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gations or studies spawned by the findings of BQC and various audit
efforts. Internal Security assessments often lead to internal investiga-
tions and/or audits.

The U.S. Department of Labor recently funded a risk-assessment
project. In it, Internal Security experts from fifteen states identified and
ranked internal risks of various sources. Principal risks to benefit pay-
ment integrity involved centralized check-printing and the possibility
for SESA employees to process UI benefit claims for friends and fam-
ily members. In the tax area, the experts noted numerous weaknesses
in current centralized cashiering processes, lack of audit trails, lack of
intact deposits in the field, and poor physical security for staff and
buildings in the field. In other aspects of agency operations, the report
noted numerous risks to computer systems: lack of passwords and
identification numbers or infrequent changes to them, lack of backups
of key systems and files, ability of dial-up users to change the state Ul
data bases or to obtain information without identifying themselves and
a general lack of computer controls.

In FY 1995, states reported detecting approximately $1 million in
UI employee fraud through their internal security operations. Half
involved SESA administrative funds, most of this lost through embez-
zlement. A total of about $150,000 in misappropriated UI benefits was
detected, mostly involving improper claims for others. The remainder
involved contributions, of which misappropriated refunds was the larg-
est source. In addition, SESA staff estimated undetected losses of
$650,000 and that their controls prevented another $1.7 million from
being lost.

Trust Fund Operations

The Secretary of the Treasury is trustee for the Unemployment Trust
Fund (UTF) established under section 904 of the Social Security Act
(SSA). The UTF contains a separate subaccount for each state. These
accounts increase with the deposit of UI tax collections from employ-
ers and from interest accruals, and they decrease as states withdraw
funds to make benefit payments. To avoid having to borrow or to delay
benefits in recession years when UI payments are high, states are
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encouraged to build up reserve balances in years of low unemploy-
ment. Ideally, reserves would be accumulated by drawing contributions
from employers when the economy is expanding, and reserves would
be drawn down by increasing benefit payments that maintain aggregate
spending during recessions. In chapter 9, the macroeconomic stabiliz-
ing aspect of ideal Ul financing is examined.

Funds going into and out of the UTF pass through operational
accounts for each state: the Clearing Account for tax receipts and Ben-
efit Payment Account for payments. The main risk of losses to or leak-
ages from the trust fund, and therefore to the UI system, comes from
states that retain balances in operational accounts longer than permit-
ted under applicable federal law (SSA, FUTA, Cash Management
Improvement Act [CMIA]). In doing this, states are tempted to use
interest accruals for purposes other than paying benefits or refunding
employers, proscribed by the so-called “withdrawal standard.” Actual
diversion of funds is always a theoretical risk but in practice is fairly
easy to detect and would occasion an immediate conformity action.

Inflows into the trust fund through the Clearing Account are subject
to the “immediate deposit” requirement (FUTA section 3304[a][3] and
SSA section 303[a][4]). In practice, the U.S. Department of Labor has
interpreted this by establishing a DLA of two days for transfers from
the Clearing Account to the trust fund. In FY 1994, thirty-six states met
or exceeded this DLA: eight typically made transfers within one day.
Data show that fourteen states failed to meet the DLA (Virgin Islands
data are unavailable). Their deposits, totaling nearly $7.0 billion, took
an average of 5.6 days to be deposited in the UTF. This is almost four
days longer than the standard. At the average interest rate the funds
would have earned (6.76 percent), this implies losses of $4.6 million to
the UTF.®

Until the CMIA of 1990 became effective in 1993, the U.S. Depart-
ment of Labor monitored a DLA for withdrawals from the Benefit Pay-
ment Account, similar to the one for Clearing Account transfers. Since
1993, payment account withdrawals have been managed according to
individual draw-down agreements between the states and the U.S.
Treasury. These allow many states to retain cash balances amounting to
a few days of UI benefit payments in order to defray bank charges.
Nevertheless, balances for thirteen states averaged only 0.5 days worth
of payments or less: six states had zero balances. Among the fifty-one
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states that reported, the median balance was 1.6 days of Ul benefit pay-
ments, with the maximum being 12 days.

