly the first time. This
means paying the right amount, to legitimate providers, for covered,
reasonable, and necessary services provided to eligible beneficiaries.
Paying correctly the first time saves resources required to recover
improper payments and ensures the proper expenditure of valuable
dollars. The primary cause of improper payments is Documentation and
Administrative Errors, in large part due to insufficient documentation.
Other notable causes include Authentication and Medical Necessity
Errors, caused by medically unnecessary services, and to a lesser extent,

incorrect diagnosis coding. Between FY 2009 and FY 2012, the improper ' Biiaeiediae il i a eI R A
Oakland Pride weekend in Oakland, California.

payment rate consistently improved. Data from FY 2013 indicates an
increase in this improper payment rate and efforts are currently in
progress to investigate and resolve the drivers causing this increase.

For Medicaid, the Payment Error Rate Measurement (PERM) program uses a 17 state three-year rotation for
measuring improper payments, so the FY 2014 rate is based on measurements conducted in FYs 2012, 2013, and
2014. To reduce the national Medicaid error rates, states are required to develop and submit corrective action
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plans targeting root causes of error. The current FY 2014 error rate is 6.7 percent. Additional information is

available in Section Ill - Improper Payments Infrormation Act Report.

Estimate of the Payment Error Rate in the Medicaid Program

(* result met or exceeded target)

9.4%

8.1%*
7.1%*
I I 1

6.7%

1

FY 2010 FY 2011 FY 2012 FY 2013

FY 2014

Percentage of Improper Payments Made Under the Medicare Fee-for-Service Program

(* result met or exceeded target)

10.8%

9.1%* g g5y  10.1%

1l

12.7%

|

FY2009 FY2010 FY2011 FY2012 FY 2013

A foundation of ACL’s program success is access to Home and
Community-based Services. In FY 2012, the Aging Services Network
served 9,206 clients per million dollars of Older Americans Act funding
exceeding the target of 8,600. Performance has largely trended upward
and performance targets have been consistently achieved. This reflects
the success of ongoing initiatives to improve program management and
expand options for home and community-based care. Aging and Disability
Resource Centers (ADRCs), along with increased commitments and
partnerships at the state and local levels, have all had positive impacts on
program efficiency. Between FY 2007 and FY 2012 performance has
improved by 10.5 percent, without the benefit of adjustment for inflation.
The targeted number of clients served is expected to be maintained or
slightly increased between FY 2013 and FY 2016.

Department of Health and Human Services

FY 2014

|

ACL provides older adults with medication
management assistance.
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Number of Clients Served by the Home and Community-Based Services, including Nutrition and Caregiver Services,

per Million Dollars of Title Il Older Americans Act Funding

(* result met or exceeded target)

FY 2008
FY 2009
FY 2010
FY 2011

FY 2012 9,206*

FY 2013 (Target) [/ 707777777 8,700
FY 2014 (Target) [0 77774 8,600

ACF’s Head Start program works to ensure that the maximum number of children are served and that federal funds
are used appropriately and efficiently by measuring under-enrollment across programs. Since Head Start grantees
range in size from super-grantees with multiple delegate agencies serving up to 20,000 children to individual
centers that serve as few as 15 children, a national under-enrollment rate better captures the under-enroliment
than the proportion of grantees that meet under-enrollment targets. An un-enrolled space or vacancy in Head
Start is defined as a funded space that is vacant for over 30 days.

The most recent data available indicate that, during the FY 2012-2013 program year, Head Start grantees had, on
average, not enrolled 0.7 percent of the children they were funded to serve, continuing steady improvement in
this area. Further improvements are expected in FY 2014 resulting from continued program support and technical
assistance.

Decrease in the Under-Enrollment Rate of Head Start Programs; Increased Number of Children Served Per Dollar

(* result met or exceeded target)

0.9%*

0.8% 0.8%
o/ * o/ %
0.7% 0.7% 0.6%
A
FY 2009 FY 2010 FY 2011 FY 2012 FY 2013 FY 2014

(Target)

Cross-Agency Priority Goals

HHS contributes to Cross-Agency Priority Goals with other federal agencies. For example, the Department
contributes significantly to the mission-related Science, Technology, Engineering and Mathematics (STEM) and
Service Members and Veterans Mental Health Cross-Agency Priority Goals. We are also maximizing federal
spending through participation in the Shared Services, and Benchmark and Improve Mission-Support Operations
efficiency goals. For more information on HHS’s contributions to Cross-Agency Priority Goals and progress, refer to
http://www.performance.gov/cap-goals-list.
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SYSTEMS, LEGAL COMPLIANCE, AND INTERNAL CONTROLS

Systems

Current Financial Systems

HHS financial management systems are designed to support effective internal controls and to produce accurate,

reliable, and timely financial information. Our current financial systems portfolio is depicted in the image below:
HHS Financial Management System Environment

4

Reports Dashboards/Analytics  Statements

Financial Statements  Managerial Reporting

Consolidated Financial Business
Financial Reporting Intelligence System
System [CFRS) (FBIS)

Financial Management Systems

NBS Unified Financial Management System (UFMS) HIGLAS

- Accounting Centers

The HHS Financial Management System Environment and its major components are described below.

The financial management systems component (shown above in the Financial Management Systems layer),
consists of three financial management systems that offer HHS a platform for effectively processing and tracking
its financial and accounting transactions while meeting the unique business needs of the users. Built upon a web-
based commercial off-the-shelf (COTS) solution, these three systems allow HHS to reliably execute financial
management procedures and business processes over a common infrastructure across the enterprise. The specific
systems are shown below:

e Unified Financial Management System (UFMS) supports HHS’s health care delivery mission and is
responsible for its regulatory functions. It is an integrated financial management system with four
standardized accounting centers (one for each of the OpDivs shown above, with the PSC supporting five
OpDivs and the 0S). UFMS, along with the Healthcare Integrated General Ledger Accounting System
(HIGLAS) and the National Institutes of Health Business System (NBS) (described below), provides the
accounting and financial backbone for managing the Department’s $1.4 trillion in budgetary resources.
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o  HIGLAS at CMS serves the Medicare Administrative Contractors (MACs) that process medical payments;
supports accounting for Medicaid and Children’s Health Insurance Program (CHIP) grants; generates the
CMS Financial Statements; and handles all vendor payments, payables, and receivables.

e NBS fosters NIH’s mission through the provision of business transaction capabilities that enable the NIH
scientific community and supporting organizations to acquire needed assets, goods and services. It serves
27 separate research institutes and centers supporting health research, an integral part of the HHS
mission.

The reporting systems component of HHS Financial Management System Environment (shown in the Reporting
Systems layer of the diagram at the top of this section) consists of two reporting solutions: Consolidated Financial
Reporting System (CFRS) and Financial Business Intelligence System (FBIS). These reporting systems accept data
from the financial management systems and facilitate reconciliation, financial analysis and reporting, as well as
management reporting. These reporting systems are described in more detail below:

e CFRS enables HHS to systematically consolidate information from the three financial management
systems. It generates the HHS-wide consolidated financial statements and other managerial reports on a
consistent, timely, and reliable basis and meets regulatory reporting requirements.

e  FBIS gathers information from the three financial management systems into a business intelligence
platform for integrated, timely, and accurate reporting and analysis. HHS is implementing FBIS in phases,
with the third phase rolled out during the fourth quarter of FY 2014. FBIS delivers actionable data to all
levels of the user community. HHS leadership primarily accesses this data using executive dashboards and
scorecards for strategic decision making, whereas others rely on operational reports, alerts, ad hoc
queries, and drill-down capabilities for making tactical decisions and to support their transactional
processing responsibilities. FBIS is currently integrated directly with UFMS and indirectly to HIGLAS and
NBS, thereby providing access to the financial and accounting data of these systems.

The primary goals for HHS’s Financial Management System Environment are to consistently strengthen internal
controls, to maintain data integrity, increase data transparency, and to report reliable financial information on a
timely basis. In addition, it is an HHS priority to ensure continual systems improvement by addressing identified
weaknesses through improved management oversight of the monitoring of our financial management controls,
systems and processes.

These objectives align with the requirement to abide by all relevant federal laws, regulations and authoritative
guidance. In addition, HHS seeks to comply with federal financial management systems requirements such as
those listed below:

e Federal Managers’ Financial Integrity Act of 1982

e Chief Financial Officers Act of 1990

e Government Management Reform Act of 1994

e Federal Financial Management Improvement Act of 1996
e (linger-Cohen Act of 1996

e Federal Information Security Management Act of 2002

e  OMB directives related to these laws
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Financial Systems Strategy, Opportunities and Challenges

In line with the goals described above and anticipating the need to meet new regulatory and reporting demands,
HHS is in the process of executing a Department-wide financial systems improvement strategy that it developed in
FY 2012 for both the Financial Systems Improvement Program (FSIP) and Financial Business Intelligence Program
(FBIP).

The most critical component of this multi-year initiative addresses the need to upgrade the three financial
management systems as part of FSIP, since the software vendor will end its support for the software version HHS is
currently operating in December 2015. In early 2014, HHS initiated the effort to upgrade these systems in order to
maintain a secure and reliable systems environment, while also protecting its investment. As part of the upgrade
effort, which we expect to complete in FY 2016, HHS will also implement data standards that will improve fiscal
transparency and accountability, enhance the accuracy of financial reporting, and reduce the need for burdensome
and manual reconciliations across the Department. Another key component of FSIP is the pursuit of sharing
initiatives, such as the standardization of accounting treatment across systems, the transitioning of the financial
management systems environment to a Cloud infrastructure design, and the use of shared acquisition contracts.
Concurrently with FSIP, HHS plans to continue executing FBIP in phases to expand the use of business intelligence,
with the goals of further enhancing financial management information and reporting, as well as facilitating
effective decision making.

To support both FSIP and FBIP, HHS has created a strong governance foundation in FY 2014. HHS established a
Financial Governance Board (FGB) to address at an enterprise level the financial management areas of common
concern among the OpDivs, including financial policies and procedures, financial data, and system technologies. In
addition, the FGB provides executive-level oversight of financial management-related areas and promotes
collaboration among stakeholders from the different disciplines within the financial management environment.

As it executes both programs, HHS is prepared to address the challenges that are inherent in programs of this
scale, including those listed below:

e Finding the right resources as part of an effective strategic workforce planning effort — The successful
completion of FSIP and FBIP hinges to a large degree on having the resources with the necessary skills and
experience working on the project. For the upgrade of our financial management systems, HHS has
sought internal resources as subject matter experts where possible, because they would be most familiar
with HHS’s business processes and unique requirements. Although program leadership has been
successful to date finding a sufficient number of high-quality, internal resources, challenges are certain to
arise in the future as additional needs surface and/or as resources currently on the project return to their
previous roles.

e Acquiring a steady flow of long term funding to ensure successful completion of new programs — Although
currently focused on the upgrade of our financial management systems, FSIP’s roadmap envisions other
important projects that, together with FBIP, would move HHS towards a state of operational excellence.
These multi-year initiatives will require funding through FY 2018. Any interruption of the required funding
could adversely affect HHS's ability to fully achieve the benefits that these programs offer.

e Complying with mandates from Congress and central agencies with diminishing resources — HHS is subject
to many mandates from Congress and central agencies (e.g. Treasury and OMB) that impact our financial
management systems. These mandates, such as the recent Digital Accountability and Transparency Act of
2014 (DATA Act), require that HHS initiate new projects to research their requirements, devise
appropriate solutions for meeting the requirements and then implement the solutions. In many cases,
these solutions have both significant system and non-system impacts. The cost to maintain currency with,
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and respond to, the current and future mandates is significant. HHS, like other agencies, faces the
challenge of seeking funding for these efforts in a fiscal landscape where each is asked to do more with
diminishing resources.

Legal Compliance

Anti-Deficiency Act (ADA)

The Anti-Deficiency Act prohibits federal employees from obligating in excess of an appropriation, or before funds
are available, or from accepting voluntary services. As required by the Anti-Deficiency Act, HHS notifies all
appropriate  authorities of any ADA violations. HHS notifications may be found at
http://www.gao.gov/legal/lawresources/antideficiencyrpts.html.

HHS management has taken and continues to take necessary steps to prevent future violations. With respect to
two possible issues, we are working through investigations and further assessment where necessary. We remain
fully committed to resolving these matters appropriately and complying with all aspects of the law.

Digital Accountability and Transparency Act of 2014 (DATA Act)

The recently-passed DATA Act expands the Federal Funding Accountability and Transparency Act of 2006 to
increase accountability and transparency in federal spending, making federal expenditure information more
accessible to the public. It directs the federal government to use government-wide data standards for developing
and publishing reports, and to make more information, including award-related data, available on the
USASpending.gov website. The standards and website allow stakeholders to track federal spending more
effectively. Among other goals, the DATA Act aims to improve the quality of the information on USASpending.gov,
as verified through regular audits of the posted data, and to streamline and simplify reporting requirements
through clear data standards. Additionally, the DATA Act accelerated the referral of delinquent debt owed to the
federal government to Treasury’s administrative offset program after 120 days of delinquency.

HHS is preparing now for implementation of the DATA Act starting in 2015. We reduced our delinquent debt
referral window from 180 days to 120 days, and we established processes to audit the information on the
USASpending.gov website. Furthermore, HHS is in the midst of revamping our accounting treatment manual to
facilitate data standards throughout the Department.

Improper Payments Information Act (IPIA) of 2002, Improper Payments Elimination and Recovery Act (IPERA) of
2010 and the Improper Payments Elimination and Recovery Improvement Act (IPERIA) of 2012

An improper payment occurs when federal funds go to the wrong recipient, the recipient receives an incorrect
amount of funds, or the recipient uses the funds in an improper manner. The Improper Payments Information Act
(IP1A) of 2002, as amended by the Improper Payments Elimination and Recovery Act (IPERA) of 2010 and the
Improper Payments Elimination and Recovery Improvement Act (IPERIA) of 2012, requires federal agencies to
review their programs and activities, identify programs that may be susceptible to significant improper payments,
perform testing of programs considered high risk, and develop and implement corrective action plans for high risk
programs. HHS is striving to better detect and prevent improper payments through close review of our programs
and activities using sound risk models, statistical estimates and internal controls.
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Patient Protection and Affordable Care Act (Affordable Care Act)

The Affordable Care Act is monumental legislation that implements comprehensive health care reform over the
next several years to make quality health care more affordable and accessible. The Affordable Care Act includes
provisions for a patient’s bill of rights, a Health Insurance Marketplace, tax credits for low-income Americans, and
expansion of the Medicaid program, helping to provide access to affordable health insurance options for all
Americans.

The Affordable Care Act also aims to reduce health care fraud, waste and abuse by toughening the sentences for
perpetrators of fraud; employing enhanced screening procedures; improving the monitoring of providers; and
using predictive modeling technology to target suspect behaviors. These efforts have enabled the government to
recover over $19.2 billion in related improper payments over the last five years.

A key aspect of the Affordable Care Act allows eligible Americans to receive a premium tax credit when purchasing
their health insurance coverage through the Health Insurance Marketplace. The amount of the credit can be paid
in advance directly to the consumer’s health insurer. Consumers then claim the premium tax credit on their
federal tax returns, reconciling the credit allowed with any advance payments made throughout the tax year. HHS
coordinates closely with the Internal Revenue Service (IRS) on this process.

HHS has already implemented many provisions of the Affordable Care Act. For more information about
implementation of the many Affordable Care Act provisions, visit the “Key Features” page at
http://www.hhs.gov/healthcare/facts/timeline/timeline-text.html.

Federal Managers’ Financial Integrity Act (FMFIA) and Federal Financial Management Improvement Act (FFMIA)
The Federal Managers’ Financial Integrity Act (FMFIA) requires federal agencies to annually evaluate and assert on
the effectiveness and efficiency of their internal control and financial management systems. Agency heads must
annually provide a statement on whether there is reasonable assurance that the agency’s internal controls are
achieving their intended objectives and the agency's financial management systems conform to government-wide
requirements. Section 2 of FMFIA outlines compliance with internal control requirements, while Section 4 dictates
conformance with systems requirements. Additionally, agencies must report on any material weaknesses
identified and provide a plan and schedule for correcting the weaknesses.

