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Dear Mr. Chairman:

This report provides the results of our review of state payment-timing practices in response
to a July 1988 request by you and the former Committee Chairman. We have also described
the major provisions of the federal Prompt Payment Act of 1982, as amended, as a point of
referenee with which to compare state policies. We responded to the first segment of your
request, regarding the states’ payment-timing laws, in a March 1989 report entitled,
Prompt Payment: State Laws Are Similar to the Federal Act, but Less Comprehensive
(GAO/AFMD-89-33BR, March 10, 1989). ,

Overall, we found that states have developed payment-timing policies and procedures that
are similar to those used by federal agencies. However, many states’ requirements differ
from federal criteria regarding (1) automatic payment of interest penalties and (2) the timing
of payments to subcontractors. Most of the invoice payments we examined in 12 states were
paid by their due dates.

As agreed with your office, unless you publicly announce the contents of this report earlier,
we will not distribute it until 30 days from the date of this letter. At that time, we will send
copies of the report to the Chairman, Senate Committee on Governmental Affairs, and make
copies available to others upon request. Please contact me at (202) 275-9454 if you or your
staff have any questions concerning the report. Other major contributors to this report are
listed in appendix II.

Sincerely yours,
% Cdg;r% ‘
Jeffrey C. Steinhoff

Director, Financial Management
Systems Issues




The federal government provides billions of dollars a:nnually for state
purchases of goods and services provided in support of federally
assisted programs. Due to concerns regarding the timeliness of federally
funded state payments to vendors and contractors, the Chairman, House
Committee on Government Operations, asked the General Accounting
Office (GAO) to study the need for and potential impact of federal
requirements in this area. This is the second of two reports designed to
aid in any future deliberations on this matter. The first, issued in March
1989, summarized the provisions of state and District of Columbia
prompt payment laws. This report provides information on these gov-
ernments’ payment-timing policies, procedures, and practices.

Background

The Prompt Payment Act of 1982 generally requires that federal agen-
cies pay bills within 30 days after receiving an invoice or accepting
goods or services, whichever is later, and that they pay interest when
payments are late. Amendments enacted in 1988 provide specific crite-
ria regarding payments on construction contracts, mcludmg payments to
subcontractors. ,

State expenditures of federal dollars are not subject to the federal
Prompt Payment Act, but are, instead, governed by varying provisions
of state laws. In March 1989, cao reported that, overall, state laws were
similar to the federal act but that some contained significant variations
and most were less comprehensive. GAO also reported that three states
had not developed any payment-timing laws. f

GAO based its findings in this report on information gathered from visits
to 12 states and questionnaire responses received from another 31 states
and the District of Columbia (44 governments). Durmg visits to the 12
states, GAO analyzed administrative policies and procedures and ran-
domly selected and examined 271 invoice payments, 1nclud1ng 79
interim payments on construction contracts. ‘

Seven states did not respond to GAO’s questionnaire. However GAO con-
sidered these states’ laws, as outlined in its March 1989 report, in obser-
vations regarding the impact of possible federal requirements for the
timing of federally funded state payments. ‘

Re$ults in Brief

Thirty-seven of the 44 governments had developed at§least some basic
criteria regarding the timing of payments to vendors 4nd for paying
interest penalties on late payments. Most states applieﬁd these criteria to
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Executive Summary

their payments regardless of funding source. GA0 detei;'mined that about
three quarters of the payments it examined were paid by their due dates
and that about half of these may have been paid too early.

Requiring every state and the District of Columbia to apply the same
timing and interest criteria found in the Prompt Payment Act would
require them to modify their payment systems and procedures. Stipulat-
ing that states adopt certain minimum criteria or allowing them to apply
their existing criteria to federally funded payments would necessitate
fewer modifications, especially in those states that have already
addressed the key elements of payment timing.