Some Qualification and Measurement Issues

The decision environment of the federal-state Ul system is ever
changing. The general tightness of government budgets has affected
the availability of Ul administrative funding. States have been forced to
reexamine priorities and to seek less expensive means of paying bene-
fits and collecting taxes. At the same time, technology seems to be
offering simpler, more convenient, and less costly ways for states to
make benefit payments. Following the lead of Colorado, several states
have begun to take Ul benefit claims over the telephone. Other states
have experimented with different alternatives to paying by check. The
effect of these changes on program integrity and on the willingness and
ability of states to assess risk is unknown. In the short run, tighter bud-
gets are inducing states to emphasize their basic mission at the expense
of monitoring integrity. Under the newly proposed comprehensive
improvement system called UI Performs, the U.S. Department of
Labor has suggested reducing the benefit payment accuracy sample to
about half the size used by the BQC program, and allowing states com-
plete flexibility to verify information for sampled units by telephone,
mail, and fax instead of in person.

The previous sections of this chapter have reviewed the comprehen-
sive range of efforts taken to identify and correct financial leakages
from the Ul system. To identify or measure actual or potential losses,
states use detection and recovery systems such as BPC and employer
field audits, as well as estimation systems such as BQC. Nonetheless,
some gaps and measurement issues remain. Four of these principal
issues are discussed in the following subsections: (1) the meaning of
overpayments as measured by the BQC system, (2) the effect of inac-
curately denied claims, (3) the estimation of noncompliance with con-
tribution reporting requirements, and (4) the size of interest losses due
to excess state cash balances.
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The Meaning of Benefits Quality Control-Estimated Overpayments

The Random Audit BQC methodology estimates proper, under- and
overpaid continued weeks claimed by extrapolating from estimates
based on samples of individual weeks paid. The samples are drawn so
as to provide an accurate cross-sectional picture of payments made in
every state in every week. Each payment sampled is painstakingly
reconstructed in accordance with written state law and policy. For
1994, BQC estimated that, if all payments had been made correctly, UL
outlays would have been $19.58 billion. That is, actual outlays of
$21.21 would have been reduced by $1.85 billion of overpayments and
increased by $0.19 billion of underpayments.

The $1.85 billion estimate of overpayments produced by the quality
control group needs to be qualified. On the one hand, as a measurement
vehicle it probably understates overpayments. Over the past three
years, BQC was unable to verify half of worksearch contacts; accord-
ing to BQC procedures, these are counted as proper. Also, as indicated
in note 4, the BQC methodology is not as well suited as that of the
BPC crossmatch and post audit to detecting concealed or underre-
ported claimant earnings. Conceptually, on the other hand, BQC esti-
mates tend to exaggerate overpayments. Maintaining continuing UI
eligibility involves the joint fulfillment of two requirements: remaining
unemployed and satisfying various eligibility conditions imposed by
state UT law. Although the two conditions coincide closely, the fit is not
perfect. BQC estimates the numbers of weeks and dollars that should
not have been paid because eligibility conditions were not fulfilled.
Many of those claims involving continuing eligibility violations would,
however, have been paid eventually for individuals with long unem-
ployment terms.

The BQC methodology estimates overpayments by applying state
UI eligibility provisions and the applicable state penalty structure. This
approach implies that if claimants, employers, and SESA staff fulfilled
all program requirements, overpayments and underpayments would be
eliminated and trust fund outlays would be reduced by the difference
between the two—which amounted to $1.6 billion in 1994. While this
assumption is valid for certain kinds of overpayment mistakes, e.g.,
monetary and most separation errors, it is not true for some other
types.® Prime examples are failure to register with the Job Service and
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failure to make work search contacts. As an illustration, the typical
penalty for neglecting to register with the Job Service for a particular
week is loss of benefit eligibility for the week in question. Following
state rules, BQC methodology assigns such an improperly paid week
as an overpayment. However, this penalty typically does not reduce the
total benefits payable on a claim; it simply delays payment. Further,
available evidence is clear that relatively few UI claimants become
reemployed through the Job Service, so the expected reduction in
length of unemployment from one week’s registration with the Job
Service is much less than one week. The BQC method therefore over-
estimates the savings to the Ul Trust Fund if the spell of unemploy-
ment continues beyond the improperly paid week. The case of
worksearch violations is a similar example, although not as extreme.
Other, analogous situations could be cited.