The Federal Financial Management Improvement Act (FFMIA) requires federal agency heads to assess the
conformance of their financial management information systems to mandated requirements. FFMIA expanded
upon FMFIA by requiring that agencies implement and maintain financial management systems that substantially
comply with federal financial management systems requirements, applicable federal accounting standards and the
U.S. Standard General Ledger at the transaction level. Guidance for determining compliance with FFMIA is
provided in OMB Circular A-123, Appendix D, Compliance with the FFMIA of 1996.

HHS is fully focused on the requirements of FMFIA and FFMIA through its internal control program and annual risk-
based assessment cycle. Based on thorough, ongoing internal assessments and FY 2014 audit findings, HHS
provides a qualified statement of reasonable assurance that controls are operating effectively and financial
systems conform to federal requirements. We are actively engaged with our OpDivs to correct the identified
weakness. More information on the internal control program and the HHS Statement of Assurance follows.
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Internal Control

FMFIA requires agency heads to regularly evaluate and report on the internal control and financial systems that
protect the integrity of federal programs. This evaluation aims to provide reasonable assurance that internal
controls are achieving the objectives of effective and efficient operations, reliable financial reporting, and
compliance with applicable laws and regulations. The safeguarding of assets is a subset of these objectives. HHS
has performed rigorous evaluations of its internal controls in compliance with OMB Circular A-123, Management’s
Responsibility for Internal Control, since FY 2006.

HHS management is directly responsible for establishing and maintaining effective internal controls in its
respective areas of responsibility. As part of this responsibility, management regularly evaluates internal controls
and HHS executive leadership provides annual assurance statements reporting on the effectiveness of internal
controls at meeting objectives. The HHS Risk Management and Financial Oversight Board (RMFOB) evaluates all
senior management assurances and provides a recommended Department assurance to the Secretary for
consideration. The Secretary’s annual Statement of Assurance is included on the following page.

HHS aims to strengthen its internal control assessment and reporting process to be more effective at identifying
key risks, developing effective risk responses, and implementing timely corrective actions. The HHS FY 2014 OMB
Circular A-123 assessment and the financial statement audit reported one material weakness in information
system controls and security, which also constitutes a non-conformance under Section 4 of FMFIA. Additionally,
HHS recognizes one material noncompliance with IPIA regarding Error Rate Measurement. These material
deficiencies were also reported in FY 2013.

Maintaining integrity and accountability in all programs and operations is critical to HHS’s mission and
demonstrates responsible stewardship over assets and resources. It also promotes responsible leadership,
ensures the effective delivery of high quality services to the American people and maximizes desired program
outcomes.
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MANAGEMENT ASSURANCES

Statement of Assurance
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The Department of Health and Human Services’ (HHS or the Department) 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. These objectives are to ensure (1) effective and efficient
operations; (2) compliance with applicable laws and regulations; and (3) reliable financial reporting. The
safeguarding of assets is a subset of these objectives.

As required by OMB Circular A-123, 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 one material weakness under Section 2 of FMFIA, which also constitutes a non-conformance under Section
4 of FMFIA, and one material noncompliance with the Improper Payments Information Act (IPIA):

1. Information System Controls and Security
2. Error Rate Measurement

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 OMB Circular A-123, Appendix A. The assessment identified one material weakness in internal control over
financial reporting related to the Department’s Information System Controls and Security. Other than this
exception, the Department provides reasonable assurance that internal controls were operating effectively as of
June 30, 2014, and no other material weaknesses were found in the design or operation of the internal control
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. The assessment
identified one material weakness in internal control over the effectiveness and efficiency of operations under
Section 2 of FMFIA related to the Department’s Information System Controls and Security, which also constitutes a
non-conformance under Section 4 of FMFIA. The assessment also identified one material noncompliance with IPIA
related to error rate measurement. Other than these exceptions, the Department provides reasonable assurance
that internal control over operations and compliance with applicable laws and regulations was operating
effectively as of September 30, 2014, and no other material weaknesses were found in the design or execution of
the internal control over operations and compliance.
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Federal Financial Management Improvement Act of 1996

The Federal Financial Management Improvement Act of 1996 (FFMIA) requires agencies to implement and
maintain financial management systems that substantially comply with Federal Financial Management System
Requirements, Federal accounting standards, and the United States Standard General Ledger at the transaction
level. HHS conducted its assessment of financial management systems for compliance with FFMIA in accordance
with OMB Circular A-123, Appendix D. The results of this evaluation identified one material noncompliance, which
constitutes a non-conformance under Section 4 of FMFIA, relating to the Department’s Information System
Controls and Security. Other than this exception, the Department substantially complies with FFMIA as of
September 30, 2014.

/Sylvia M. Burwell/

Sylvia M. Burwell
Secretary
November 13, 2014
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Summary of Material Weaknesses

FMFIA Section 2 FMFIA Section 4
System
Control Financial Reporting Operations Compliance Conformance
Areas (As of 6/30/2014) | (As of 9/30/2014) | (Asof9/30/2014) | (As of 9/30/2014)

1. Information

System Controls and 1 1 0 1
Security

2. Error Rate 0 0 1 0
Measurement

1. Information System Controls and Security

HHS acknowledges an internal control weakness related to information system security, including general and
application controls in our financial management systems, and other information system security weaknesses
identified through the annual Federal Information Security Management Act (FISMA) review. Although no one
financial management system had a material weakness, the pervasive nature of the deficiencies across the
organization leads management to conclude that these deficiencies in aggregate warrant classification as a
material weakness under Section 2 of FMFIA and a non-conformance under Section 4 of FMFIA. While the
Department has made progress in the remediation of this material deficiency, our information systems are not yet
in substantial compliance with the Federal Financial Management Improvement Act (FFMIA) of 1996 and its
associated regulatory guidelines.

2. Error Rate Measurement

HHS did not identify any material weaknesses in our internal controls over compliance with applicable laws and
regulations; however, HHS recognizes a process limitation relating to the Temporary Assistance for Needy Families
(TANF) program that results in one material noncompliance with IPIA. The TANF program is not reporting an error
rate, as required by IPIA, for Fiscal Year (FY) 2014 as statutory limitations currently prohibit HHS from requiring
states to participate in reporting a TANF improper payment measurement.
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Summary of Corrective Action Plans for Material Deficiencies

1. Information System Controls and Security

The range of challenges resulting in HHS’s Information System Controls and Security material weakness and system
non-conformance will require additional work beyond FY 2014 to address. In FY 2015, we will continue our efforts
to remediate this IT material weakness by coordinating with the established joint Chief Financial Officer (CFO) and
Chief Information Officer (ClIO) partnership to meet corrective action plan milestones and objectives. This
partnership expands ongoing efforts of the CFO, CIO and Chief Information Security Officer (CISO) to address the
issues underlying the IT material weakness and system non-conformance. We will continue to identify high risk
areas and key drivers of HHS’s financial systems, mixed financial systems and associated IT infrastructure and
collaborate with the various executive sponsor-led cross-cutting teams. The executive sponsors of each of these
teams are accountable to the RMFOB to drive results and establish effective operational controls to reduce risk.

2. Error Rate Measurement

HHS is limited with respect to corrective actions it can take to develop an error rate for TANF due to current
statutory limitations. When legislation is considered to reauthorize TANF, HHS plans to encourage Congress to
consider statutory modifications that would allow for a reliable error rate measurement.

For summary information related to HHS internal control, refer to the tables on the financial statement audit
material weakness findings and related management assurances in the Other Information section.
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LOOKING AHEAD TO 2015

HHS is the United States Government’s principal agency for
protecting the health of all Americans, providing essential human
services, and promoting economic and social well-being for
individuals, families, and communities, including seniors and < vy
individuals with disabilities. Guided by the HHS Strategic Plan, 2015 SSMH Ceremonial Opening
will be crucial in supporting continuing Health Insurance Marketplace S v
operations as well as many other efforts in a number of exciting and
challenging areas.

IHS Ribbon cutting ceremony celebrating the
opening of the new Samuel Simmonds Memorial

Stre ngthe n Health Care Hospital in Barrow, Alaska.

HHS is responsible for implementing many of the provisions included in the Affordable Care Act, which makes
health insurance coverage more secure and reliable for Americans, makes coverage more affordable and
accessible for families and small business owners, and helps bring down health care costs. The Affordable Care Act
also expands consumer choice, supports informed decision making and increases health insurance coverage for
low-income populations, partly through the expansion of Medicaid eligibility and the advent of the Health
Insurance Marketplace, which launched on October 1, 2013. More than 7.3 million people signed up for
Marketplace plans, paid their premiums, and accessed quality, affordable coverage. Another 8.7 million enrolled
in Medicaid or CHIP since the beginning of Open Enrollment (as of August 2014) — an increase of 15 percent
compared to average monthly signups before October 1, 2013. Beginning in January 2015, a new provision
enacted in the Affordable Care Act will increasingly tie Medicare physician payments to the quality and efficiency
of care they provide through the application of the Value-based Payment Modifier. As this modifier is phased in,
physicians who provide higher value care will receive higher payments than those who provide lower value care.

Efforts continue to emphasize access to quality, culturally-competent care for vulnerable populations, and the
population at large in many areas. This will include investments in health centers to provide increased access to
quality care in underserved areas, both rural and urban, with access to comprehensive primary and preventive
health care services. In addition, implementation of best practices to reduce health care associated infections and
investment to encourage and expand the meaningful use of health information technology will contribute to
overall efforts to ensure patient safety, promote efficiency and
accountability, and reduce health care costs.

Advance Scientific Knowledge and Innovation

HHS is working to advance scientific knowledge and innovation to
prevent, diagnose, treat diseases and disorders, address emerging
health threats, and sustain a vital and cutting edge workforce and
scientific infrastructure. Future HHS plans include accelerating the
development of opportunities for the prevention and treatment of
substance use and abuse, research Alzheimer’s disease and related
dementias, as well as human immunodeficiency virus (HIV), and
reverse the national epidemic of obesity and diabetes. Research will
also address health disparities, multiple chronic conditions, and

NIH's lab technician pipetting substrate at the

Biopharmaceutical Development Laboratory at the H : e PR . . .
Nationel Cancer Institute’s Frederick National Laboratory cardiovascular disease, critical health priorities facing America. HHS is

for Cancer Research in Frederick, Maryland. also sparking innovation in various ways, including the NIH’s “Follow
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that Cell” challenge. NIH is challenging science innovators to compete for prizes totaling up to $500,000, by
developing new ways to track the health status of a single cell in complex tissue over time. This could lead to a
tool that would, for example, monitor a cell in the process of becoming cancerous, detect changes due to a
disease-causing virus, or track how a cell responds to treatment.

Advance the Health, Safety, and Well-Being of the American People

HHS'’s focus will continue aligning with the National Prevention Strategy,
which will create environments that promote healthy behaviors such as
preventing and reducing tobacco use, and implementing a 21st century food
safety system to reduce foodborne illness in the population. HHS will also
help Americans achieve and maintain healthy weight through school-based,
workplace-based, and community-based strategies.

Global health security is an area in which HHS plays a crucial role. Through
the Biomedical Advanced Research and Development Authority (BARDA)
the Department provides an integrated, systematic approach to the

. A mother and daughter outside an
advanced development and purchase of the necessary vaccines, drugs, accessible home provided by ACL funded

Georgia Developmental Disability Council's
Universal Home Design project.

therapies, and diagnostic tools. Beyond developing, manufacturing, and

storing medical countermeasures for chemical, radiological, biological, and
nuclear threats, pandemic influenza, and emerging infectious threats, BARDA, along with HHS and industry
partners, is also working to provide new options to treat antibiotic-resistant infections. The Department will also
continue its effort to promote global well-being and health diplomacy, as well as creating a nimble system better
able to respond to unanticipated demands.

HHS plans to continue investing in efforts to prevent and manage chronic diseases and conditions, enhancing
clinical efforts including childhood and adult immunizations, threat detection and response, and supporting
behavioral and primary health integration. This will serve to support overall public health as well as protect
Americans’ health and safety during emergencies, and foster resilience in response to emergencies. Health at all
ages is a priority for the Department. Continued partnering between HHS and state, local, tribal, urban Indian, and
other service providers will sustain an essential safety net of services that protect children and youth, promote
their emotional health and resilience in the face of adversity, and ensure their healthy development from birth
through the transition to adulthood. Health and early intervention services ensure children get off to a good start
from infancy. In support of this, HHS will maintain efforts to
improve the quality of early childhood education for all
children, and other efforts that will put children and youth on
the path to successful futures, such as improving access to
care, treatment, and services for children and youth exposed
to traumatic events. Furthermore, by implementing
evidence-based strategies in home visiting, foster care, and
’ / | 4 | teen pregnancy prevention, HHS will ensure that this

— | e ' population is given the chance to succeed in adulthood and

_ : kWY Y 4 il can contribute to America’s success. Community living for
~ older adults and people with disabilities will continue to be
in the NIAID Laboratory of Malaria and Vector Research. an area of focus as the U.S. population over the age of 65 is

projected to increase by 29 percent between 2012 and 2020.
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Ensure Efficiency, Transparency, Accountability, and Effectiveness of HHS Programs

HHS will stay committed to developing effective systems, workforce, and infrastructure that can address

complicated and emerging challenges. These efforts will allow HHS to continue towards its goal of improved

health and well-being among Americans. Specifically, HHS will continue its evaluation efforts, including program

integrity reviews that ensure compliance with federal program
integrity regulations and identify areas to improve efficiency and
effectiveness. Also, HHS will further integrate strategic planning,
program performance and integrity, and budget management
efforts to provide better and more efficient public service.

One area identified to ensure effective and efficient services are
provided is recruiting, developing, retaining, and supporting a
skilled and diverse workforce. Supporting this, the Department is
making it a priority to fill STEMM (Scientific, Technical, Engineering,
Mathematics, and Medicine) positions. This effort strengthens
agency strategic workforce management architecture and capability
for mission critical occupations.

Department of Health and Human Services

Robert Fariss, Ph.D., chief of the Biological Imaging Core at
the National Eye Institute (NEI) under NIH, examines tissue
samples illuminated under a laser scanning microscope.
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ANALYSIS OF FINANCIAL STATEMENTS AND STEWARDSHIP INFORMATION

The Principal Financial Statements (statements) have been prepared to report the financial position, results of
operations, and budgetary resources of the HHS, as required by the Chief Financial Officers Act. The statements
are the Consolidated Balance Sheet, Statement of Changes in Net Position, Statement of Net Cost, and Combined
Statement of Budgetary Resources. In addition, HHS is also responsible for producing the Statement of Social
Insurance and the Statement of Changes in Social Insurance Amounts. The format presentations are in accordance
with the OMB Circular A-136. The statements found in the Financial Section of this report present our financial
condition as of September 30, 2014 and 2013.

The statements are prepared in conformity with U.S. generally accepted accounting principles (GAAP) established
by the Federal Accounting Standards Advisory Board (FASAB), and audited by the independent accounting firm of
Ernst & Young LLP, under the direction of our Inspector General. Accurate, timely, and reliable financial
information is necessary for making sound decisions, assessing performance, and allocating resources. The
Financial Section of this report presents our audited financial statements and notes.

Financial Condition: What is Our Financial Picture?

The Consolidated Balance Sheet presents resources owned or managed by HHS (assets), amounts owed by HHS
that will require payments from resources or future resources (liabilities), and the residual amounts retained by
HHS comprising the difference (net position). The table, on the next page, summarizes trend information
concerning components of our financial condition as of September 30 each year.