_

Principal Findings

State and Federal Criteria
Are Similar

Many of the 44 governments included in GAO’s review had administra-
tively supplemented the prompt pay requirements of their laws, result-
ing in even closer conformance with federal provisions than indicated
by the laws alone. For example, several states had administratively
added acceptance of goods and services as an element of due-date deter-
mination, which is consistent with federal provisions. States also tended
to use a 30-day payment period, even when their laws provided no crite-
ria or specified longer periods. However, six states had not developed
timing criteria for many types of payments.

Laws and administrative policies for 37 of the 44 governments provided
for interest on late payments for most types of goods and services. How-
ever, unlike the federal government, 20 of these states required that
vendors request interest on late payments, rather than paying it auto-
matically. (See chapter 2.)

GAO determined that 73 percent of the 271 payments it examined were
paid on time and that 19 percent were paid after their due dates. Gao
could not assess the timeliness of the remaining 8 percent, because
needed dates or timing criteria were not available. Eleven of the 12
states GAO visited had paid some interest on late payments during 1988.
However, GA0 found no evidence that any interest was paid on the late
payments it examined, primarily because vendors apparently had not
requested it, as required by some state laws and policies. (See chapter
3.)

Page 3 GAO/AFMD-89-91 State Prompt Payment Practices




Executive Summary

nstruction Contract
Payments

Most states applied timing and interest penalty criteria to interim pay-
ments on construction projects that were either the same or similar to
those applied to payments for other goods and services. However, final
payments on construction projects were often subject to different crite-
ria, which usually allowed a longer period before payments were consid-
ered late. GAO determined that 92 percent of the interim payments on
construction contracts it examined were paid by their due dates. (See
chapters 2 and 3.) '

At least 24 states had timing criteria for payments to subcontractors in
their laws or policies. Ten of these states told us that they implemented
these provisions through required or standard contract clauses. How-
ever, none of the governments included in our review said that they
enforced or monitored contractor compliance with these provisions. (See
chapter 2.) T

Early Payments

Contrary to effective cash management procedures, most state agencies
did not precisely control payment timing, but instead processed invoices
as soon as supporting documents were received. Sevén of the 12 states
GAO visited had either developed systems, enacted laws, or issued
administrative guidance discouraging early paymentfs. However, these
efforts were not effective in many of the agencies GAO visited, primarily
because some payment processing personnel did not gdhere to agency
criteria or system features designed to precisely time payments on or
shortly before their due dates. GA0O determined that 41 percent of the
271 invoices it examined were paid more than 7 days before they were
due. Such early payment can result in increased costs to both federal
and state governments. (See chapter 3.) ‘

Effect of Modifying State
Payment-Timing Criteria

The impact of requiring states to apply federally imﬁosed criteria when
paying vendors with federal funds would vary deperiding on the level of
detailed criteria in any such federal requirements.

Requiring states to use the same provisions that federal agencies use
would compel every state and the District of Columbia to alter their pay-
ment processing systems and procedures. ‘

Requiring states to develop certain minimum prescribed criteria would
necessitate fewer changes to existing policies and systems in most
states, especially those that already have basic timin'g and interest-
payment criteria. GA0’s analysis found that six states had already devel-
oped criteria that provided for determining due dates, automatically
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Executive Summary

paying late-payment interest penalties, and stipu aﬁqg timing provisions
for payments to subcontractors. However, about half!of the states
included in GAO’s review did not require automatic pa:yment of interest
and a similar number had not developed timing critena for payments to
subcontractors.

Allowing states to apply their existing timing and mterest criteria to all
payments regardless of funding source would require little or no change
in state payment-timing practices. (See chapter 4.)

Recommendations

Comments From
States

GAO is making no recommendations in this report.

In accordance with the requester’s wishes, a0 did not solicit written
comments from the states on a draft of this report. However, Gao dis-
cussed its findings and the potential impact of federal payment-timing
requirements with responsible officials in the states visited and incorpo-
rated their comments, as well as those provided in questionnaire
responses, throughout the report as appropriate.
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Chapter 1

Introduction

Many Federal
Programs Involve
Vendor Payments

N,

During fiscal year 1988, the states and the District of Columbia dis-
bursed billions of federal dollars to private vendors for goods and ser-
vices in support of federally assisted programs. Some Members of the
Congress have expressed concern regarding the timeliness of payments
to vendors and have considered legislation that would impose basic pay-
ment-timing requirements on the states when they are disbursing fed-
eral funds. This report is designed to provide the Congress with
information on state payment-timing practices to aid in future delibera-
tions on this matter.