The Accuracy of Benefit Denials

The Ul system does not assess the accuracy of decisions to deny
claims with the same intensity as benefit payments are investigated. In
part, this is because denials are relatively infrequent: in 1994, only one
in ten initial claims was denied for monetary reasons, one in eight
monetarily eligible claims was denied for separation reasons, and one
in sixty-one continued claims was denied for continuing eligibility rea-
sons. Using data in claims files, each year the Quality Performance
Index (QPI) rates adherence to procedures and application of law and
policy for separation and continuing nonmonetary eligibility determi-
nations. No field checking is done nor is accuracy per se determined.
Claims denied for failing monetary eligibility conditions are not
assessed at all. Thus, BQC’s estimate of underpayments remains
incomplete.

In 1987, the U.S. Department of Labor conducted a five-state pilot
test of measuring denied claim accuracy using the BQC methodology.
Initial errors in monetary denials averaged 23 percent and in nonmone-
tary denials about 15 percent before correction through redetermina-
tion or appeal. No dollar estimates could be attached to these findings.
As part of the redesign of benefit and tax performance measures to be
implemented through Ul Performs, the accuracy of denial decisions
will be assessed. In all probability, this will be done using the BQC
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field-verification approach. Pilot testing, due to start in 1997, will pre-
cede nationwide implementation.

Estimating Compliance with Contribution Reporting Requirements

As noted, the accuracy of contribution reports could be estimated by
a general application of the Illinois model, in which a random sample
of firms in each state is drawn and audited. An inference could then be
made about overall compliance. Furthermore, noncompliance profiles
developed in the process could be used to guide sample selection for
future audits. Unfortunately, to achieve what is considered reasonably
satisfactory precision, large audit samples would be needed because of
the large firm-to-firm variation inherent in audit findings.

Design work by Abt Associates has suggested that stratified random
samples of approximately 1,600 subject employers should be drawn in
most states.!? In the Illinois employer compliance pilot conducted in
1988, nearly 900 firms were sampled. Taking these as the range for a
nationwide measurement effort, somewhere between 49,000 and
85,000 employers would have to be audited. This is a significant share
of the 129,000 audits actually performed in 1994. The benefits and
costs of mounting such a measurement effort are still being considered
within the U.S. Department of Labor.

The Measurement of Foregone Interest from Unemployment Trust
Fund Transfers

In the section on trust fund operations, an estimate of $4.6 million
was given as the amount of funds lost by the UTF for fourteen states in
1994 that failed to meet the DLA of allowing at most two days for
funds to reside in the clearing account before their transfer into the
UTF. As noted, there is no comparable DLA for the maximum number
of days payments should be retained in the Benefit Payment Account.
A glance at U.S. Department of Labor data shows, however, wide vari-
ation across states in both series. Two states are able to transfer funds
to the Clearing Account within 0.1 day, and seven states performed this
task in 1 day or less, but one state took nearly 49 days. In the case of
the Benefit Payment Account, six states held zero balances and the
median was 1.6 days, but eight states exceeded 4.5 days with the high-
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est being 12.1 days. Current banking technology permits both swifter
transfer into the trust fund and much smaller balances in the Benefit
Payment Account. In light of present technology—as shown by perfor-
mance in many states—foregone interest would seem to be much
greater than the estimate presented.

Summary and Conclusions

The estimates reported in this chapter suggest that losses to the Ul
system during CY 1994 were approximately $3 billion. This total
amounted to about 7 percent of total system financial flows in 1994.
Leakages from benefits were $1.9 billion, over 8 percent of benefit out-
lays. Leakages from the tax stream were composed primarily of esti-
mated underreported contributions ($935 million) and known but
uncollected contributions ($258 million). These leakages totaled
approximately $1.2 billion, or 5 percent of state tax collections. For
reasons outlined earlier in the chapter, estimates of leakages from both
streams are probably somewhat low.