Another presentation of our financial picture is our Consolidated Statement of Net Cost, also found in the Financial
Section, with further detailed presentations located in the Other Information section. Year-over-year summary
changes for each of these statements are discussed in the following sections and provided in greater detail in the
Notes to the Principal Financial Statement found in the Financial Section of this report.
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Summary of Financial Condition Trends

(in Billions)
$Change % Change
2010 2011 2012 2013 2014 (2013-14) (2013-14)

Fund Balance with Treasury $ 1822 $ 1669 $ 1973 $ 1592 $ 1770 $ 17.8 11.2
Investments, Net 359.9 325.4 306.4 281.7 278.9 (2.8) (1.0)
Other Assets 216 40.6 27.0 29.3 264 (2.9) (9.9)
Total Assets $ 5637 $ 5329 $ 5307 $ 4702 $ 4823 $ 12.1 2.6
Accounts Payable $ 16 $ 12 3 113 12 3 10 $ 0.2) (16.7)
Entitlement Benefits Due and Payable 727 80.9 725 773 91.0 13.7 17.7
Accrued Grant Liability 4.2 45 3.7 39 33 (0.6) (15.4)
Federal Employee and Veterans' Benefits 10.0 10.2 11.0 116 12.0 04 34
Other Liabilities 10.7 8.1 112 135 16.8 33 244
Total Liabilities $ 992 $ 1049 $ 995 $ 1075 $ 1241 § 16.6 154
Net Position $ 4645 $ 4280 $ 4312 $ 3627 $ 3582 $ 4.5 (1.2)
Total Liabilities & Net Position $ 5637 $ 5329 $ 5307 $ 4702 $ 4823 $ 12.1 2.6

Assets: What Do We Own and Manage?

Assets represent the value of what we own and manage. Our total assets were $482.3 billion on September 30,
2014. This amount represents an increase of $12.1 billion (2.6 percent) over last year’s assets. The increase in
assets is primarily attributable to an increase in CMS’s Fund Balance with Treasury (FBwT) of $15.7 billion related
to increased appropriations for Payments to Trust Fund and Medicaid. This increase in FBWT was offset by a
decrease in CMS'’s Investments of $2.9 billion and a decrease in HHS’s Other Assets of $2.9 billion. The decrease in
Investments is primarily attributable to a decrease in the Medicare Hospital Insurance (HI) Trust Fund investments.

Figure 1: FY 2014 Assets by Type

(in Billions)

Investments, Net
$278.9 (57.8%)

Other Assets
/_ $26.4 (5.5%)

Fund Balance with
Treasury
$177.0 (36.7%)

Medicare Trust Funds are classified as Dedicated Collections in the financial statements and reported separately in
many of the financial statements and notes. Medicare Trust Fund holdings that are not needed to meet current
expenditures are invested in interest-bearing U.S. Treasury securities and reported on the Balance Sheet as
Investments, Net. This year the payments from the Medicare HI Trust Fund exceeded revenue collected from
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Federal Insurance Contributions Act (FICA) and Self Employment Contributions Act (SECA) withholding taxes;
therefore, CMS’s Trust Fund investments decreased by $2.9 billion.

Securities held by the Medicare Trust Fund are debts to the U.S. Government. While the Federal Government does
not set aside assets to pay future benefits associated with Medicare, the Medicare Investments shown on the
Balance Sheet present accounting balances of amounts that have been collected and not yet expended as benefit
payments. Although FICA and SECA revenue are beginning to grow following the national recession, the Hl
investments continue to decrease as expenses exceed revenues.

Liabilities: What Do We Owe?

Our liabilities, or amounts that we owe from past transactions or events, were $124.1 billion on September 30,
2014. This represents an increase of $16.6 billion (15.4 percent) more than the FY 2013 liabilities, primarily due to
Entitlement Benefits Due and Payable and Other Liabilities. Entitlement Benefits Due and Payable increased by
$13.7 billion (17.7 percent) from FY 2013, due to the Medicare, and the Affordable Care Act expanding eligibility
for Medicaid programs. This represents 73.3 percent and 71.9 percent of our total liabilities in FY 2014 and FY
2013, respectively. Additionally, Other Liabilities increased by $3.3 billion (24.4 percent) from FY 2013, primarily
due to contingencies related to the Medicaid audit and program disallowances and reimbursements of State Plan
Amendments.

Figure 2: FY 2014 Liabilities by Type

(in Billions)
Accounts
Payable
$1.0 (0.8%)
Other Liabilities \
$16.8 (13.5%) \ Entitlement
Federal Benefits Due and
P |

Employee & ayable

0,
Veterans' Benefits 391.0(73.3%)

$12.0 (9.7%)
Accrued Grant
Liability
$3.3(2.7%)

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 for
Medicare is included in the Statement of Social Insurance and discussed later in this analysis. A more extensive
discussion is provided in the Notes to the Principal Financial Statements located in the Financial Section of this
report.

Ending Net Position: What Have We Done Over Time?

Our net position represents the difference between assets and liabilities. Changes in our net position result from
changes that occur within the Cumulative Results of Operations and Unexpended Appropriations. Our net position
decreased by $4.5 billion (1.2 percent), from $362.7 billion in FY 2013 to $358.2 billion in FY 2014. The $358.2
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billion includes $243.8 billion for funds from dedicated collections (compared to $248.5 billion in FY 2013) and
$114.4 billion for FY 2014 for all other funds (compared to the FY 2013 ending balance of $114.2 billion).

The FY 2014 decrease of $4.5 billion includes a decrease of $16.4 billion in funds from dedicated collections
cumulative results of operation, and $1.5 billion in Cumulative Results of Operations for all other funds. The
decrease was offset by an increase of $11.7 billion in funds from dedicated collections Unexpended Appropriations
and, $1.7 billion in Unexpended Appropriations for all other funds. Net position is the sum of the Cumulative
Results of Operations since inception and Unexpended Appropriations that represent 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 Consolidated 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 Consolidated Net Cost of
Operations for the year ended September 30, 2014, totaled $952.0 billion.

Figure 3 depicts our FY 2014 Combined Net Cost of Operations by major budget function and significant
components. 94.7 percent of our annual net costs relate to Medicare ($518.1 billion) and the Health budget
function ($383.4 billion) which includes Medicaid. During FY 2014, the Medicare budget function experienced
growth of $19.5 billion (3.9 percent) and Health increased $37.5 billion (10.8 percent).

The growth in the Medicare budget function is primarily attributable to benefit expense increases in
Supplementary Medical Insurance (SMI) of $17.4 billion and HI of $5.3 billion, offset by SMI premium increases
(decrease to net cost) of $3.5 billion.

Figure 3: FY 2014 Combined Net Cost of Operations by Budget Function

(in Billions)
$600 -
$518.1
S500 -
$400 - $383.4
$300 -
$200 -
$100 - $50.7
s0 B
Medicare (CMS) Health (All OPDIVs Exlcuding ACF Income Security, Education,
and ACL) Training & Social Services (ACF &
ACL)

The FY 2014 Consolidated Net Cost of Operations represents an increase of $55.7 billion (6.2 percent) over FY
2013. Approximately 87.9 percent of Net Cost of Operations ($837.2 billion) relates to Medicare, Medicaid, CHIP
and other health programs managed by CMS. The Table, on the next page, depicts our Consolidated Net Cost of
Operations by major responsibility segment for the last five years.
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Consolidated Net Cost of Operations

(in Billions)
$Change % Change
2010 2011 2012 2013 2014 (2013-14) (2013-14)

Responsibility Segments:
CMS Gross Cost $ 7897 $ 8174 $ 8023 $ 8489 $ 9105 $ 61.6 73
CMS Exchange Revenue (60.7) (63.7) (65.1) (69.7) (73.3) (3.6) 5.2
CMS Net Cost of Operations $ 7290 $ 7537 $ 7372 $ 7792 $ 8372 $ 58.0 74

Other Segments:

Other Segments Gross Cost $ 1309 $ 1282 $ 1215 $ 1210 $ 1205 $ (0.5) (0.4)
Other Segments Exchange Revenue (3.2) (3.8) (3.2) (3.9) (5.7) (1.8) 46.2
Other Segments Net Cost of Operations ~ $ 12717 $ 1244 $ 1183 §$ 1171 $ 1148 $ (2.3) (2.0)
Net Cost of Operations $ 856.7 $ 8781 $ 8555 $ 8963 $ 9520 $ 55.7 6.2

Budgetary and Non-Budgetary Resources: What Were Our Resources and the Status of
Funds?

The Combined Statement of Budgetary Resources provides information on availability of budgetary and non-
budgetary resources at the end of the year. FY 2014 total resources were $1.4 trillion, representing an increase of
$88.5 billion (6.7 percent) over FY 2013. FY 2014 total obligations of $1.4 trillion increased by $92.3 billion (7.2
percent) compared to FY 2013. Our year-end resources were $37.9 billion, of which $8.5 billion are not yet
available for expenditure as of September 30, 2014. Total net outlays (cash disbursed for HHS's obligations) of
$937.4 billion increased by $49.2 billion (5.5 percent) from FY 2013 net outlays of $888.2 billion.

Statement of Social Insurance

The Statement of Social Insurance presents the 75-year actuarial present value of the income and expenditures of
the HI and SMI Trust Funds. Future expenditures are expected to arise for current and future program
participants. This projection is considered to be important information regarding the potential future cost of the
program. These projected potential future obligations are not included in the Consolidated Balance Sheet,
Statements of Net Cost and Changes in Net Position, or Combined Statement of Budgetary Resources.

Actuarial present values are computed under the intermediate set of assumptions specified in the Annual Report
of the Medicare Board of Trustees. As noted in the Trustees Report, the basis for the Part B projections has
changed since last year (for more information, see footnotes 20 and 21).

The Statement of Social Insurance presents the following estimates:

e The present value of future income (income excluding interest) to be received from or on behalf of
current participants who have attained eligibility age and the future cost of providing benefits to those
same individuals;
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e The present value of future income to be received from or on behalf of current participants who have not

yet attained eligibility age and the future cost of providing benefits to those same individuals;

e The present value of future income less future cost for the closed group, which represents all current

participants who attain age 15 or older in the first year of the projection period, plus the assets in the

combined HI and SMI Trust Funds as of the beginning of the valuation period;

e The present value of income to be received from or on behalf of future participants and the cost of

providing benefits to those same individuals;

e The present value of future income less future cost for the open group, which represents all current and

future participants (including those born during the projection period) who are now participating or are

expected to eventually participate in the Medicare program, plus the assets in the combined HI and SMI

Trust Funds as of the beginning of the valuation period; and

e The present value of future cash flows for all current and future participants over the next 75 years (open

group measure) increased from $(4.8) trillion, determined as of January 1, 2013, to $(3.8) trillion,

determined as of January 1, 2014.

Including the combined HI and SMI Trust Fund assets increases the present value, as of January 1, 2014, of future

cash flow for all current and future participants to $(3.5) trillion for the 75-year valuation period. The comparable

closed group of participants, including the combined HIl and SMI Trust Fund assets, is $(8.8) trillion.

Hospital Insurance Trust Fund Solvency

Pay-as-you-go Financing

The HI Trust Fund is deemed to be solvent as long as assets are sufficient
to finance program obligations. Such solvency is indicated, for any point in
time, by the maintenance of positive trust fund assets. In recent years,
current expenditures have exceeded program income for the HI program,
and thus, the HI Trust Fund assets have been declining. The following table
shows that HI Trust Fund assets, expressed as a ratio of the assets at the
beginning of the fiscal year to the expenditures for the year. This ratio has
steadily dropped from 124.0 percent at the beginning of FY 2010 to 77.0
percent at the beginning of FY 2014.

Trust Fund Ratio®
Beginning of Fiscal Year

‘ 2010 2011 2012

200%

150%

100%

50%

HI Trust Fund Ratio

/N

\_’—\

2000 2005 2010 2015 2020

2013

2014

HI ‘ 124.0% 107.0% 95.0%

Short-Term Financing

86.0%

77.0%

The HI Trust Fund is deemed adequately financed for the short term when actuarial estimates of trust fund assets

for the beginning of each calendar year are at least as large as program obligations for the year. Estimates in the

2014 Trustees Report indicate that the HI Trust Fund is not adequately financed over the next 10 years. Under the

intermediate assumptions of the 2014 Trustees Report, the HI Trust Fund ratio is estimated to continue to decline

! Assets at the beginning of the year to expenditures during the year.

Department of Health and Human Services

FY 2014 Agency Financial Report

43



MANAGEMENT DISCUSSION AND ANALYSIS

through 2015 and remain at approximately that level through 2023. From the end of 2013 to the end of 2023,
assets are expected to increase, from $205.0 billion to $320.0 billion.

Long-Term Financing

The short-range outlook for the HI Trust Fund is somewhat better than projected last year, and the estimated
depletion is 4 years later. After 2023, the trust fund ratio starts to decline quickly until the fund is depleted in
2030. HlI financing is not projected to be sustainable over the long term with the tax rates and expenditure levels
projected. Program cost is expected to exceed total income in 2014, and thereafter, income is projected to exceed
costs for several years before falling below it in 2022 and later. When the HI Trust Fund is exhausted, full benefits
cannot be paid on a timely basis. Tax revenues are projected to be sufficient to support 85.0 percent of projected
expenditures after the HI Trust Fund exhaustion in 2030, declining to 75.0 percent of projected expenditures in
2045, and to stabilize at about this level thereafter.

The primary reasons for the projected long-term inadequacy of financing under current law relate to the fact that
the ratio of the number of workers paying taxes relative to the number of beneficiaries eligible for benefits drops
from 3.2 in 2013 to about 2.1 by 2088. In addition, health care costs continue to rise faster than the taxable wages
used to support the program. In present value terms, the 75-year shortfall is $3.6 trillion, which is 0.8 percent of
taxable payroll over the same period.

Significant uncertainty surrounds the estimates for the Statement of Social Insurance. In particular, the actual
future values of demographic, economic, and programmatic factors are likely to be different from the near-term
and ultimate assumptions used in the projections. For more information, please refer to the Required
Supplementary Information: Social Insurance disclosures required by the FASAB.

Supplementary Medical Insurance Trust Fund Solvency

The SMI Trust Fund consists of two accounts — Part B and Part D. In order to evaluate the financial status of the
SMI Trust Fund, each account needs to be assessed individually, since financing rates for each part are established
separately, and their program benefits are quite different in nature.

While differences between the two accounts exist, the financing mechanism for each part is similar in that the
financing is determined on a yearly basis. The Part B account is generally financed by premiums and general
revenue matching appropriations determined annually to cover projected program expenditures and to provide a
contingency for unexpected program variation. The Part D account is financed by premiums, general revenues,
and transfers from state governments. Unlike the Part B account, Part D has generally included an indefinite
authority provision allowing for amounts to be transferred to the Part D account on an as-needed basis. This
provision allows previously apportioned amounts to change without additional Congressional action if those
amounts are later determined to be insufficient. Consequently, once an appropriation with this provision has been
made, no deficit will occur in the Part D account, and no contingency fund will be necessary to cover deficits.

Since both the Part B and Part D programs are financed on a yearly basis, from a program perspective, there is no
unfunded liability in the short or long-range. Therefore, in this financial statement the present value of estimated
future excess of income over expenditures for current and future participants over the next 75 years is SO.
However, from a government wide perspective, general fund transfers as well as interest payments to the
Medicare Trust Funds and asset redemption, represent a draw on other Federal resources for which there is no
earmarked source of revenue from the public. Hence, from a government wide perspective, the corresponding
estimate of future expenditures less income for the 75-year projection period is $(24.7) trillion.
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Even though from a program perspective, the unfunded liability is $0, there is concern over the rapid cost of the
SMI program as a percent of GDP. In 2013, SMI expenditures were 1.92 percent of GDP. By 2088, SMI
expenditures are projected to grow to 4.54 percent of the GDP.

The following table presents key amounts from our basic financial statements for fiscal year 2012 through 2014.

Table of Key Measures’
Based on the CMS Financial Statements?

(in Billions)
2014 2013 2012
Net Position (end of fiscal year)
Assets $ 3800 $ 3702 $ 4248
Less Total Liabilities 104.7 88.3 80.5
Net Position (assets net of liabilities) $ 2753 $ 2819 $ 3443
Change in Net Position (end of fiscal year)
Net Costs $ 8378 $ 7798 $ 7378
Total Financing Sources 820.4 756.1 710.8
Change in Net Position $ (174 $ (237 $ (210
Statement of Social Insurances (calendar year basis)
Present value of estimated future income (excluding interest) less expenditures for current and future
participants over the next 75 years (open group), current year evaluation $ (3823.0) $(47720) $(5581.0)
Present value of estimated future income (excluding interest) less expenditures for current and future
participants over the next 75 years (open group), prior year evaluation (4,772.0) (5,581.0) (3,252.0)
Change in present value $ 9490 $ 809.0 $(2,329.0)

Statement of Changes in Social Insurance Amounts

The Statement of Changes in Social Insurance Amount reconciles the change (between the current valuation
period and the prior valuation period) in the present value of future tax income less future cost for current and
future participants (the open group measure) over the next 75 years. This reconciliation identifies those
components of the change that are significant and provides reasons for the changes.