A variety of federal programs, ranging from abandoned mine reclama-
tion to educational services, are financed through federal grants to the
states and the District of Columbia.! The states carry out many of these
programs by contracting with private businesses to provide the goods
and services, including construction services, required. For some pro-
grams, such as urban mass transit, a substantial percentage of federal
program funds is ‘‘passed through” from the states to political subdivi-
sions of states, such as cities, counties, and local transit authorities.

Statewide summary figures are not readily available on the total dollar
value or number of invoices paid by the states and their political subdi-
visions with federal funds. However, according to figures developed by
the Census Bureau,? federal agencies provided $110 billion in grants to
states and localities during fiscal year 1988. This included about

$12 billion for highway construction, a program Whicl:l, according to
state officials, is carried out largely through constructjon contracts with
private vendors. Based on our knowledge of how majo@r' federal pro-
grams operate, we estimate that during fiscal year 1988, a significant
segment of the federal funds provided for other programs was also dis-
bursed by states and localities to contractors and vendors. Such pro-
grams include public housing, construction of wastewater works, and
compensatory education for the disadvantaged. Our review did not
include the Medicaid program, which accounted for $30 billion of the
$110 billion in federal grants to states, because Medicaid payments are
for services provided to individuals, rather than directly to the states.

!Federal grants are also provided to the U.S. territories of Puerto Rico, the ergin Islands, American
Samoa, Guam, and the Northern Marianas. These governments were not included in our review.,

ZFederal Expenditures by State for Fiscal Year 1988, U.S. Department of Coxf(unerce, Bureau of the
Census,
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Overview of Prompt
Payment Issues

Chapter 1
Introduction

Since the late 1970s, the Congress has taken an active interest in the
iming of payments by federal agencies to vendors and enacted the
rompt Payment Act in 1982 (Public Law 97-177; 31 U.S.C. Chapter 39)

{and related amendments in October 1988. Generally, areas of concern
- have centered on

how quickly vendors are paid after delivering goods or completing ser-
vices and submitting an invoice;

whether compensation, in the form of interest, is paid to vendors when
payments are late; and

the timeliness of payments on construction contracts, including those
made to subcontractors associated with federally financed projects.

In recent years, some Members have also been concerned about the
responsibility of the federal government to ensure the timeliness of fed-
erally funded vendor payments made by the states.

This report addresses these prompt payment issues as they relate to fed-
erally funded payments made by the states and the District of Columbia.

We reported in March 19892 that 47 states and the District of Columbia
had enacted laws that governed the timing of at least some types of
state payments to private vendors and contractors. The three remaining
states (Georgia, New Hampshire, and Vermont) had not enacted prompt
payment laws. Although there were significant variations among state
laws, many states had included provisions that paralleled federal
prompt pay legislation. For example, about three quarters of the states
had laws requiring that, in the absence of contractual payment-timing
provisions, invoices for goods and services be paid within a period of
either 30 or 45 days, and most provided for interest penalties when pay-
ments were late. However, the laws in most states were not as compre-
hensive as the federal law because they did not have as broad an
application and did not specifically address as many types of payments
and payment-timing issues. For example, laws in four states pertained
only to payments on construction contracts, and laws in six states spe-
cifically did not apply to at least some federally funded state payments.