Despite some underestimates and missing data, the figures for Ul
system financial leakages given in this chapter seem to be in the right
ballpark. The two largest missing components are underreported FUTA
taxes and underreported state and FUTA taxes by “hidden” employers.
A total of some $5.5 billion in FUTA taxes was actually paid in 1994.
The fixed taxable wage base and tax rate for FUTA suggest that the rate
of underreporting might be lower than for state UI taxes. If FUTA
underreporting is of the same magnitude as state contributions, losses
to the federal Treasury (not UI trust funds) could be on the order of
$200 million. Hazarding a guess at how large the “hidden employer”
problem might be is difficult, but for several reasons it might be
assumed to be rather small. States routinely use many devices to iden-
tify subject employers—yvarious checks with taxing and licensing
agencies, reviewing classified ads, and the like. Blocked claims investi-
gations turn up others as former employees claim benefits only to find
their wages not on file with the UI agency. No estimates of these or of
two other sources—misreporting due to improperly set state tax rates,
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or overpayments in administrative allocations due to overstated work-
load data—have been attempted. Both can be expected to be small.

The Ul system’s partners tend to have different degrees of concern
about leakages, with the federal partner, particularly the U.S. Depart-
ment of Labor, tending to have a higher level. It is vested with over-
sight responsibilities, more detached from operational involvement,
and more subject to concerns about fraud and abuse in the national
political arena. It has thus tended to push or induce states to put more
effort into performance measurement and other forms of integrity
activities than they would generally select on their own.

Each state sees its response as involving a weighing of responsibili-
ties, benefits, and costs. The first balance the state must strike is
between operating the basic program and attempting to ensure its
integrity. The typical SESA sees its primary duty as serving its custom-
ers by paying benefits and collecting taxes. The numerous opportuni-
ties and incentives for leakages created by the interaction of complex
UI laws and policies and sparse administrative funding levels were
noted earlier.

In this environment, integrity must be pursued by balancing various
activities. The first involves integrity or performance measurement.
The UI agency must have reliable assessments of the extent of under-
collected or underpaid taxes and of over- and underpaid benefits to
know how serious are its losses, where they occur, and why. Under-
standing the seriousness of its problem allows it to decide on the rela-
tive balance between operations and integrity activities. It must then
assess how much energy to devote to further measurement and balance
initiatives to change its legal framework, improve operational pro-
cesses within a given legal framework, conduct activities designed to
detect and deter leakages, and recover outstanding balances. At all lev-
els, the U.S. Department of Labor has tried to increase states integrity
efforts.

In the short run, UI agencies can often do little to change “the sys-
tem”—the complex rules affecting benefit eligibility and tax liability—
within which they work. For a number of historical reasons, most state
UI systems have accrued a variety of subtle distinctions defining equi-
table treatment. Students of UI integrity, chief among them Kingston
and Burgess, have pointed out that program complexity is quite costly,
especially in terms of administrative effort, inequities among similarly
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situated claimants and employers, and incentives for fraud. They have
urged states to consider simplifying their UI programs where possi-
ble.!!

Despite the difficulties of altering the system, the results of perfor-
mance measurements have led to changes in this environment. Both the
Random Audit and BQC programs identified worksearch violations as
a prime cause of benefit overpayments. (In the early years of Random
Audit, worksearch issues accounted for an about half of measured
overpayments.) In response, many states changed their worksearch
requirements, generally to make them more liberal or to require claim-
ants to receive a formal warning before a worksearch disqualification
could be assessed. In 1994, work search accounted for only 17 percent
of national average dollars overpaid, and the decline in work search
overpayments represented most of the decrease in average overpay-
ments. Changes in law accounted for much of the reduction in errors
due to work search.

Changes in worksearch laws and policies have reduced worksearch-
related errors, but the basic structure of incentives and disincentives
making noncompliance attractive for many claimants and employers
remains. BQC attributed half of its 1994 estimated overpayments
solely to intentional or accidental claimant actions. This amounts to
over $900 million. Adding in joint responsibilities with the UI agency
or employers raises the figure to $1.2 billion. Employers are responsi-
ble for underreported taxes ($935 million). In addition, over $250 mil-
lion of unpaid taxes could not be collected in 1994. Even though these
losses largely reflect behavior Ul agencies cannot affect directly, their
size challenges the states and the U.S. Department of Labor to continue
to address their causes.