The present value as of January 1, 2014, would have decreased by $239.0 billion due to advancing the valuation
date by one year and including the additional year 2088, and by $139.0 billion due to the change in demographic
assumptions. However, changes in the projection base, economic and health care assumptions, and legislation
changes increased the present value of future cash flows by $447.0 billion, $772.0 billion, and $108.0 billion,
respectively.

Required Supplementary Information (RSI)

As required by Statement of Federal Financial Accounting Standards (SSFAS) Number 17, Accounting for Social
Insurance (as amended by SFFAS Number 37, Social Insurance: Additional Requirements for Management
Discussion and Analysis and Basic Financial Statements), CMS has included information about the Medicare trust
funds — HI and SMI. The RSI presents required long- range cash-flow projections, the long-range projections of the
ratio of contributors to beneficiaries (dependency ratio), and the sensitivity analysis illustrating the effect of the

? The table or other singular presentation showing the measures described above. Although, the closed group measure is not required to be
presented in the table or other singular presentation, the CMS presents the closed group measure and open group measure.

® Available at http://www.cms.gov.
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changes in the most significant assumptions on the actuarial projections and present values. The SFFAS Number
37 does not eliminate or otherwise affect the SFFAS Number 17 requirements for the supplementary information,
except that actuarial projections of annual cash flow in nominal dollars are no longer required; as such, it will not
be reported in the RSI. The RSl assesses the sufficiency of future budgetary resources to sustain program services
and meet program obligations as they come due. The information is drawn from the 2014 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.

Limitation of the Principal Financial Statements

The principal financial statements have been prepared to report our financial position and results of operations,
pursuant to the requirements of 31 U.S.C. 3515(b). While the financial statements have been prepared from our
books and records in accordance with GAAP for federal entities and the formats prescribed by OMB, the
statements are in addition to the financial reports used to monitor and control budgetary resources that are
prepared from the same books and records.

The 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 that provides
resources to do so.

The Required Supplementary Information section is unique to federal financial reporting. This section is required
under OMB Circular A-136, Financial Reporting Requirements, and is unaudited.
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FINANCIAL SECTION

MESSAGE FROM THE CHIEF FINANCIAL OFFICER

The Department of Health and Human Services (HHS or the Department) is
one of the largest, most complex financial organizations in the world. This
Agency Financial Report (AFR) represents our accountability report for FY
2014. We will issue the FY 2014 HHS Summary of Performance and Financial
HHSCFO o Information, and the FY 2016 Annual Performance Report and Congressional
Budget Justification in February 2015.

accountabily » stewardshp » collaboration

Through collaboration, our Chief Financial Officer (CFO) community manages

financial accountability, transparency, compliance, and risk across the
Department by prioritizing resources to drive results. We are committed to using taxpayer resources wisely to
carry out the Department’s mission. This year, for the first time, the Department received the prestigious
Certificate of Excellence in Accountability Reporting awarded by the Association of Government Accountants for
our FY 2013 AFR.

We are dedicated to upholding these standards of excellence. During 2014, we continued to carry out our role as
public stewards and worked together collaboratively to confront the challenges we faced. We have addressed the
planned time frames for correcting audit weaknesses and non-compliances in the Other Information section.
Other examples of our commitment to these standards of excellence include:

e Continued working together as a CFO community to improve Department-wide financial reporting and
systems, with the overall goal to consistently strengthen internal control, maintain data integrity, increase
data transparency, and report reliable information on a timely basis.

e |Initiated the upgrade of our financial systems to maintain a secure and reliable system environment, with
completion expected in FY 2016. We also expanded the use of business intelligence to further enhance
the availability and analysis of financial management information to facilitate effective decision making.

e Pursued sharing initiatives using a phased approach, such as the standardization of accounting treatment
across systems. Standardization is an important step to substantially comply with federal financial
management system requirements, applicable federal accounting standards and the U.S. Government
Standard General Ledger at the transaction level as required by the Federal Financial Management
Improvement Act.

e Strengthened our governance foundation by establishing the Financial Governance Board (FGB) to
address, at an enterprise level, financial management areas of common concern across HHS. In addition,
the FGB promotes collaboration among stakeholders from the different mission support disciplines such
as grants, acquisitions, human resources, information technology, and our shared service provider.
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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. For the Statement of Social
Insurance and the Statement of Changes in Social Insurance Amounts, the auditors disclaimed providing an
opinion. The disclaimer was primarily due to the uncertainties surrounding provisions of the Affordable Care Act
and the impact of potential changes in law that would impact underlying assumptions of financial projections.
These statements were developed based upon current law using information from the 2014 Medicare Trustees
Report, as required by standards issued by the Federal Accounting Standards Advisory Board. Please refer to the
Report of the Independent Auditors, Principal Financial Statements, and Notes to the Principal Financial
Statements, in this section for further information.

| want to thank our employees and partners. This report, and the accomplishments it describes, is a reflection of
their extraordinary dedication to our mission. Together, we look forward to further improving the Department’s
financial management capabilities.

/Ellen G. Murray/

Ellen G. Murray

Assistant Secretary for Financial Resources and
Chief Financial Officer

November 13, 2014
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REPORT OF THE INDEPENDENT AUDITORS

« STRVICES,

&+ _/ DEPARTMENT OF HEALTH AND HUMAN SERVICES
1 w@, OFFICE OF INSPECTOR GENERAL
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WASHINGTON, DG 20201

TO: The Secretary
Through: DS
COS
ES
FROM: Inspector General AQ,,,M_,,( / M
DATE: November 13, 2014

SUBJECT: OIG Report on the Financial Statement Audit of the Department of Health and
Human Services for Fiscal Year 2014 (A-17-14-00001)

This memorandum transmits the independent auditors’ reports on the Department of Health

and Human Services (HHS) fiscal year (FY) 2014 financial statements, conclusions about the
effectiveness of internal controls, and compliance with laws and other matters. 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, to
audit the HHS (1) consolidated balance sheet as of September 30, 2014 and 2013, and the related
consolidated statements of net cost and changes in net position; (2) the combined statement of
budgetary resources for the years then ended; and (3) the statement of social insurance as of
January 1, 2014, and the related statement of changes in social insurance amounts. 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
Government Auditing Standards, issued by the Comptroller General of the United States; and
Office of Management and Budget (OMB) Bulletin 14-02, Audit Requirements for Federal
Financial Statements.

Results of the Independent Audit

Based on its audit, Ernst & Young found that the FY 2014 HHS consolidated balance sheet and
the related consolidated statements of net cost and changes in net position and combined
statement of budgetary resources were presented fairly, in all material respects, in conformity
with U.S. generally accepted accounting principles. As presented beginning in note 20 to the
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The Secretary
Page 2

financial statements, with respect to the estimates for the Centers for Medicare & Medicaid
Services (CMS) social insurance program as of January 1, 2014 and 2013, CMS management has
assumed, in the projections of the program, that the various cost-reduction measures will occur as
the Patient Protection and Affordable Care Act (P.L. No. 111-148) (ACA) requires. The
Medicare Board of Trustees, in its annual report to Congress, indicated, “While the ACA has
been successful in reducing many Medicare expenditures to date, there is a strong possibility that
certain of these changes will not be viable in the long range.” It further showed the potential
impact of this uncertainty in illustrative alternative scenarios and projections intended to provide
additional context for the actuarial estimates regarding the long-term sustainability of the social
insurance program. The width of the range of the social insurance liability estimates in the
various scenarios is significant. As a result, Ernst & Young was unable to obtain sufficient audit
evidence for the particular amounts presented in the statements of social insurance as of

January 1, 2014, 2013, 2012, 2011, and 2010 and the related statements of changes in social
insurance amounts for the periods ended January 1, 2014 and 2013. Ernst & Young was not able
and did not express an opinion on the financial condition of the HHS social insurance program
and related changes in the social insurance program for the specified periods.

Ernst & Young also noted two matters involving internal controls with respect to the financial
reporting. Under the standards established by the American Institute of Certified Public
Accountants and Government Auditing Standards, Ernst & Young identified a material weakness
in HHS’s financial information management systems and a significant deficiency in its financial
reporting systems, analyses, and oversight:

o Financial Information Management Systems—Ernst & Young noted HHS had continued to
make strides to improve controls that support the information technology infrastructure
and financial system applications. HHS operating divisions continued to address and
implement the existing governance, financial processes and practices, and system tools
needed to enhance controls over application information security and contingency
planning. HHS established standard operating procedures and practices to facilitate the
improvement of entitywide governance and security assessment and authorization
documentation. HHS also continued to establish system-level contingency plans and
backup policies and procedures to reduce redundancy and improve availability of
infrastructure that supports financial application systems. As in previous fiscal years,
Ernst & Young indicated a focused effort is still needed to completely remediate long
outstanding deficiencies to a level that supports an auditor’s reliance on controls within the
financial systems. Deficiencies were noted over controls related to segregation of duties,
configuration management, and access to HHS financial systems. The deficiencies
identified represent a material weakness in internal control.

. Financial Reporting Systems, Analyses, and Oversight—During the FY 2014 audit,
Ernst & Young noted further progress as HHS continued to improve current and
implement new financial management processes. HHS has started to automate more
manual journal entries, upgrade various financial systems, develop new guidance and
policies, improve infrastructure, and take other actions to address longstanding financial
reporting issues. While progress continued, the audit identified internal control
deficiencies in financial systems and processes for producing financial statements,
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including a lack of integrated financial management systems and insufficient analysis of
certain accounts. Ernst & Young continued to note HHS did not consistently perform
controls to ensure differences were properly identified, researched, and resolved in a
timely manner and account balances were complete and accurate. Ernst & Young
concluded additional improvements in the financial reporting systems and processes are
required. These deficiencies collectively constitute a significant deficiency in internal
control.

Ernst & Young identified several instances of noncompliance with laws and other matters.
During FY 2014, HHS was not in full compliance with the requirements of the Improper
Payments Information Act of 2002 (P.L. No. 107-300) (IP1A), as amended, and section 6411 of
ACA related to the implementation of recovery activities for the Medicare Advantage program.
HHS reported improper payment error rates for its high-risk programs except for Temporary
Assistance for Needy Families (TANF). HHS believes it does not have the authority under the
Social Security Act to compel the States to report error rates for TANF. One program, Medicare
Fee-for-Service, reported an error rate of over 10 percent, a violation of IPIA. Two other
programs, Medicaid and Foster Care, also reported error rates that increased from the error rates
reported in FY 2013, another violation of IPIA. We will be communicating further details on
agency compliance with improper payment reporting as required by the IPIA later in FY 2015.
In addition, HHS’s management determined that it may have one potential violation with certain
provisions of the Anti-Deficiency Act (P.L. No. 101-508) related to conference spending by the
Administration for Children and Families in FY 2014 and FY 2015. On the basis of the material
weakness reported over Financial Information Management Systems and the significant
deficiency reported over Financial Reporting Systems, Analysis, and Oversight, Ernst & Young
concluded HHS also did not comply with the Federal Financial Management Improvement Act of
1996 (P.L No.104-208).

Evaluation and Monitoring of Audit Performance

In accordance with the requirements of OMB Bulletin 14-02, we reviewed Ernst & Young’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;

. monitoring the progress of the audit;

. examining audit documentation, including those related to the review of internal controls
over financial reporting;

. reviewing the auditors’ reports, and;
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. reviewing the HHS FY 2014 Agency Financial Report.

Ernst & Young is responsible for the attached reports 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 financial management systems substantially complied with the Federal Financial
Management Improvement Act of 1996, or compliance with laws and regulations. However, our
monitoring review, as limited to the procedures listed above, disclosed no instances in which
Ernst & Young 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 Gloria L. Jarmon, Deputy Inspector General for Audit Services, at
(202) 619-3155 or through e-mail at Gloria.Jarmon@oig.hhs.gov. Please refer to report
number A-17-14-00001.

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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Report of Independent Auditors

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

Report on the Financial Statements

We have audited the accompanying consolidated balance sheets of the U.S. Department of
Health and Human Services (HHS) as of September 30, 2014 and 2013, and the related
consolidated statements of net cost and changes in net position, and the combined statements of
budgetary resources for the fiscal years then ended, and the related notes to the financial
statements. We were engaged to audit the statements of social insurance as of January 1, 2014,
2013, 2012, 2011, and 2010, the related statements of changes in social insurance amounts for
the periods ended January 1, 2014 and 2013, and the related notes to these financial statements.

Management’s Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of these financial
statements in conformity with U.S. generally accepted accounting principles; this includes the
design, implementation, and maintenance of internal control relevant to the preparation and fair
presentation of financial statements that are free of material misstatement, whether due to fraud
or error.

Auditor’s Responsibility

Our responsibility is to express opinions on these financial statements based on our audits.
Except as discussed in the Basis for Disclaimer of Opinion paragraphs with respect to the
accompanying statements of social insurance as of January 1, 2014, 2013, 2012, 2011, and
2010, the related statements of changes in social insurance amounts for the periods ended
January 1, 2014 and 2013, and the related notes to these financial statements, we conducted our
audits in accordance with auditing standards generally accepted in the United States, and 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. 14-02, Audit Requirements for Federal Financial Statements. 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.

An audit involves performing procedures to obtain audit evidence about the amounts and
disclosures in the financial statements. The procedures selected depend on the auditor’s
judgment, including the assessment of the risks of material misstatement of the financial
statements, whether due to fraud or error. In making those risk assessments, the auditor
considers internal control relevant to HHS’ preparation and fair presentation of the financial
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statements in order to design audit procedures that are appropriate in the circumstances, but not
for the purpose of expressing an opinion on the effectiveness of the entity’s internal control.
Accordingly, we express no such opinion. An audit also includes evaluating the appropriateness
of accounting policies used and the reasonableness of significant accounting estimates made by
management, as well as evaluating the overall presentation of the financial statements.

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a
basis for our audit opinion on the consolidated balance sheets as of September 30, 2014 and
2013, and the related consolidated statements of net cost and changes in net position, and the
combined statements of budgetary resources for the fiscal years then ended, and the related
notes to these financial statements.

Basis for Disclaimer of Opinion on the Statements of Social Insurance and the Related
Changes in the Social Insurance Program

As discussed in Note 20 to the financial statements, the statement of social insurance presents
the actuarial present value of the HHS’ 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. Because
of the large number of factors that 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. Projections of Medicare costs are sensitive to assumptions about
future decisions by policymakers and about the behavioral responses of consumers, employers,
and health care providers as policies, incentives, and the health care sector change over time. In
addition to the inherent variability that underlies the expenditure projections prepared for all
parts of Medicare, and as discussed below, significant additional variability and issues regarding
the sustainability of the underlying assumptions under current law were introduced by the
passage of the Patient Protection and Affordable Care Act (Affordable Care Act).

As further described in Note 21 to the financial statements, with respect to the estimates for the
HHS social insurance program presented as of January 1, 2014, 2013, 2012, 2011, and 2010,
management has assumed in the projections of the program that the various cost-reduction
measures will occur as the Affordable Care Act requires. Management 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.
The range of the social insurance liability estimates in the scenarios is significant. As described
in Note 21, the ability of health care providers to sustain these price reductions will be
challenging, as the best available evidence indicates that most providers cannot improve their
productivity to this degree for a prolonged period given the labor-intensive nature of these
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services. If the health sector cannot transition to more efficient models of care delivery and
achieve productivity increases commensurate with economy-wide productivity, actual future
costs for Medicare could exceed those shown in the projections. As a result of these limitations,
we were unable to obtain sufficient audit evidence for the amounts presented in the statements
of social insurance as of January 1, 2014, 2013, 2012, 2011, and 2010, and the related
statements of changes in social insurance amounts for the periods ended January 1, 2014 and
2013.

Disclaimer of Opinion on the Statements of Social Insurance and the Related Changes in
the Social Insurance Program

Because of the significance of the matters described in the Basis for Disclaimer of Opinion
paragraphs, 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 HHS social insurance program as of
January 1, 2014, 2013, 2012, 2011, and 2010, and the related changes in the social insurance
program for the periods ended January 1, 2014 and 2013.