3Prompt Payment: State Laws Are Similar to the Federal Act but Less Comprehensive (GAQ/
AFMD-B9-33BR, March 10, 1080).
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Chapter 1
Introduction

* : In July 1988, the Chairman of the House Committee on Government
ObJeCthGS, SCOpe’ and Operations requested that we study the need for and possible impact of
MéthOdOIOgy prospective legislation to extend coverage of federal or state prompt

| payment laws to federally assisted contracts and grants. Specifically, we

: were asked to (1) survey state prompt payment laws and (2) assess

state payment-timing practices. We reported on prompt payment laws in
March 1989. This report addresses the second segment of the request.
The principal objectives of this report were to

| + provide an overview of the payment-timing practices followed by states

! and the District of Columbia, with emphasis on the issues discussed in

z the previous section; ,

‘ » determine if the states are complying with the payment-timing criteria
they have established; and

» determine how state practices differ from those prescribed by the fed-
eral Prompt Payment Act and how the enactment of federal require-
ments would affect state operations.

To accomplish these objectives, we gathered information through obser-
vations, discussions, and invoice audits in 12 states and through use of
questionnaires that were sent to all states and the District of Columbia.

Twelve States Visited In each of the 12 states visited, we talked with personnel involved in

(1) the development and monitoring of official policies and procedures
related to the timing of vendor payments and (2) payment processing.
This usually included officials in the offices of the comptroller, trea-
surer, and auditor. In addition, because much of the péyment processing
and scheduling was done at the agency level, we observed these opera-
tions in two or three major departments or agencies in§each state. We
visited each state’s department responsible for highway construction,
since that program involves the largest amount of federally funded state
payments to contractors, except for Medicaid.

We selected these states for detailed audit work because they receive
relatively large amounts of federal funds and, as a whole, their laws
cover a wide range of payment-timing provisions. For example, one
state we visited, Georgia, had not enacted any paymerit-timing laws,
while others, such as California and New York, had enacted very spe-
cific criteria applicable to virtually all vendor paymen:ts, including pro-
visions that entitle vendors to interest when paymentg are late. We also
visited Pennsylvania, Virginia, Maryland, Illinois, North Carolina,
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f Chapter 1
Introduction

Texas, Florida, Ohio, and Michigan. According to C_éhhus Bureau statis-
ties, these 12 states received 56 percent of the federaj dollars provided
to the 50 states and the District of Columbia during fiscal year 1988.

To assess state compliance with laws, policies, and procedures, we
; audited 271 invoices paid between September 7, 1988, and February 10,
| 1989, by the 12 states we visited. These payments totaled about $19.7
§ million and included payments for construction and other types of goods
; and services.

For each invoice selected, we obtained supporting documentation, which
usually included a copy of the invoice, the related contract or purchase
order, evidence of receipt and acceptance of the items or services pur-
i chased, and a listing indicating the check date or check-mailing date.
‘ From this documentation, we extracted contract terms and dates needed
to determine the invoice due date. Based on this evidence, we deter-
mined if the states had

paid invoices by their due dates,

paid any interest due on late payments,

taken vendor-offered discounts within established terms, and
prudently managed cash by not paying too early.

Although we selected an average of 23 invoices in ea¢h state related to a
variety of federally assisted programs, the results of our invoice tests

are not projectable either to individual states or to the 12 states collec-

tively. We did not attempt to select a statistically regresentative sample

of invoices because most agency systems could not readily identify fed-

erally funded payments to vendors in order to develop a universe of

such payments. In addition, significant amounts of federal funds are

“passed through” to localities, and data were not readily available s
regarding the number and dollar value of invoices paid by these entities.

Questionnaire Data We sent questionnaires to the District of Columbia and the 38 states that
we did not visit asking for basic data on payment timing, late-payment
interest, provisions regarding the timing of payments to subcontractors,
and the potential impact of imposing federal requirements. Through
follow-up phone calls, we supplemented and clarified the data provided
in the 32 responses we received.

We sent a shorter questionnaire on the impact of imposing federal
requirements to the 12 states we visited. Eleven of these states
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Chapter 1
Introduction

responded, and the information they provided supplemented data gath-

ered during our visits. Appendix I provides a list of the states that

e ne SARAL 2ih A VAOLWOs Jprpivaiieain vV aRaliS & aaidv Va vad ViAWl Vidils

responded to our questionnaire and those that we visited.