Within a given system, states must next decide how much effort is
warranted to prevent leakages by improving the efficiency of various
processes. These decisions are generally guided by estimates of the
size and causes of leakages and should be shaped by considerations of
cost versus probable effectiveness. Performance measurements have
played a noticeable role in process change. A salient example comes
from Random Audit experience. Random Audit findings showed con-
vincingly that states using computerized wage records made more
accurate monetary determinations than those who requested monetary
data from employers at the time of initial claims. Partly as a result, the
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number of wage-request states has gone from about a dozen in the
early 1980s to two at present. Under the Quality Control program,
states have conducted nearly 150 program improvement studies,
funded either with grants or supported with BQC staff temporarily
released from verification duties. They have implemented over 40 of
the recommended improvements.

State efforts notwithstanding, BQC data suggest a slowing pace of
improvement in accuracy. When states were first implementing Ran-
dom Audit in the early 1980s, the national average overpayment rate
was on the order of 12 to 15 percent. The first BQC report was for CY
1988; overpayments averaged 10.1 percent for the country. They have
since fallen to about 8.6 percent, as of 1994. If Michigan is excluded,
however, the decline is from 9 percent in 1988-1989 to 8.1 percent in
1990-1994.12 The drop in overpayments due to worksearch violations
has accounted for the entire decrease in BQC overpayments between
1988-1989 and 1992-1994, as it seems to have for the decline in Ran-
dom Audit days as well.

Still, BQC data suggest a fertile area for further improvements in
accuracy does lie within the agencies’ direct control. Of the $1.82 bil-
lion overpayments estimated for 1994, SESAs were totally responsible
for over $400 million. They shared accountability with others, mostly
claimants, for another $290 million. The extent to which these “costs
of complexity” can be reduced by process improvements is a direct
challenge for the future. Many errors involve failure to register claim-
ants with the Job Service. Even perfect registration of claimants would
have only limited value in shortening unemployment durations for
claimants.

Again using the calculus of costs versus expected benefits, states
must decide how much effort should go into detecting and recovering
overpaid benefits and underpaid taxes. As with many performance
measurement systems, U.S. Department of Labor assistance, require-
ments, and funding have exerted an important influence on this integ-
rity activity. Although such efforts “clean up” after leakages occur,
making the system aware of them and their effectiveness is also
intended to deter claimants and employers from committing fraudulent
actions in the future. In 1994, BPC activities detected some $540 mil-
lion in actual overpayments, about 30 percent of what BQC estimated
in total. Of this, some $260 million was recovered. Field audits are the
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main tax equivalent to BPC activities. In 1994, field staff audited about
130,000 subject employers and identified and recovered $53 million in
underreported contributions. This is about 6 percent of our rough esti-
mate of the total. Recent experience shows the effect of federal targets
on this process. In 1990, with a DLA to audit 4 percent of subject
employers (versus the 1994 DLA of 2 percent, reduced to phase in
more stringent auditing standards), states conducted 177,000 audits
and detected $84 million of underreported contributions.

As noted, most estimated overpayments and underreported taxes
involve evasive behavior by claimants and employers. Massive efforts
to restructure the Ul system’s incentives are unlikely. Narrowly defined
process improvements, at least to improve benefit payment administra-
tion, have had, overall, slight effects on payment accuracy. The most
productive avenue remaining might thus be more, and more intelligent,
detection and recovery efforts. Students of Ul integrity have concluded
that much evasive behavior is systematic, and thus liable to detection
and deterrence by computerized profiling. They have urged this for
increasing employer compliance with tax reporting laws and for
screening claimants to focus scrutiny on those persons statistically
more likely than average to violate various Ul eligibility provisions
(Blakemore et al. 1996; Burgess 1992; Burgess and Kingston 1987, p.
256). Such work could build on the profiling systems developed to
identify laid-off individuals who are prone to need extensive reemploy-
ment assistance and implemented in the past two years. Benefits profil-
ing could use the extensive BQC records. Employer profiling would
require each state to mount one-time, if not continuing, random audit
programs of employers as was done in Illinois. The targeted selections
of workers would help SESAs focus enforcement efforts, information,
and job search assistance on workers most likely to need them. Tar-
geted employer audits would increase yield. Both should also provide
more effective deterrence if the activity and results are publicized
(Kingston, Burgess, and St. Louis 1986, p. 334; Blakemore et al. 1996,
p- 22).