Opinion

In our opinion, the financial statements referred to above present fairly, in all material respects,
the financial position of HHS as of September 30, 2014 and 2013, and its net cost, changes in
net position, and budgetary resources for the years then ended, in conformity with U.S.
generally accepted accounting principles.

Required Supplementary Information

U.S. generally accepted accounting principles require that the Management’s Discussion and
Analysis, Required Supplementary Stewardship Information, and Required Supplementary
Information as identified on HHS’ Agency Financial Report Table of Contents, be presented to
supplement the basic financial statements. Such information, although not a part of the basic
financial statements, is required by the Federal Accounting Standards Advisory Board, which
considers it to be an essential part of financial reporting for placing the basic financial
statements in an appropriate operational, economic, or historical context. We have applied
certain limited procedures to the required supplementary information in accordance with
auditing standards generally accepted in the United States, which consisted of inquiries of
management about the methods of preparing the information and comparing the information for
consistency with management’s responses to our inquiries, the basic financial statements, and
other knowledge we obtained during our audit of the basic financial statements. We do not
express an opinion or provide any assurance on the information because the limited procedures
do not provide us with sufficient evidence to express an opinion or provide any assurance.
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Other Financial Information and Other Information

Our audit was conducted for the purpose of forming opinions on the financial statements that
collectively comprise HHS’ basic financial statements. The Other Financial Information, as
identified on HHS” Agency Financial Report Table of Contents, is presented for purposes of
additional analysis and is not a required part of the basic financial statements. The Other
Financial Information is the responsibility of management and was derived from and relates
directly to the underlying accounting and other records used to prepare the basic financial
statements. Such information has been subjected to the auditing procedures applied in the audit
of the basic financial statements and certain additional procedures, including comparing and
reconciling such information directly to the underlying accounting and other records used to
prepare the basic financial statements or to the basic financial statements themselves, and other
additional procedures in accordance with auditing standards generally accepted in the United
States. In our opinion, the Other Financial Information is fairly stated, in all material respects, in
relation to the basic financial statements as a whole.

The Other Information has not been subjected to the auditing procedures applied in the audit of
the basic financial statements, and, accordingly, we do not express an opinion or provide any
assurance on it.

Other Reporting Required by Government Auditing Standards

In accordance with Government Auditing Standards, we also have issued our reports dated
November 13, 2014, on our consideration of HHS’ 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 in considering
HHS’ internal control over financial reporting and compliance.

/Emst & Young LLP/

November 13, 2014

A member firm of Ernst & Young Global Limited
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Report of Independent Auditors on Internal Control Over Financial Reporting
Based on an Audit of Financial Statements Performed in Accordance With
Government Auditing Standards

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

We have audited, in accordance with auditing standards generally accepted in the United States
and 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. 14-02, Audit Requirements for Federal Financial Statements, the financial
statements of the U.S. Department of Health and Human Services (HHS or the Department),
which comprise the consolidated balance sheet as of September 30, 2014, and the related
consolidated statements of net cost and changes in net position, and the combined statement of
budgetary resources for the fiscal year then ended, and the related notes to the financial
statements, and we were engaged to audit the statement of social insurance as of January 1,
2014, and the related statement of changes in social insurance amounts for the period ended
January 1, 2014, and have issued our report thereon dated November 13, 2014. That report
states that because of the matters described in the Basis for Disclaimer of Opinion paragraphs,
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, 2014, and the related statement of
changes in social insurance amounts for the period ended January 1, 2014.

Internal Control Over Financial Reporting

In planning and performing our audit of the financial statements, we considered HHS’ internal
control over financial reporting (internal control) to determine the audit procedures that are
appropriate in the circumstances for the purpose of expressing our opinion on the financial
statements, but not for the purpose of expressing an opinion on the effectiveness of HHS’
internal control. Accordingly, we do not express an opinion on the effectiveness of the HHS’
internal control. We limited our internal control testing to those controls necessary to achieve
the objectives described in OMB Bulletin No. 14-02. 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. A significant deficiency is a deficiency,
or a combination of deficiencies, in internal control that is less severe than a material weakness,
yet important enough to merit attention by those charged with governance.
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Our consideration of internal control was for the limited purpose described in the first paragraph
of this section and was not designed to identify all deficiencies in internal control that might be
material weaknesses or significant deficiencies and, therefore, material weaknesses or
significant deficiencies may exist that were not identified. Given these limitations, during our
audit, we did identify certain deficiencies related to Financial Information Management
Systems, described below, to be a material weakness. We also identified certain deficiencies
related to Financial Reporting Systems, Analyses, and Oversight, described below, to be a
significant deficiency.

Material Weakness
Financial Information Management Systems

HHS continued to make strides during fiscal year (FY) 2014 to improve the controls within its
supporting information technology (IT) infrastructure and financial application systems. We
noted attention among the operating divisions (OPDIVs) to address the existing governance,
financial processes and practices, and system tools related to controls over application
information security, and contingency planning for financial systems. The following
summarizes some of the improvements achieved that resulted from this increased attention.

e  Continued to enhance its standard operating procedures and practices to facilitate the
improvement of entity-wide governance and security management/security
assessment and authorization documentation.

e Continued to enhance its system-level contingency plans, backup policies, and
procedures that align to the continuity of operations plan (COOP) and consistent
testing practices in order to reduce redundancy and improve availability of the
supporting IT infrastructure and financial application systems.

e Updated and implemented service level agreements (SLAs) with key third-party
providers and respective backup policies and procedures that align to the COOP and
in order to strengthen availability of the supporting IT infrastructure and financial
application systems.

e Strengthened the HHS’ security program management practices through the
implementation of program-wide governance, security authorization activities, and
plan of actions and milestones (POA&M) management through the use of the Risk
Management Framework Portal (RMFP).

A focused effort is still necessary to remediate the long-outstanding deficiencies in Access
Controls, Configuration Management, and Segregation of Duties (SoD) to a level that supports an
auditor’s reliance on controls within these systems for the financial statement audit. Plans were
indicated to be in place by management to decrease the number and severity of the deficiencies
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remaining in the other significant systems, including the two primary general ledger applications —
Unified Financial Management System (UFMS) and National Institutes of Health (NIH) Business
System (NBS). Specifically, management informed us of policy improvements around SoD to
include addressing weaknesses around SoD and user recertification weaknesses at the OpDiv level
as well as strengthening the configuration management processes. However, the remaining un-
remediated deficiencies continue to constitute a material weakness in internal control. These
deficiencies fall into the following categories:

e Access Controls — which consist of:

— Inconsistently maintaining user access reviews, which monitor access, anomalies
and findings

— Ineffective review of super users/end user access, as users are reviewing their
own access, and reviews are not performed in a timely manner

e  Configuration Management — which consists of:

—  Excessive access for system administrators providing them the ability to develop
changes and also migrate those changes into the production environment

—  System Administration access within the production environment as well as
development access (SoD issue as well)

—  Lack of automated mechanisms to support change management activities
— Inability to verify that unauthorized changes were not made to the production
environment that did not go through the change approval and management
process; additionally, there is a lack of proactive monitoring of changes in
support of those reviews
e  Segregation of Duties — efforts necessary include:
—  Completely implementing role-based security

—  Establishment of least privileged access considerations for all users

—  Performance of a one-time clean-up activities for roles in conflict, and continued
sustainment of SoD principles moving forward
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The following is a summary of the deficiencies that we considered most critical. When assessed
in aggregate, we continue to conclude they could have a material effect on the financial
statements, and as a result, this forms the basis for our conclusion of an IT material weakness:

e Segregation of Duties — Access assignments were excessive for UFMS,
GrantSolutions (GS), NBS, Information for Management, Planning, Analysis, and
Coordination (IMPACII), Health and Human Services Consolidated Acquisitions
Solution (HCAS), Grants Administration Tracking and Evaluation System (GATES),
and Enterprise Human Resources & Payroll (EHRP) systems and did not document
and implement adequate SoD. Process Owners have not completely identified SoD
conflicts that can exist for GATES, GS, NBS, IMPACII, and EHRP and the roles and
users with these conflicts. In addition, UFMS, and EHRP applications, developer(s)
had full access to both development and production system. Centers for Medicare and
Medicaid Services (CMS) continues to experience difficulties in implementing its
policy of least privilege access, preventing and monitoring for inconsistencies in
access rights to various systems, and mitigating the potential impact on adequate SoD.
We found several deficiencies that may result in a potential lack of SoD at both the
Medicare fee-for-service contractors and across the enterprise.

e  Configuration Management (CM) — CM processes for NBS, HCAS, GATES, GS,
UFMS, and EHRP were insufficient to ensure only properly authorized changes were
implemented into production systems. For UFMS, we found that system
administrators have access to the production environment as well as development
access giving them the capability to migrate code. We also found that GATES
baseline configuration is not documented for the application and database levels. We
also noted CMS did not fully document waivers to change management policies when
those waivers involved contractors.

e Access Controls — Access controls exceptions were identified across the UFMS,
HCAS, GATES, GS, EHRP, and CFRS systems. Specifically, proactive user access
reviews and subsequent actions that were needed to be performed were not done in a
timely manner. Additionally, for HCAS and UFMS, certain users were certifying their
own access, and evidence of access modifications performed as a part of the
certification was not documented. GATES and GS do not have formal documented
procedures for conducting the Grants Management Review Board (GMRB) report
reviews, explicitly giving guidance for what and how to perform the review, as well as
what documents should be retained to support the reviews. Also, approximately 10%
of EHRP active users have not been reviewed by HR managers to ensure that only
authorized users have access to the application. At CMS, several vulnerabilities in
system configurations, program coding, input validation, and incident response
procedures were observed for the Medicare fee-for-service network.
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e FISMA compliance — The security management program, as required by the Federal
Information Security Management Act (FISMA) of 2002, provides a framework 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. Without a fully integrated security
management program, the design and implementation of security controls may be
inadequate; user roles and responsibilities may be unclear; and management,
operational, and technical controls may be inconsistently implemented. Such
conditions will lead to insufficient protection of sensitive or critical resources. As a
part of our FY 2014 FISMA assessment, we performed our procedures at the
following OPDIVs: (1) Indian Health Service (IHS), (2) U.S. Food and Drug
Administration, (3) NIH, (4) CMS, and (5) the HHS Office of the Secretary. Our
procedures identified the following deficiencies identified across the OPDIVs
reviewed:

—  Continuous Monitoring — We noted that the implementation and reporting
capabilities with respect to continuous monitoring are being refined. However,
the Department does not currently have a consistent and effective continuous
monitoring program. Such a program should identify and reconcile both user
access and identification of physical IT devices on the network. We noted that the
implementation and reporting capabilities with respect to continuous monitoring
are being refined.

— Patch Management — The Department does not have an effective process for
timely implementation of critical system patches. We noted inconsistencies in
processes as well as deficiencies with asset identification and asset management.

— ldentity and Access Management — The Department needs to standardize
identification and access management procedures to provision, recertify, and de-
provision user accounts.

— Remote Access Management — The Department has not fully implemented
adequate security controls over remote access to the HHS networks. We found
deficiencies related to policies and procedures and virtual private network (VPN)
user account maintenance.

—  Plan of Action and Milestones — The Department’s security management has not
fully implemented an effective POA&M process to ensure that all fields for each
POA&M record are entered and updated on a timely basis and that all POA&M
records are resolved and closed in a timely manner.
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Recommendations

HHS should continue the focus achieved in FY 2014 to remediate the remaining deficiencies.
The following are some specific considerations:

e Continue to identify, assess, modify, and monitor Access Controls, Configuration
Management, and SoD to further enhance the security posture of all applications.
Specific recommendations for the non-CMS OPDIV applications include:

— Develop and implement procedures to monitor, review and investigate user
access to include users with known SoD conflicts in a timely manner.
Additionally, ensure that all reviews and modifications/removal of access or
other actions performed as a result of the review process is documented in an
organizationally specified timely manner (industry best practice is within 10
business days.)

— Continue to review and verify that user access to critical financial applications is
properly granted and to recertify or remove access on a periodic basis.

— Develop and implement a process and procedures for physical inventory
identification as well as reconciliation of physical IT assets to those devices on
the network

— For GATES/GS, ACF management should consistently implement the GATES
and GS SoD matrices and monitor compliance to ensure that access to each
system is granted in accordance with the SoD matrix and commensurate with
user’s job roles and responsibilities.

— For UFMS, HCAS, EHRP, NBS, and IMPACII management should develop a
plan to implement controls for identifying, documenting, and monitoring SoD
conflicts within the change management process. SoD conflicts should be
considered when granting access to the development, test, and production
environments in order to limit the number of users with conflicting access to only
those users that require access specifically for their job function, including
business justification for any allowable conflicts. Additionally, management
should segregate all access to both the development and production environments
for any single user.

—  Continue to test, track, and authorize all system changes planned for release into
the production environment. Management should periodically review the list of
changes made in the production environment and confirm that the changes made
have gone through the formal change management process and that only
authorized changes were implemented into the production environment.
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—  For UFMS, management should enforce SoD within the change management
process and review the access of all personnel (including administrators) who
access development libraries and production libraries for appropriateness based
on the principle of least privilege.

— For GATES and GS, management should update policies and procedures to
include guidance for how to perform the GMRB report reviews, what to review,
and what documents should be retained to support the review.

—  For EHRP, the review of all active accounts, including system accounts, should
be conducted on a consistent basis so that only authorized users have access to
the application.

We have performed a separate financial statement audit of CMS for FY 2014 and in
conjunction with our reports on that audit have provided recommendations specific to CMS on
our IT internal control findings. Those findings and recommendations were considered in our
overall HHS conclusions.

Throughout the course of this year’s audit, we were informed that a handful of HHS
applications, to include GATES and EHRP, were going to be retired in the near future and
replaced by other internal systems or other governmental centers of excellence. However, a
focused effort should still be made to remediate weaknesses identified across all systems
currently in operation, including systems that will be retired in the coming years, so as to
mitigate risk and exposure to exploitation.

Significant Deficiency
Financial Reporting Systems, Analyses, and Oversight

During FY 2014, our audit identified further progress as HHS continued to implement new
processes, automate manual entries, upgrade (or plan for the upgrade) of its various systems,
relocate certain shared service center processes, develop new guidance and policies, improve
communication, improve its infrastructure by planning for the consolidation and relocation of
HHS offices, hire new experienced personnel, and provide training to address significant long-
standing issues. However, HHS and its OPDIVs’ internal reviews and the results of our testing
of internal control continued to identify internal control deficiencies in financial systems and
processes for producing financial statements, including lack of integrated financial management
systems and insufficient analysis of certain significant accounts. In many cases, the progress
discussed above and related processes continued to be developed throughout FY 2014 and will
require additional refinements in FY 2015 and beyond. Within the context of the approximately
$900 billion in departmental net outlays, the ultimate resolution of our specific 2014 findings
were not material to the financial statements taken as a whole. However, these matters are
indicative of systemic issues that should continue to be resolved.
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Lack of Integrated Financial Management System

The Federal Financial Management Improvement Act of 1996 (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. Over the
past 18 years, HHS has continued its efforts to overcome certain issues that have affected its
ability to become compliant with the FFMIA, including the following long-standing issues, for
which HHS and the audit have identified and reported in the past:

e  The recording of billions of dollars in manual journal entries to ensure balances within
financial systems are correct

e  Departures from requirements specified in OMB A-123 Appendix D, Management’s
Responsibility for Internal Control in Federal Agencies, and OMB A-130,
Management of Federal Information Resources, related to access and change
management controls within financial systems, as discussed above

e  The use of surveys or data calls to the OPDIVs or to the specified program to obtain
information for specified requests

e The lack of sufficient integration within the various financial systems which are not
complemented with sufficient manual preventative and detective-type controls,
including CMS’ durable medical equipment (DME) Medicare Administrative
Contractors (MACs) who have not fully implemented CMS” HIGLAS and the NIH
Business System which continues to have certain transactions which are captured
incorrectly as compared to the Treasury Standard General Ledger at the transaction
level and require adjustments to the accounting records

¢ Inconsistencies across the various accounting centers and financial systems on how
accounting transactions are captured and which standard general ledger accounts are
utilized, including intragovernmental and intergovernmental transactions

Resource limitations and other priorities have consistently been identified as the causes for
delays in upgrading certain system and financial internal control processes limiting HHS’ ability
to comply with requirements under FFMIA.