In accordance with the requester’'s wishes, we did not solicit written
comments from the states on a draft of this report. However, during our
review, we discussed pertinent facts, findings, and the potential impact
of federal payment-timing requirements with responsibie state officials.
In addition, many provided written comments as part of their question-
naire responses. We have incorporated these comments, where appropri-
ate, throughout the report. We performed our work in accordance with
generally accepted auditing standards from November 1988 to May
1989.
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Chapter 2

ministrative Policies Supplement Staﬁe Laws

ic Criteria Are
ential to Determine
yment Timeliness

With some exceptions, states have implemented payment-timing criteria
that.include the critical elements needed to calculate due dates and,
thus, allow vendors to know when payments can be expected. Most
states’ criteria are similar to those developed by the federal government
regarding the number of days within which an invoicé should be paid
and when this period should begin. States generally treat payments
involving federal funds the same as payments funded from other
sources. Like the federal act, most states’ laws and policies provide for
the payment of interest to vendors when payments are late. However, at
the time of our review, at least 22 states required that vendors request
late-payment interest, rather than paying it automatically, as is required
of federal agencies by the federal act.

This chapter describes state due-date criteria and interest-payment poli-
cies. We have also included a section on state payments to construction
contractors and subcontractors, because laws and administrative poli-
cies and procedures for these types of payments often differ from those
governing payments for other types of goods and services. Also, this has
been a specific area of congressional interest in recent years.

Well-defined payment-timing criteria that are clearly and consistently
communicated to agency personnel can improve payment operations by
imposing structure and discipline on the payment process, thereby stan-
dardizing the timing of payments. Effectively commuilicating these poli-
cies to vendors allows them to more accurately predict when to expect
payment. Such an environment can generate benefits fto the states and
the federal government. States can save money by avoiding late-
payment penalties and by paying invoices as close to their due dates as
is practical, thus earning interest on larger balances of state funds and
avoiding earlier than necessary drawdowns of federal funds. Further, a
history of prompt payment may increase vendor competition for state
business, which in turn can result in procurement savings.

The two primary elements of payment-timing criteria are (1) the pay-
ment period, which is the number of days within which a payment is to
be made and (2) the start date, which is the date from which the pay-
ment period is measured. State and federal prompt payment laws gener-
ally require that payments be timed in accordance with terms provided
in contracts or other purchase agreements and provide default criteria
to be applied in the absence of such contract terms. However, because
many contracts do not contain adequate payment-timing criteria,
default criteria provided in laws, policies, and procedures must clearly
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Chapter 2
Administrative Policies Supplement
State Laws

specify a payment period, a start' date, and any interest penalties that
apply when payment is late. Only 17 percent of the contractual agree-
ments associated with the 271 invoices we audited either stated a spe-
cific due date or provided adequate criteria for determining a due date.
Only 10 percent contained terms regarding late-payment interest
penalties.

The federal government’s timing criteria applicable to payments made
to vendors by federal agencies clearly define payment periods and start
dates. The Prompt Payment Act of 1982, as amended, and implementing
procedures developed by the Office of Management and Budget (0MB)
prescribe that, unless otherwise stated in the related contract, payments
are to be made within 30 days, and that this 30-day period is to begin
with the later of (1) receipt of a proper invoice or (2) acceptance of
goods or services. These criteria were recently supplemented by a
requirement that, for the purpose of calculating interest penalties,
acceptance be deemed to have occurred no later than 7 calendar days
after delivery of the goods or completion of the services, unless a longer
acceptance period is specified in the related contract. The federal
requirements also provide that partial payments on construction con-
tracts are to be paid within 14 days of receipt of a request for payment,
unless otherwise stipulated in the contract.

State and Federal

In our March 1989 report, we noted that the payment-timing criteria
provided in state laws were similar to those provided by the federal act.
About three quarters of the states had laws requiring that, in the
absence of contractual payment-timing provisions, invoices were to be
paid within 30 or 45 days of a date usually based on either receipt of an
invoice or receipt and/or acceptance of goods or services.