In the fall of 1995, a joint state-U.S. Department of Labor work
group proposed a new approach to performance management called Ul
Performs. It is intended to address all dimensions of quality and to
improve the system’s balance between measuring performance and
taking actions to raise it. UI Performs is built around more federal-state
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cooperation, an explicit commitment to continuous improvement, and
stronger joint performance planning. When fully implemented in 1998,
it should provide the system with improved performance measures,
including an indicator of the accuracy of decisions to deny benefits. It
also incorporates initiatives nearing completion to improve benefits
timeliness, quality measures, and tax performance. The incentive to
analyze experience and make program improvements will be strength-
ened by a more comprehensive planning process. By inducing the U.S.
Department of Labor and states to look more broadly and in a balanced
way at total performance, Ul Performs has the potential to help stanch
leakages at all levels, possibly through such innovative approaches as
greater targeting of compliance efforts.

NOTES

The author would like to express his appreciation to reviewer Paul Burgess for his helpful
comments on earlier drafts of the chapter He 1s also grateful to Steve Wandner and Chris O’Leary
for their extensive editorial assistance.

1 For a concise, thorough statement of the incentives and disincentives for compliance with
benefit eligibility provisions, see Burgess (1992) A more complete treatment is Burgess and
Kingston (1987), especially chapter 6. A review of incentives for employers to comply with con-
tribution reporting requirements 1s given in Blakemore et al. (1996)

2 In 1996, the BQC was renamed the Benefit Accuracy Measurement (BAM) program

3. See Kingston and Burgess (1981), especially table 15.

4 Conceptually, the BPC wage record crossmatch 1s a more thorough mechanism for detect-
ing benefit-year earnings than BQC. BQC 1dentifies earnings directly through the claimant inter-
view (and so depends on claimant honesty) and indirectly through various employer verifications.
The BPC crossmatch obtains positive matches on all work reflected in wage record data. In prac-
tice, however, crossmatch programs screen out instances where abuse 1s lIikely to involve small
dollar amounts; additionally, agency staff cannot afford to investigate many other low-potential
“hits ” The 1979 pilot that developed Random Audit included a crossmatch and postaudit. Based
on one quarter’s crossmatch, these raised detected overpayments by 0 to 20 percent (average: 7
percent). Because of the small average effect, and the large delay 1t occasioned 1n case comple-
tions, this feature was not included 1n either Random Audit or BQC

5. See California Employment Development Department (1995)

6. See Blakemore et al (1996) The authors note that the Illinois study could not help but
underestimate the rate of underreporting Illinois could not audit firms headquartered out of state,
and this knowledge may have affected their compliance. Of course, the study also included only
registered employers, so noncomphiance by “hidden” employers could not be estimated.

7. The actual FUTA tax rate 15 6 2 percent. Employers pay 0.8 percent if they remit the correct
amount of state taxes in a imely manner and the state 1s eligible for the offset credit of 5.4 per-
cent

8. The U.S. Department of Labor 1s now investigating an additional avenue by which interest
may be lost by the UTF In some states, additional accounts may be maintained by non-UI agen-
cies that collect UI taxes. These accounts can be the repository of Ul funds before they are trans-
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ferred to the standard clearing account. Such accounts can therefore both delay the deposit of
monies 1nto the fund and affect how accurately the timeliness of transfer from the Clearing
Account can be measured

9. This general 1ssue was first raised by Burgess, Kingston, and St. Lows (1982, pp. 37-39) in
the context of how much tighter UI administration might reduce trust fund outlays.

10. See Marcus and Battaglia (1990) and subsequent analyses.

11. See Burgess and Kingston (1987), especially chapters 3 and 8.

12. Michigan data, although questionable, were published 1n 1988, publication was suspended
1n 1989-1992 and only resumed 1n 1993 when the state achieved adequate BQC quality. The bulk
of Michigan overpayments involve “other eligibility” failures, mostly failure to register claimants
with the Job Service
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