With the passage of new laws, including the Digital Accountability and Transparency Act (the

Data Act), and the continued implementation of Treasury requirements, including the continued
implementation of the Government-wide Treasury Account Symbol Adjusted Trial Balance

A member firm of Ernst & Young Global Limited

Department of Health and Human Services FY 2014 Agency Financial Report 66



FINANCIAL SECTION

EY

Building a bett Report on Internal Control
ullding a better
working world Page 9

System (GTAS) and other treasury endeavors, HHS has taken an aggressive approach in
addressing its compliance with the FFMIA Act. During FY 2014, the Department has moved
forward in its planning and initial implementation to upgrade its financial systems, expected to
be completed by FY 2016; initiated the updating and implementation of the Department-wide
accounting treatment manual (effective in FY 2016) to enable the collection of consistent
financial data and consistency in the processing of financial activity among its accounting
centers; prioritized and centralized additional resources in addressing certain issues related to
controls within its financial information management systems; and continued to automate the
manual journal entry processes required to ensure financial data is accurate.

As it continues its pursuit in resolving these long-standing issues, HHS needs to be vigilant in
developing, maintaining, and implementing consistent policies and procedures, monitoring the
implementation of its upgrades, providing extensive training throughout the Department to
ensure consistent application, and developing a monitoring program to ensure continued
compliance.

Financial Analysis and Oversight

Because deficiencies continue to exist in the financial management systems, management must
compensate for the deficiencies 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 deficiencies that impact HHS” ability to report accurate financial
information on a timely basis. Consistent with prior years, we found that certain controls were
not consistently performed to ensure that differences were properly identified, researched, and
resolved in a timely manner and that account balances were complete and accurate. We
identified the following items in the current year’s audit that indicate additional improvements
in the financial reporting systems and processes are required:

Department/Operating Division Periodic Analysis and Reconciliation

As deficiencies exist in financial systems, management compensates by implementing and
strengthening other manual controls to ensure that errors and irregularities are prevented or
detected in a timely manner. These manual and compensating controls may include monitoring
of budgets, reconciliations of accounts, analyses of fluctuations, aging of accounts, and manual
and supervisory reviews. During our audit, we found that certain controls still required further
improvements. The following represent specific areas that need enhanced periodic
reconciliation and analysis:

e  Departmental Review of OPDIV Financial Statements and Other Financial Activity —
Although the Department performs periodic reviews of OPDIV financial activity
related to required financial reporting or external inquiry, we noted that limited routine
communication from OPDIVs to notify the Department of newly adopted, unique
and/or complex financial management activity for purposes that may impact the
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Department’s required financial reporting was not taking place on a routine basis.
Progress was noted during our review of the financial statements whereby differences
had been reduced by a significant level through the Department’s review. However,
for CMS, we noted that full communication of significant or complex activities had
not taken place with the Department. Since CMS makes up over 80% of the
Department’s financial statements, the Department should have an opportunity to
review CMS financial statements and discuss treatment of significant transactions
prior to external release. Reporting matters should be communicated in advance and
on a regular basis because of the uniqueness and complexity of the operations at CMS.
Open communication will improve and align the reporting between CMS and the
Department to ensure consistent reporting.

e Intra- and Inter-governmental Transactions — HHS processes more than $1.5 billion
annually in intergovernmental and HHS transactions annually. During FY 2014,
certain controls related to intra-HHS transactions within the OPDIVs were not
working sufficiently to identify errors in a timely fashion. Intra-HHS transactions are
those transactions between HHS OPDIVs that require elimination to ensure the HHS
financial statements are fairly stated. For example, we identified one interagency
agreement between the NIH and the Program Support Center whereby a charge of
$5.9 million was recorded against the incorrect interagency agreement due to the
inappropriate reference included on the Intra-Governmental Payment and Collection
(IPAC) documentation. Further, due to the incorrect reference on the IPAC and it not
being identified in a timely manner, an additional $4.6 million IPAC was charged and
could not be recorded, as the obligation was not sufficient to cover the difference. As
a result, $1.2 million remained in suspense for approximately a year as the research of
the difference had not taken place at the point we selected the sample for our audit.
Once identified, the Program Support Center (PSC) and the National Institute of
Health (NIH) performed analysis and determined that the incorrect reference and
subsequent posting had occurred. Based on discussions with NIH and PSC personnel,
we believe there were several causes for the untimely resolution of the posting,
including the following: insufficient communications between NIH’s Office of
Finance, its Institutes and the PSC; NIH’s process for researching interagency
agreements and related activities; NIH’s untimely research of transactions included in
its fund balance with Treasury suspense account; and the need for further
information/documentation on IPAC charges, specifically appropriate interagency
agreement numbers, modifications, and potentially purchase order numbers.

Additionally, in certain cases, HHS has not properly classified Trading Partners and
failed to report intergovernmental transactions, using the appropriate USSGL account
number as prescribed by the Treasury Financial Manual. In addition, a formal process
has not been consistently applied between the Trading Partners to settle and report
transactions. This issue is apparent at the intragovernmental and intra-HHS levels. At
the intra-HHS reporting level, the Consolidated Financial Reporting System (CFRS)
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has reported unresolved intra-HHS differences from each reciprocal category of
nearly $150 million. This activity has been identified as “Federal” within HHS, but
the Trading Partners have not resolved the differences.

e  Property, Plant, and Equipment —We found that sufficient documentation was not
readily available to support certain amounts and disclosures related to property, plant,
and equipment. Additionally, we noted that certain assets that were purchased in prior
years and put into service were not recorded to the accounting records until fiscal year
2014.

Policies and Procedures

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 to ensure that sufficient knowledge of financial management
systems/processes or consistency and adequacy of internal control exist. For example, HHS
management indicated that, while certain policies within its procedural manuals have been
drafted awaiting final approval, including sections within its accounting treatment manual,
others continue to be on a listing waiting to be updated. Full implementation of the updated
accounting treatment manual is not expected until FY 2016. Additionally, we noted that HHS
utilizes several different means of providing guidance to its personnel; however, the guidance is
located at different intranet locations and may be at different stages of updating, thus making it
very confusing for the personnel to locate the most updated guidance. It is our understanding
that the Department and its OPDIVs are currently updating all financial management
procedures.

Further, 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 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. Additionally, we noted that although the financial
statements are submitted to OMB on the 21st day after the end of the quarter, the Department’s
policy did not require reconciliations to be completed and certified until the end of the month.

Financial Management Controls at CMS
We performed a separate audit of the financial statements of CMS and reported on the results of
our audit, including a report on its internal controls dated November 10, 2014. In that report, we

outlined details of deficiencies noted and made recommendations for improvement in their
financial management controls. Consistent with our findings in the previous year, we concluded
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that the aggregation of these deficiencies and those related to business partner risk management,
noted elsewhere in this report, to be a significant deficiency for the CMS internal control over
financial reporting.

Our observations related to financial management controls included a recommendation that 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, identifying, evaluating, and reviewing such
analysis would assist in ensuring that a perspective that incorporates a financial reporting point
of view is captured and considered. It may be beneficial for CMS to identify a cross-functional
working group to perform such analysis.

Business Partner Risk Management at CMS

CMS 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 Part C and Part D programs. We
continued to identify areas where improvements could be made in the control environment
related to the oversight of third-party contractors.

The contracts between CMS and its Medicare fee-for-service contractors include provisions that
require the MACsto develop and follow objectives established by CMS. Through the
established procedures, the MACs are required to a) periodically certify to the completeness and
accuracy of the financial information transmitted; b) document specific objectives and maintain
supporting documentation for review and audit; and c) provide monthly shared system reports
and related support for recorded amounts. Through its OMB Circular No. A-123,
Management’s Responsibility for Internal Control (A-123), AT Section 801, Reporting on
Controls at a Service Organization (AT 801), and regional office processes, CMS monitors the
MACs’ compliance with its policies and procedures, established controls, and the accuracy of
financial reporting.

While this approach to financial integrity supports monitoring of the MACs’ financial controls,
the oversight/monitoring process has not been fully effective in identifying and resolving
financial recording and reporting issues or ensuring that the issues are timely remediated by the
MACs. During our audit activities, we identified deficiencies where actions are required in the
following circumstances: (1) the claims completeness validation process between the claims
submitted by the providers and the claims received by the MACs; (2) the Medicare Summary
Notices, which are returned to the MACs but are not investigated as to why they are returned;
(3) the claims outstanding greater than one year — periodic review, track, or monitor those aged
claims other than those identified as bankruptcy, fraud, or abuse; and (4) the provider records —
reconcile, review, or monitor provider records and provider eligibility status on a periodic basis
to verify that all changes were timely and accurately and completely processed.
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Recommendations

We recommend that HHS 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 HHS:

e  Continue to move forward in its planning and implementation to upgrade its financial
systems; prioritize and centralize additional resources in addressing certain issues
related to controls within its financial information management systems; and continue
to automate the manual journal entry processes required to ensure financial data is
accurate.

e  Continue to update and implement the Department-wide accounting treatment manual
and other guidance to enable the collection of consistent financial data and
consistency in the processing of financial activity among its accounting centers and
headquarters. As policies and procedures are developed, training should be developed
and delivered across all OPDIVs to determine consistent application of the new
policies. Additionally, ongoing monitoring processes should be enhanced to ensure
appropriateness and consistency over the long-term and continued compliance.

e Develop increased communication protocols with all OPDIVs, especially CMS, to
enhance notification and awareness of newly adopted, unique and/or complex
financial management activity for purposes that may impact the Department’s
required financial reporting.

e Strengthen controls surrounding the property, plant, and equipment and related
processes to ensure that documentation is maintained and that balances are accurate
and supportable.

e  Continue to focus on the area of intra- and intergovernmental transactions to ensure
partner codes are identifiable with the transaction and that trading partners are
accounting for transactions consistently. HHS should also develop policies and
procedures to be implemented across HHS regarding the use of interagency
agreements — both within HHS and with other agencies. The policies should identify
required IPAC information, which may include agreement or modification numbers,
transaction account symbols, and, to the extent possible, purchase order numbers.
Once developed, HHS should provide Department-wide training to ensure consistency
in interpretation of the policies in accounting for interagency and intraagency activity.
It should also discuss processes to utilize when differences between trading parties
exist. Further, HHS should enhance its communication processes to ensure
interagency agreements are recorded correctly with differences being resolved on a
timely basis. This may entail sharing of information, periodic meetings, or use of an
independent group — such as headquarters or Treasury to mediate differences. Finally,
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to the extent that differences may be recorded in a fund balance with Treasury
suspense account, HHS should develop and monitor processes to ensure suspense
account transactions are cleared properly on a timely basis.

e Establish a policy individual or group to analyze the accounting and reporting of
unique, newly implemented, non-routine, or significant transactions; enhance the
financial reporting process; and address or identify transactions that required cross-
functional input. Enhancement of this process may assist to develop, document, and
validate the new critical accounting matters that are identified or implemented during
the year and improve the timeliness and completeness of the white papers. In addition,
prepare the required presentations and disclosures to ensure adequate time for analysis
and feedback from key stakeholders.

Additionally, we recommend that CMS continue to develop and refine its financial management
controls and business partner risk management as a means to improve its accounting, analysis,
and oversight of financial management activity. More detailed recommendations related to our
specific findings on these topics are included in our CMS Report on Internal Control.

STATUS OF PRIOR-YEAR FINDINGS

In the reports on the results of the FY 2013 audit of the HHS financial statements, a number of
issues were raised relating to internal control over financial reporting. The chart below
summarizes the current status of the prior-year items:

Material Weakness

Issue Area Summary Control Issue FY 2013 Status
Financial « Segregation of Duties Certain progress noted; certain
Management «  Change Management issues need continued focus.
Information

Systems *  Access Controls Modified Repeat Condition

¢ FISMA Compliance
Significant Deficiency

Financial Reporting e Lack of Integrated Financial Certain progress noted;

Systems, Analyses, Management System however, certain issues

and Oversight «  Financial Analysis and identified require continued
Oversight focus. Additionally, issues

related to intragovernmental
and intergovernmental

transactions were identified.
Modified Repeat Condition

« Statement of Social Insurance
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HHS’ Response to Findings

HHS’ response to the findings identified in our audit and examination are included in its letter
dated November 13, 2014, which has been included at the end of this report. HHS’ response
was not subjected to either the auditing procedures applied in the audit of the financial
statements or the attest procedures applied in the examination of internal control and,
accordingly, we express no opinion on it.

Purpose of this Report

The purpose of this report is solely to describe the scope of our testing of internal control and
the results of that testing, and not to provide an opinion on the entity’s internal control. This
report is an integral part of an audit performed in accordance with Government Auditing
Standards in considering the entity’s internal control. Accordingly, this communication is not
suitable for any other purpose.

/Ernst & Young LLP/

November 13, 2014
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Report of Independent Auditors on Compliance and Other Matters Based on an
Audit of the Financial Statements Performed in Accordance With
Government Auditing Standards

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

We have audited, in accordance with auditing standards generally accepted in the United States
and the standards applicable to financial audits contained in Government Auditing Standards
issued by the Comptroller General of the United States and the Office of Management and
Budget (OMB) Bulletin No. 14-02, Audit Requirements for Federal Financial Statements, the
financial statements of the Department of Health and Human Services (HHS), which comprise
the consolidated balance sheet as of September 30, 2014, and the related consolidated
statements of net cost and changes in net position and the combined statements of budgetary
resources for the fiscal year then ended, and the related notes to the financial statements, and we
were engaged to audit the statement of social insurance as of January 1, 2014, and the related
statement of changes in social insurance amounts for the period ended January 1, 2014, and
have issued our report thereon dated November 13, 2014. That report states that because of the
matters described in the Basis for Disclaimer of Opinion paragraphs, 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, 2014, and the related statement of changes in social insurance
amounts for the period ended January 1, 2014,

Compliance and Other Matters

As part of obtaining reasonable assurance about whether HHS’ 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. 14-02, including the requirements referred to in the Federal Financial
Management Improvement Act of 1996 (FFMIA) (P.L.104-208). However, 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. We limited our tests of
compliance to these provisions, and we did not test compliance with all laws and regulations
applicable to HHS.

The results of our tests of compliance with the laws and regulations described in the second
paragraph of this report disclosed instances of noncompliance or other matters that are required
to be reported under Government Auditing Standards and OMB Bulletin No. 14-02, as
described below.
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During fiscal (FY) 2014, HHS’ management determined that it may have potential violations of
the Anti-Deficiency Act (P.L. 101-508 and OMB Circular A-11) related to FY 2014 and FY
2015 obligation of funds for conference spending at the Administration for Children and
Families.

The Improper Payments Information Act (IPIA) of 2002 (P.L. 107-300) as amended by the
Improper Payments Elimination and Recovery Act (IPERA) of 2010 (P.L. 111-204) and the
Improper Payments Elimination and Recovery Improvement Act (IPERIA) of 2013 (P.L. 112-
248) (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 it continues to make progress, HHS is currently not in full compliance with the
requirements of the Acts. For example, HHS has reported error rates for each of its high-risk
programs, or components of such programs, except for the Temporary Assistance for Needy
Families (TANF). HHS indicated that it is unable to compel states to collect the necessary
information required to conduct an improper payment measurement for TANF due to Section
411 of the Social Security Act, which specifies the data elements that HHS may require states to
report, and Section 417 of the same Act, which dictates that the federal government may only
regulate the conduct of states where Congress has given them the express authority.
Accordingly, HHS feels that it does not have the authority to collect data pertaining to case and
payment accuracy for TANF since the information is not included under the Act. Additionally,
the Medicare Fee-for-Service program error rate exceeded 10%. Also, HHS is not in full
compliance with Section 6411 of the Affordable Care Act, as HHS has not yet implemented
recovery activities of the identified improper payments for the Medicare Advantage (Part C)
program. HHS indicated it remains committed to implementing this provision of the Affordable
Care Act, and anticipates awarding a Medicare Part C Recovery Audit Contractor contract in
2015.