Based on our examination of written policies and procedures and ques-
tionnaire responses and on discussions with state officials, we deter-
mined that many states had administratively supplemented the
provisions of their laws, resulting in even closer conformance to the
basic federal provisions. New Hampshire has no laws or written proce-
dures on prompt payment, but the state’s questionnaire respondent told
us that state agencies are expected to make payment within 30 days
after the later of the date that the invoice is received or the goods or
services are accepted. Six states (Arkansas, Georgia, North Carolina,
New Mexico, Nevada, and Vermont) had not developed statewide timing
criteria for many payments. :
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In.addition, we found that federally funded payments were covered by
the same timing criteria applicable to payments that were funded exclu-
sively with state money. None of the agencies we visited in 12 states
differentiated between state-funded and federally funded payments for
timing purposes. Also, none of the additional 32 governments (31 states
and the District of Columbia) that responded to our questionnaire,
including 5 whose laws specifically exempted federally funded pay-
ments from state timing criteria, said that they timed such payments
any differently than payments funded by other sources.

Most States Require Most states had developed policies and procedures requiring payment of
Within bills within a 30- to 45-day period, as specified in their respective state

gg{g‘:gt[) a tshl laws. (The federal act generally requires that bills be paid within 30

y days.)

Of the 12 states we visited, 9 had either laws or statewide administra-
tive policies that specified a 30-day payment period. (Georgia’s prompt
! pay requirements, which were directed by executive:order rather than
by law, specified a 30-day payment period, but did not apply to pay-
ments on construction contracts.) One other state had a 45-day period,
and another had a 50-day period. The prompt payment laws of the
remaining state, North Carolina, specified a 45-day payment period
applicable only to final payments on construction contracts.

In practice, payments in the two states that had payment periods
exceeding 30 days and in the one state that had not developed statewide
timing criteria were often subject to a 30-day period.

+ In Michigan, whose laws specified a 46-day payment, period, 18 of the 32
payments we audited were governed by contracts stipulating 30-day s
payment periods.

+ North Carolina had not developed payment-timing criteria for most
types of payments; however, 10 of the 21 invoices we audited were sub-
ject to contracts specifying payment periods of 30 days or less, and one
North Carolina agency that we visited had implemented a 30-day pay-
ment period as part of a new system development effort.

« In California, whose laws specified a 50-day payment period for most
types of payments, 12 of the 21 payments we audited were governed by
agreements stipulating a payment period of 30 days or less.

Page 15 GAO/AFMD-89-91 State Prompt Payment Practices




Chapter 2
Administrative Policies Supplement
State Laws

Of the 32 governments that we did not visit but that responded to our
questionnaire, 14 told us that they applied a payment period of 30 cal-
endar days or less.

Seven indicated a payment period of 30 days or less, as specified in their
laws.

Wisconsin and Hawaii officials told us that recent legislation reduced
their payment periods from 45 to 30 days. Wisconsin’s payment-timing
laws and administrative policies directed agencies to begin using a 30-
day period as of February 1, 1989. Hawaii’s respondent told us that,
although the 30-day period will not officially become effective until Jan-
uary 1990, the Governor directed state agencies to begin using the 30-
day period in January 1989.

A New Hampshire official responding to our questionnaire stated that,
although his state had not enacted any payment-timing laws, state agen-
cies were to use a 30-day payment period.

Massachusetts, South Dakota, and Nebraska officials told us that their
states attempted to pay within 30 days. Under Massachusetts law, inter-
est accrued from the 45th day. Under South Dakota and Nebraska law,
interest accrued from the 30th and 31st day, respectively, when pay-
ments were made after 45 days.

As we reported in March 1989, Arkansas law provided two sets of pay-
ment-timing provisions, both of which applied to construction contracts
only. One allowed a total of 17 days for payment processing, while
another required payment within 90 days. In response to our question-
naire, Arkansas told us that state agencies were allowed 17 working
days to pay invoices.