Under FFMIA, we are required to report whether HHS® 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 HHS’
financial management systems did not substantially comply with certain requirements as
discussed above. We have identified the following instances of noncompliance related to
FFMIA:

e During fiscal year 2014, thousands of manual journal vouchers were required to be
recorded in Unified Financial Management System (UFMS)/National Institute of
Health (NIH) Business System (NBS) to post certain types of transactions not
currently configured correctly within UFMS and for the purpose of ensuring that
balances within financial systems are correct to enable the development of periodic
financial statements.
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e Although progress was noted, reviews of general and application controls over
financial management systems identified certain departures from requirements
specified in OMB A-130, Management of Federal Information Resources, and OMB
A-123 Appendix D, Management’s Responsibility for Internal Control in Federal
Agencies. 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, HHS
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.

e Currently, 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.

e The lack of sufficient integration within the various financial systems which are not
complemented with sufficient manual preventative and detective type controls,
including CMS’ durable medical equipment (DME) Medicare Administrative
Contractors (MACs) who have not fully implemented CMS’ HIGLAS and the NBS
which continues to have certain transactions which are captured incorrectly as
compared to the Treasury Standard General Ledger at the transaction level and require
adjustments to the accounting records.

e Inconsistencies across the various accounting centers and financial systems on how
accounting transactions are captured and which standard general ledger accounts are
utilized, including intragovernmental and intergovernmental transactions.

* k% x Kk %

HHS’ Response to Findings

Our Report on Internal Control dated November 13, 2014, includes additional information
related to the financial management systems that were found not to comply with the
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 HHS’
management responsible for addressing the noncompliance are provided in their letter dated
November 13, 2014. We did not audit management’s comments, and accordingly, we express
no opinion on them. Additionally, HHS is updating its Department-wide corrective action plan
to address FFMIA and other financial management issues.
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Purpose of this Report

The purpose of this report is solely to describe the scope of our testing of compliance and the
results of that testing, and not to provide an opinion on HHS’ compliance. This report is an
integral part of an audit performed in accordance with Government Auditing Standards in
considering HHS’ compliance. Accordingly, this communication is not suitable for any other
purpose.

/Ernst & Young LLP/

November 13, 2014

A member firm of Ernst & Young Global Limited

Department of Health and Human Services FY 2014 Agency Financial Report 77



FINANCIAL SECTION

DEPARTMENT’S RESPONSE TO THE REPORT OF THE INDEPENDENT AUDITORS

SRRvICy
el .,

$ 4

g é DEPARTMENT OF HEALTH & HUMAN SERVICES Office of the Secretary
"f-.,,[,‘( Washington, D.C. 20201
To: Daniel R. Levinson, Inspector General
From: Ellen G. Murray, Assistant Secretary for Financial Resources and Chief Financial Officer
Subject: FY 2014 Financial Statement Audit

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

We appreciate the opportunity to comment on the draft reports you provided. We generally concur with the
findings identified in the Report on Internal Control. The final reports will be included in our FY 2014 Agency
Financial Report. In response to your reports, we will prepare corrective action plans to address the identified
findings with particular focus on the reported material weakness, as described below.

The size and complexity of our information technology environment pose significant challenges to resolving the
deficiencies across our multiple financial management systems. While we have addressed deficiencies and risks as
they arise, a more strategic overall approach to strengthening controls and security over our financial systems
environment is needed. To accomplish this, the Department’s Chief Financial Officer and Chief Information Officer
communities are working together to develop a corrective action plan with milestones for addressing the
identified financial systems material weakness in a sustainable manner. We are also working closely with your
office and EY to identify and prioritize key risks, and to track our progress. HHS is dedicating additional resources
to significantly lower the risk in our financial systems in 2015.

Our stakeholders are committed to implementing this strategic approach and the Department’s Risk Management
and Financial Oversight Board will oversee this effort.

We look forward to continued collaboration with the OIG to improve our stewardship of taxpayer funds.

/Ellen G. Murray/

Ellen G. Murray

Assistant Secretary for Financial Resources and
Chief Financial Officer

November 13, 2014
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U.S. Department of Health and Human Services

Consolidated Balance Sheet
As of September 30, 2014 and 2013

Assets (Note 2)
Intragovernmental Assets
Fund Balance with Treasury (Note 3)
Investments, Net (Note 4)
Accounts Receivable, Net (Note 5)
Other Assets (Note 8)

Total Intragovernmental Assets

Accounts Receivable, Net (Note 5)

Inventory and Related Property, Net (Note 6)
General Property, Plant and Equipment, Net (Note 7)
Other Assets (Note 8)

Total Assets

Stewardship Property Plant and Equipment (Note 1)

Liabilities (Note 9)
Intragovernmental Liabilities
Accounts Payable
Other Liabilities (Note 13)

Total Intragovernmental Liabilities

Accounts Payable

Entitlement Benefits Due and Payable (Note 10)
Accrued Grant Liability (Note 12)

Federal Employee and Veterans’ Benefits (Note 11)
Contingencies and Commitments (Note 14)

Other Liabilities (Note 13)

Total Liabilities

Net Position
Unexpended Appropriations - Funds from Dedicated Collections (Note 19)
Unexpended Appropriations - All Other funds

Cumulative Results of Operations - All Other funds

Total Funds from Dedicated Collections

Total All Other Funds

Total Net Position

(in Millions)

2014 2013
176,958 159,192
278,900 281,723

919 3,649

95 103
456,872 444,667
10,159 10,933
8,606 8,602
5,868 5,364
810 689
482,315 470,255
401 565
3,022 2,009
3,423 2,574
555 662
91,037 77,277
3,314 3,949
11,979 11,566
11,332 8,900
2,501 2,581
124,141 107,509
16,215 4,469
107,427 105,728
Cumulative Results of Operations - Funds from Dedicated Collections (Note 19) 227,551 243,996
6,981 8,553
243,766 248,465
114,408 114,281
358,174 362,746
482,315 470,255

Total Liabilities and Net Position

The accompanying “Notes to the Principal 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, 2014 and 2013

(in Millions)
2014 2013
Responsibility Segments
Centers for Medicare & Medicaid Services (CMS)
Gross Cost $ 910,511 $ 848,967
Exchange Revenue (Note 15) (73,276) (69,745)
CMS Net Cost of Operations 837,235 779,222
Other Segments:
Administration for Children and Families (ACF) 49,283 50,566
Administration for Community Living (ACL) 1,485 1,449
Agency for Healthcare Research and Quality (AHRQ) 386 606
Centers for Disease Control and Prevention (CDC) 10,336 10,771
Food and Drug Administration (FDA) 3,833 3,394
Health Resources and Services Administration (HRSA) 8,817 8,720
Indian Health Service (IHS) 6,339 5,551
National Institutes of Health (NIH) 30,676 30,691
Office of the Secretary (OS) 4,209 3,900
Program Support Center (PSC) 1,784 1,636
Substance Abuse and Mental Health Services Administration (SAMHSA) 3,275 3,432
Other Segments Gross Cost of Operations before Actuarial Gains and Losses $ 120,423 $ 120,716
Actuarial (Gains) and Losses Commissioned Corp Retirement and
Medical Plan (Note 11) 82 230
Other Segments Gross Cost of Operations after Actuarial Gains and Losses $ 120,505 $ 120,946
Exchange Revenue (Note 15) (5,758) (3,918)
Other Segments Net Cost of Operations 114,747 117,028
Net Cost of Operations (Note 15) $ 951,982 $ 896,250

The accompanying “Notes to the Principal 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, 2014

(in Millions)
2014
Funds From
Dedicated Collections All Other Funds Eliminations Consolidated Total
Cumulative Results of Operations:
Beginning Balances 24399% $ 8553 § 252,549
Budgetary Financing Sources:
Other Adjustments (Recessions, etc.) (+/-) (573) (573)
Appropriations Used 260,360 432,855 693,215
Non-exchange Revenue
Non-exchange Revenue - Tax Revenue 221,822 227,822
Non-exchange Revenue - Investment Revenue 11,360 3 11,363
Non-exchange Revenue - Other 3,826 3,826
Donations and Forfeitures of Cash and Cash Equivalents 63 63
Transfers-in/out without Reimbursement (3,389) 2,083 (1,306)
Other (+/-)
Other Financing Sources (Non-Exchange):
Donations and Forfeitures of Property 53 53
Transfers-in/out Without Reimbursement (+/-) (4) 1) (5)
Imputed Financing 37 711 (194) 554
Other (+/-) (1,047) (1,047)
Total Financing Sources 500,075 434,084 (194) 933,965
Net Cost of Operations (+/-) 516,520 435,656 (194) 951,982
Net Change (16,445) (1,572) (18,017)
Cumulative Results of Operations: 227551 % 6,981 $ 234,532
Unexpended Appropriations:
Beginning Balances 4469 % 105,728 $ 110,197
Budgetary Financing Sources:
Appropriations Received 273,772 458,633 732,405
Appropriations Transferred in/out 4 (4)
Other Adjustments (1,666) (24,075) (25,741)
Appropriations Used (260,360) (432,855) (693,215)
Total Budgetary Financing Sources 11,746 1,699 13,445
Total Unexpended Appropriations 16,215 107,427 123,642
Net Position 243,766 $ 114,408 $ 358,174

The accompanying “Notes to the Principal 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, 2013

(in Millions)
2013
Funds From
Dedicated Collections All Other Funds Eliminations Consolidated Total
Cumulative Results of Operations:
Beginning Balances 267,009 7,967 $ 274,976
Budgetary Financing Sources:
Appropriations Used 247,682 397,158 644,840
Non-exchange Revenue
Non-exchange Revenue - Tax Revenue 213,106 213,106
Non-exchange Revenue - Investment Revenue 12,051 3 12,054
Non-exchange Revenue - Other 4,761 4,761
Donations and Forfeitures of Cash and Cash Equivalents 50 50
Transfers-in/out without Reimbursement (3,363) 2,313 (1,050)
Other (+/-) 4 4
Other Financing Sources (Non-Exchange):
Donations and Forfeitures of Property 7 7
Transfers-infout Without Reimbursement (+/-) 2) (5) (M
Imputed Financing 37 687 (189) 535
Other (+/-) 1 (478) (477)
Total Financing Sources 474,323 399,689 (189) 873,823
Net Cost of Operations (+/-) 497,336 399,103 (189) 896,250
Net Change (23,013) 586 (22,427)
Cumulative Results of Operations: 243,996 8,553 $ 252,549
Unexpended Appropriations:
Beginning Balances 20,418 135,768 $ 156,186
Budgetary Financing Sources:
Appropriations Received 249,300 401,316 650,616
Appropriations Transferred infout 120 120
Other Adjustments (17,567) (34,318) (51,885)
Appropriations Used (247,682 (397,158) (644,840)
Total Budgetary Financing Sources (15,949) (30,040) (45,989)
Total Unexpended Appropriations 4,469 105,728 110,197
Net Position 248,465 114,281 $ 362,746

The accompanying “Notes to the Principal Financial Statements” are an integral part of these statements.
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U.S. Department of Health and Human Services

Combined Statement of Budgetary Resources
For the Years Ended September 30, 2014 and 2013

FINANCIAL SECTION

(in Millions)
2014 2013
Non-Budgetary Non-Budgetary
Credit Reform Credit Reform
Financing Financing
Budgetary Account Budgetary Account
Budgetary Resources:
Unobligated Balance, Brought Forward, Oct 1 $ 41577 % 111 $ 80,780 $ 3,175
Recoveries of Prior Year Unpaid Obligations 26,083 - 24,598
Other Changes in Unobligated Balance (719) (62) (1,221) 1)
Unobligated Balance from Prior Year Budget Authority, Net 66,941 49 104,157 3,174
Appropriations (Discretionary and Mandatory) 1,320,180 4) 1,193,733 -
Borrowing Authority (Discretionary and Mandatory) - 237 - (2,064)
Spending Authority from Offsetting Collections (Discretionary and Mandatory) 24,658 198 25,409 (685)
Total Budgetary Resources $ 1411779 $ 480 $ 1323299 $ 425
Status of Budgetary Resources:
Obligations Incurred (Note 18) $ 1,373,901 % 477 $ 1,281,722 $ 314
Unobligated Balance, End of Year:
Apportioned 29,384 - 29,993 40
Exempt from Apportionment 39 2,059
Unapportioned 8,455 3 9,525 71
Total Unobligated Balance, End of Year 37,878 3 41,577 111
Total Budgetary Resources $ 1411779  $ 480 $ 1323299 $ 425
Change in Obligated Balance:
Unpaid Obligations:
Unpaid Obligations, Brought Forward, Oct 1 $ 188,654 $ 1,248 $ 180,754 $ 1,602
Obligations Incurred (Note 18) 1,373,901 477 1,281,722 314
Outlays (Gross) (1,320,306) (727) (1,249,330) (668)
Actual Transfers, unpaid obligations - - 106
Recoveries of Prior Year Unpaid Obligations (26,083) - (24,598)
Unpaid Obligations, End of Year $ 216,166 $ 998 $ 188,654 $ 1,248
Uncollected Payments:
Uncollected Customer Payments from Federal Sources, Brought Forward, Oct 1 $ (11,018) $ (536) $ (10,103) $ (1,587)
Adjustment to Uncollected Payments, Federal Sources - - -
Change in Uncollected Customer Payments from Federal Sources (820) 106 (915) 1,051
Uncollected Payments from Federal Sources, End of Year $ (11,838) $ (430) $ (11,018) $ (536)
Memorandum (non-add) Entries:
Obligated Balance, Start of Year $ 177636 $ 712 $ 170651 $ 15
Obligated Balance, End of Year $ 204,328 $ 568 $ 177636 $ 712
Budget Authority and Outlays, Net:
Budget Authority, Gross (Discretionary and Mandatory) $ 1,344,838 $ 431 $ 1,219,142 $ (2,749)
Actual Offsetting Collections (Discretionary and Mandatory) (23,687) (315) (24,812) (366)
Change in Uncollected Customer Payments from Federal Sources (Discretionary and Mandatory) (820) 106 (915) 1,051
Budget Authority, Net (Discretionary and Mandatory) $ 1,320,331 $ 222 $ 1193415 $ (2,064)
Outlays, Gross (Discretionary and Mandatory) $ 1,320,306 $ 721 $ 1,249,330 $ 668
Actual Offsetting Collections (Discretionary and Mandatory) (23,687) (315) (24,812) (366)
Outlays, Net (Discretionary and Mandatory) 1,296,619 412 1,224,518 302
Distributed Offsetting Receipts (359,650) (336,655)
Agency Outlays, Net (Discretionary and Mandatory) $ 936,969  $ 412 $ 887,863 $ 302

The accompanying “Notes to the Principal 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 (unaudited)

75-Year Projection as of January 1, 2014 and Prior Base Years

FINANCIAL SECTION

(in Billions)
Estimates from Prior Years
2014 2013 2012 2011 2010
Actuarial present value for the 75-year projection period of
estimated future income (excluding interest) received from or on
behalf of: (Notes 20 and 21)
Current participants who, in the starting year of the projection period:
Have not yet attained eligibility age
HI $ 8,398 8,147 7929 % 7581 $ 7,216
SMI Part B 17,127 15,227 14,431 13,595 12,688
SMI Part D 5,928 5871 5,866 6,438 6,355
Have attained eligibility age (age 65 or over)
HI 332 301 302 262 248
SMI Part B 2,873 2,620 2,395 2,122 1,972
SMI Part D 775 722 694 695 646
Those expected to become participants
HI 7,812 7,744 7,367 7,260 6,944
SMI Part B 4311 3,530 3,333 3,223 3,077
SMI Part D 2,609 2,617 2,568 2,817 2,714
All current and future participants
HI 16,542 16,192 15,598 15,104 14,408
SMI Part B 24,311 21,377 20,159 18,940 17,737
SMI Part D 9,312 9,211 9,128 9,950 9,715
Actuarial present value for the 75-year projection period of
estimated future expenditures for or on behalf of: (Notes 20 and 21)
Current participants who, in the starting year of the projection period:
Have not yet attained eligibility age
HI $ 14,117 14,629 14919 $ 12887  $ 12,032
SMI Part B 17,003 15,075 14,303 13,489 12,587
SMI Part D 5,928 5871 5,866 6,438 6,355
Have attained eligibility age (age 65 and over)
HI 3,484 3,422 3,369 2,923 2,648
SMI Part B 3171 2,887 2,646 2,343 2,166
SMI Part D 775 722 694 695 646
Those expected to become participants
HI 2,764 2,913 2,891 2,546 2,411
SMI Part B 4,137 3,415 3211 3,108 2,984
SMI Part D 2,609 2,617 2,568 2,817 2,714
All current and future participants:
HI 20,365 20,963 21,179 18,356 17,090
SMI Part B 24,311 21,377 20,159 18,940 17,737
SMI Part D 9,312 9,211 9,128 9,950 9,715
Actuarial present value for the 75-year projection period of
estimated future excess of income (excluding interest) over
expenditures (Notes 20 and 21)
HI $ (3,823) @,772) (5581) $ (3252 $ (2,683)
SMI Part B - - - - -
SMI Part D
Additional Information
Actuarial present value for the 75-year projection period of
estimated future excess of income (excluding interest) over
expenditures (Notes 20 and 21)
HI $ (3.823) @772) (5581) $ (3252) $ (2,683)
SMI Part B - - - - -
SMI Part D
Trust Fund assets at start of period
HI 205 220 244 272 304
SMI Part B 74 66 80 71 76
SMI Part D 1 1 1 1 1
Actuarial present value for the 75-year projection period of
estimated future excess of income (excluding interest) and Trust
Fund assets at start of period over expenditures (Notes 20 and 21)
HI $ (3,618) (4,551) (5337) $ (2,980) $ (2,378)
SMI Part B 74 66 80 71 76
SMI Part D 1 1 1 1 1

Please note for the entirety of the Statement of Social Insurance:
Totals do not necessarily equal the sum of the rounded components.

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.

The accompanying “Notes to the Principal 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 (Continued) (unaudited)
75-Year Projection as of January 1, 2014 and Prior Base Years

Medicare Social Insurance Summary
Current Participants:
Actuarial present value for the 75-year projection period from or on behalf of:
Those who, in the starting year of the projection period, have attained
eligibility age:
Income (excluding interest)
Expenditures
Income less expenditures
Those who, in the starting year of the projection period, have not yet
attained eligibility age:
Income (excluding interest)
Expenditures
Income less expenditures
Actuarial present value of estimated future income (excluding interest)
less expenditures (closed-group measure)
Combined Medicare Trust Fund assets at start of period
Actuarial present value of estimated future income (excluding interest) less
expenditures plus trust fund assets at start of period
Future Participants:
Actuarial present value for the 75-year projection period:
Income (excluding interest)
Expenditures
Income less expenditures
Open-Group (all current and future participants):
Actuarial present value of estimated future income (excluding interest)
less expenditures
Combined Medicare Trust Fund assets at start of period
Actuarial present value of estimated future income (excluding interest)
less expenditures plus trust fund assets at start of period

Please note for the entirety of the Statement of Social Insurance:
Totals do not necessarily equal the sum of the rounded components.

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.

FINANCIAL SECTION

(in Billions)
Estimates from Prior Years
2014 2013 2012 2011 2010
$ 3,980 3,643 3,391 $ 3,079 2,866
7,430 7,031 6,709 5,961 5,459
(3,450) (3,388) (3,319) (2,882) (2,593)
31,453 29,244 28,227 27,615 26,259
37,048 35,574 35,088 32,814 30,974
(5,595) (6,330) (6,861) (5,199) (4,715)
(9,045) (9,718) (10,180) (8,081) (7,308)
280 288 325 344 381
(8,764) (9,430) (9,855) (7,737) (6,927)
14,732 13,891 13,268 13,300 12,735
9,510 8,945 8,669 8471 8,109
5,222 4,946 4,599 4,829 4,626
(3,823) @772 (5,581) (3,252) (2,683)
280 288 325 344 381
$ (3,542) (4,484) (5256) $ (2,908) (2,302)

The accompanying “Notes to the Principal Financial Statements” are an integral part of these statements.
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U.S. Department of Health and Human Services

FINANCIAL SECTION

Statement of Changes in Social Insurance Amounts (unaudited)
For the Two Year Period Ending January 1, 2014

Medicare Hospital and Supplementary Medical Insurance

(in Billions)
Actuarial present value over the next 75 years (open group Actuarial present
measure) value of estimated
future income
Combined HI (excluding interest)
Estimated future Estimated future and SMI trust less expenditures
income (excluding | Estimated future income less fund account plus combined trust
interest) expenditures expenditures assets fund assets
Total Medicare (Note 22)
As of January 1, 2013 $ 46,779 $ 51,550 $ (4772 $ 288 $ (4,484)
Reasons for change
Change in the valuation period 1,962 2,201 (239) (19) (258)
Change in projection base (98) (545) 447 12 458
Changes in the demographic assumptions 180 318 (139) (139)
Changes in economic and health care assumptions 1,293 521 772 772
Changes in law 50 (57) 108 - 108
Net changes 3,387 2,438 949 (7 942
As of January 1, 2014 $ 50,166 $ 53,988 $ (3,823 $ 280 $ (3542)
HI - Part A (Note 22)
As of January 1, 2013 $ 16,192 $ 20,963 $ (4772 $ 220 $ (4,551)
Reasons for change
Change in the valuation period 619 858 (239) (22) (261)
Change in projection base 123 (323) 447 7 454
Changes in the demographic assumptions (45) 93 (139) (139)
Changes in economic and health care assumptions (346) (1,118) 772 - 772
Changes in law - (108) 108 - 108
Net changes 350 (598) 949 (15) 934
As of January 1, 2014 $ 16,542 $ 20,365 $ (3,823) $ 205 $ (3,618)
SMI - Part B (Note 22)
As of January 1, 2013 $ 21,377 $ 21,377 $ $ 66 $ 66
Reasons for change
Change in the valuation period 894 894 3 3
Change in projection base (391) (391) 4 4
Changes in the demographic assumptions (203) (203)
Changes in economic and health care assumptions 2,638 2,638
Changes in law 2) 2)
Net changes 2,935 2,935 8 8
As of January 1, 2014 $ 24311 $ 24311 $ $ 74 $ 74
SMI - Part D (Note 22)
As of January 1, 2013 $ 9211 $ 9211 $ $ 1 $ 1
Reasons for change
Change in the valuation period 450 450
Change in projection base 170 170
Changes in the demographic assumptions 428 428
Changes in economic and health care assumptions (999) (999)
Changes in law 53 53
Net changes 102 102
As of January 1, 2014 $ 9312 $ 9312 $ $ 1 $ 1

Totals do not necessarily equal the sum of the rounded components.
The accompanying “Notes to the Principal Financial Statements” are an integral part of these statements.
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U.S. Department of Health and Human Services

Statement of Changes in Social Insurance Amounts (Continued) (unaudited)
For the Two Year Period Ending January 1, 2014
Medicare Hospital and Supplementary Medical Insurance

(in Billions)
Actuarial present value over the next 75 years (open group Actuarial present
measure) value of estimated
future income
Combined HI (excluding interest)
Estimated future Estimated Estimated future and SMI trust less expenditures
income (excluding future income less fund account plus combined trust
interest) expenditures expenditures assets fund assets
Total Medicare (Note 22)
As of January 1, 2012 $ 44,885 $ 50,467 $ (5,581) $ 325 $ (5,256)
Reasons for change
Change in the valuation period 1,972 2,257 (285) (46) (331)
Change in projection base (944) (1,252) 308 9 317
Changes in the demographic assumptions 1,219 495 724 - 724
Changes in economic and health care assumptions (342) (374) 31 - 31
Changes in law (11) (42) 31 - 31
Net changes 1,893 1,084 809 (37) 772
As of January 1, 2013 $ 46,779 $ 51,550 $ (4772 $ 288 $ (4,484)
HI - Part A (Note 22)
As of January 1, 2012 $ 15,598 $ 21,179 $ (5,581) $ 244 $ (5,337)
Reasons for change
Change in the valuation period 631 916 (285) (29) (314)
Change in projection base (258) (566) 308 5 313
Changes in the demographic assumptions 764 40 724 - 724
Changes in economic and health care assumptions (544) (576) 31 - 31
Changes in law - (31) 31 - 31
Net changes 593 (216) 809 (24) 786
As of January 1, 2013 $ 16,192 $ 20,963 $ (4,772) $ 220 $ (4,551)
SMI - Part B (Note 22)
As of January 1, 2012 $ 20,159 $ 20,159 $ - $ 80 $ 80
Reasons for change
Change in the valuation period 874 874 - 17 (17)
Change in projection base (504) (504) - 3 3
Changes in the demographic assumptions 212 212 - -
Changes in economic and health care assumptions 647 647
Changes in law (12) (12) - -
Net changes 1,217 1,217 - (13) (13)
As of January 1, 2013 $ 21,377 $ 21,377 $ - $ 66 $ 66
SMI - Part D (Note 22)
As of January 1, 2012 $ 9,128 $ 9,128 $ - $ 1 $ 1
Reasons for change
Change in the valuation period 467 467
Change in projection base (182) (182)
Changes in the demographic assumptions 242 242
Changes in economic and health care assumptions (446) (446)
Changes in law 1 1
Net changes 83 83 - - -
As of January 1, 2013 $ 9,211 $ 9,211 $ - $ 1 3 1

Totals do not necessarily equal the sum of the rounded components.
The accompanying “Notes to the Principal Financial Statements” are an integral part of these statements.

Department of Health and Human Services FY 2014 Agency Financial Report 87



FINANCIAL SECTION

NOTES TO THE PRINCIPAL FINANCIAL STATEMENTS

Note 1. Summary of Significant Accounting Policies

A. Reporting Entity
The accompanying financial statements include activities and operations of the United States Department of
Health and Human Services (HHS or the Department).

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 was signed into law, creating a separate Department of Education. The
HEW officially became HHS on May 4, 1980. 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 HHS

HHS is composed of the Office of the Secretary (OS) and 11 Operating Divisions (OpDivs) with diverse missions and
programs. OS 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 and/or services. Although organizationally located within OS, the
Program Support Center (PSC) reports on its activity separately because its business activities encompass offering
services to other federal agencies and HHS OpDivs. The Agency for Toxic Substances and Disease Registry (ATSDR)
is combined with the Centers for Disease Control and Prevention (CDC) for financial reporting purposes.
Therefore, references to the CDC responsibility segment include ATSDR. Managers of the responsibility segments
report directly to the Department’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:

e  Administration for Children and Families (ACF)

e  Administration for Community Living (ACL)

e Agency for Healthcare Research and Quality (AHRQ)

e Centers for Disease Control and Prevention (CDC) and Agency for Toxic Substances and Disease Registry
(ATSDR)

e Centers for Medicare and Medicaid Services (CMS)

e  Food and Drug Administration (FDA)

e Health Resources and Services Administration (HRSA)

e Indian Health Service (IHS)

e National Institutes of Health (NIH)

e  Office of the Secretary (OS) — excluding the Program Support Center

e  Program Support Center (PSC)

e  Substance Abuse and Mental Health Services Administration (SAMHSA)

HHS partners with other governmental agencies to accomplish its mission. One such partnership is with the
Department of Homeland Security (DHS) for the Biodefense Countermeasures Fund. It is reported on HHS financial
statements under the OS responsibility segment.

B. Basis of Accounting and Presentation

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 (U.S.C.) §3515(b), the Chief Financial Officer Act, as
amended by the Government Management Reform Act (GMRA), and presented in accordance with the
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requirements in the Office of Management and Budget (OMB) Circular A-136, Financial Reporting Requirements
(OMB Circular A-136). These statements have been prepared from HHS’s financial records in conformity with
accounting principles generally accepted in the United States (U.S.). 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 (AICPA) 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 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 250 appropriations and fund accounts. The
fund accounts include accounts used for suspense, collection of receipts and general government functions.
Transactions and balances within 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 HHS have not been eliminated from
these statements. Supplemental information is accumulated from the OpDivs’ reports, regulatory reports and
other sources within 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 HHS.

C. Use of Estimates in Preparing Financial Statements

Financial statements prepared in accordance with accounting principles generally accepted in the U.S. are based
on the selection of accounting policies and the application of significant accounting estimates. Some estimates
require management to make significant assumptions. Further, the estimates are based on current conditions that
may change in the future. Actual results could differ materially from the estimated amounts. The financial
statements include information to assist the reader in understanding the effect of changes in assumptions on the
related information.

D. Parent/Child Reporting

Allocation transfers are legal delegations by one agency of its authority to obligate budget authority and outlay
funds to another agency. HHS is party to allocation transfers with other federal entities as both a transferring
(parent) entity and a receiving (child) entity. All financial activity related to these allocation transfers is reported in
the financial statements of the parent entity, from which the underlying legislative authority, appropriations and
budget apportionments are derived.

HHS received an exception to the Parent/Child reporting requirements of OMB Circular A-136, as it pertains to the
allocation transfer from DHS to HHS for the Biodefense Countermeasures Fund for Fiscal Year (FY) 2008 and
beyond. Under this exception, HHS, as the child, assumed the financial statement reporting responsibilities of this
fund.

Under the Affordable Care Act, HHS has established a child relationship with the Internal Revenue Service of the
Department of Treasury for the payment of the advance premium tax credits and cost-sharing reductions to
insurance providers. No financial activity is included in HHS’s financial statements.
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HHS also receives allocation transfers, as the child, from the Department of Agriculture, Justice and State. HHS
allocates funds, as the parent, to the Bureau of Indian Affairs of the Department of Interior and Department of
Treasury.

E. Reclassifications and Adjustments
Certain FY 2013 balances have been reclassified to conform to FY 2014 financial statement presentations. The
effects are immaterial.

F. Funds from Dedicated Collections

Generally, funds from dedicated collections are financed by specifically identified revenues, provided to the
government by non-federal sources, often supplemented by other financing sources, which remain available over
time. Dedicated collections must meet the following criteria:

1. A statute committing the Federal Government to use specifically identified revenues and/or other
financing sources that are originally provided to the Federal Government from a non-federal source
only for designated activities, benefits or purposes;

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

3. A requirement to account for and report on the receipt, use and retention of the revenues and/or
other financing sources that distinguishes the dedicated collections from the Federal Government’s
general revenues.

HHS’s major funds from dedicated collections are described in the sections below.

Medicare Hospital Insurance (HI) Trust Fund — Part A

Section 1817 of the Social Security Act established the Medicare HI Trust Fund. Medicare contractors are paid by
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) is 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 (Ch 2 of Subtitle A of the Internal Revenue Code, 26
U.S.C. §1401 through §1403). Employees and employers are both 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 self-
employment 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 IRS, 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
HHS to process Medicare claims for physicians, medical suppliers, hospital outpatient 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
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costs, are charged to the SMI Trust Fund. A portion of HHS payments to Medicare Advantage Plans is 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 generally 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 SMI Trust Fund — Part D

The Medicare Prescription Drug, Improvement and Modernization Act (Medicare Modernization Act, or MMA)
established the Medicare Prescription Drug Benefit — Part D. The program makes a prescription drug benefit
available to all Medicare beneficiaries who opt into the program. Beneficiaries eligible for Medicaid are
automatically enrolled unless they have other credible drug coverage. HHS reports the Prescription Drug Benefit
within the financial statements as part of the SMI Trust Fund, in the Medicare column. 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 (FFS) 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) 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 includes a dedicated
appropriation for carrying out the Medicare Integrity Program. Through the Medicare Integrity Program, HHS
contracts with eligible entities to perform such activities as medical and utilization reviews, fraud reviews and cost
report audits. In addition, the Department educates providers and beneficiaries, with respect to payment integrity
and benefit quality assurance issues. The Medicare Integrity Program is funded by the HI Trust Fund.

G. Revenue and Financing Sources

HHS receives the majority of funding needed to support its discretionary programs through Congressional
appropriation and user fees. The U.S. Constitution prescribes that no money may be expended by an agency
unless the 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 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.

Appropriations

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).
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Permanent Indefinite Appropriations

HHS permanent indefinite appropriations are open-ended and 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.

Borrowing Authority
HHS uses indefinite borrowing authority under the Federal Credit Reform Act, 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 car