Fifteen of the governments that we did not visit but that responded to
our questionnaire told us that they applied a payment period of more
than 30 calendar days.

Thirteen indicated a payment period of more than 30 days, as specified
in their laws. Included in this thirteen were three states that applied a
payment period of 30 working days, as specified in their laws.

The respondent from Kansas told us that although agencies tried to
make payments sooner, the state did not consider payments late if made
within 45 days. Both the state’s law and policy specified that payments
were to be made within 30 days, but an interest penalty was not due the
vendor if full payment was made on or before the 45th day.

Louisiana’s questionnaire response indicated that state agencies were to
pay invoices within 60 days after the later of receipt of an invoice or
receipt of goods or services. However, according to a 1988 law, interest
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State Laws

! is not due unless payment is made more than 90 days after contractual
; due dates. Prior to the 1988 law, interest was due when invoices were

é paid more than 30 days after the due date.
|

1 Respondents from the remaining three states that we did not visit, New

i Mexico, Nevada, and Vermont, told us that their states had not devel-

| oped timing criteria applicable to most state payments. Vermont had not
enacted any prompt payment laws and the other two states had laws
whose applicability was limited or not clearly defined.

States Administratively To compare state payment-timing practices, it is important to consider
' _ the *‘start date,” the day on which the payment period begins. Even
g‘;ﬁgﬁ;’nent Start-Date when payment periods are similar, different ways of determining start

dates can lead to significantly different payment due dates.

As we reported in March 1989, most states’ laws specified a start date
based on one or more of the following:

« the date an invoice is received,
« the date goods are received or services are completed, or
« the date goods or services are accepted.

We found that, in practice, many states had supplemented the start-date
criteria specified in their laws. For example, Ohio law stated that the
payment period was to be measured from the date an invoice was
received, while Ohio’s administrative policies and procedures defined
invoice receipt as the date the state had received both the invoice and
the goods or services. Further, seven of the states that we either visited
or that responded to our questionnaire had supplemented their start-
date criteria to include acceptance of goods and services. Generally, the
supplemental administrative requirements provided state personnel
with criteria for handling payment-processing situations that were not
specifically addressed by their laws alone.

Table 2.1 compares the start-date criteria provided in state laws and
reported by us in March 1989 with the start-date criteria provided in
written state-level administrative policies and procedures, when avail-
able, or by state officials’ responses to our questionnaire. This data
shows that, when administrative policies and procedures are considered,
more states used start-date definitions that were identical or similar to
the federal criteria than is indicated by start-date definitions provided
in state laws alone,
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! State administrative

State policies and
Start-date criteria laws procedures
{(Number of states)
Receipt of invoice or receipt of goods or
services, whichever is later 13 18
Receipt of invoice or receipt and acceptance of
goods or services, whichever is Tater 10 17
Receipt of invoice 82 3
Other criteria 6 1
No start-date criteria provided 3 1
Total 40 40

Note: This table does not include Arkansas, New Mexico, Nevada, and North Chrolina because these
states' criteria applied only to payments on construction projects. In addition, it does not include the
seven states that did not respond to our questionnaire.

%includes California, whose criteria specified that the invoice postmark be used as the start date.

Criteria Not Consistently

Defi

ned

Start-date criteria in some states were ambiguous as to whether both the
dates of receipt and of acceptance of goods and services were to be used
in determining a start date or whether only the date of receipt of goods
or services should be considered. Such ambiguities increase the subjec-
tivity of timing decisions made by agency personnel.

During our visits to Maryland, Texas, and Georgia, we identified incon-
sistencies in written policies and procedures, data entered on processing
documents, or verbal explanations provided by state officials. Such
inconsistencies indicate that a uniform policy regarding the use of the
acceptance date as an element of due date calculation had not been
clearly defined or consistently communicated to agency personnel. For
example,

Maryland’s statewide policies, as well as standard contract clauses used
by the state’s highway administration, defined the start date as the later
of receipt of an invoice or receipt and acceptance of goods and services.
However, written instructions for filling out an “Invoide Payment
Authorization Form” at Maryland’s Department of Natural Resources
defined the start date as the date the invoice was received or goods and
services were received, whichever was later. The instr@ctions did not
mention acceptance as an element in start-date determination.
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Officials in both Georgia and Texas stated that payment periods should
not start until goods and services have been accepted. However, cen-
trally developed written policies in both states, as well as those avail-
able in the agencies we visited, did not mention acceptance as an ele-
ment in start-date determination.

We also identified inconsistencies among the start-date criteria specified
in the laws, administrative policies, and questionnaire responses of four
states that we did not visit.

The laws and administrative policies in New Jersey stated that the start
date was the later of receipt of an invoice or receipt of goods and ser-
vices, while the questionnaire response indicated that the start date
should be the later of receipt of an invoice or acceptance of goods and
services.

Alaska’s laws and administrative policies stipulated that the payment
period was to begin on the date an invoice was received. However, the
questionnaire response indicated that Alaska used the later of the date
an invoice was received or goods or services were accepted.

South Carolina law defined the start date as the date the agency “certi-
fies its satisfaction with the received goods or services,” and the state’s
questionnaire respondent agreed that acceptance was an element of
South Carolina’s start date. However, South Carolinag’s written policies
directed agencies to begin the payment period on the date an invoice
was received or goods or services were received, whichever was later.
Massachusetts administrative policies referred to both receipt and
acceptance of goods and services, but did not clearlyistate how accep-
tance affects due-date determination. The state’s qujlstionnaire respon-
dent told us that the start date was the date the invoice was received or
the date goods or services were accepted, whichever was later.

The choice of whether to use the date of receipt of goods or services or
of acceptance as an element in start-date determination can have a sig-
nificant impact on payment timing when there is a substantial time gap
between the two. In our audit of 271 invoice paymerits, we identified 31
instances where documented dates indicated that more than 30 days
had elapsed between receipt of goods or completion of services and
acceptance.!

! Available documentation generally did not allow us to determine the cause of delays between receipt
and acceptance or whether these delays were warranted. In addition, such delays were not always
the sole factor in delaying the start of the prescribed payment period. In several cases, vendors had
not submitted invoices until well after providing services or delivering goods.
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Fe“‘( Limits on Time Although laws in eight of the states we visited specified time limits
Allgwed to Accept within which vendors were to be notified when their invoices or goods

and services were defective, we identified provisions in only two states
we visited that limited the time within which goods and services had to
be accepted for purposes of establishing due dates.

Purchases

|

|

t « Illinois’ law and administrative policies required that invoices be

; approved for payment within 30 days after their receipt or receipt of
the goods and services, whichever was later. State officials told us that,

: generally, invoices could not be approved for payment until the related

goods and services had been accepted as satisfactory. If an agency

= exceeded this 30-day period, then the additional 30-day period allowed
for paying the invoice was reduced, and interest was due if payment
was not made by the 45th day after receipt of the invoice or receipt of

; the goods and services, whichever was later.

i » Florida’s centrally developed administrative policies stated that goods

and services were to be inspected and accepted within 5 working days of

their delivery or completion, unless otherwise stated in the related bid

specification or purchase order.

In addition, the District of Columbia’s written procedures required that
contracts contain a ‘“‘stated inspection period, where necessary, for
acceptance of property or services.”

Stant-Date Criteria in Two  Two of the 12 states we visited had implemented start-date criteria, pro-

Statles Visited Extended vided by their respective laws, that extended the periad allowed for

P ayment Period paying vendor invoices. However, according to officials in these two
states, many invoices are paid in far less than the maximum time

allowed.

Illinois laws and administrative procedures required that agencies pay
invoices within 30 days of their “approval.” However, approval, defined
as “final approval of the agency head,” was not required until 30 days
after receipt of the invoice or receipt of the goods or services, whichever
was later. As a result, payment could have been made up to 60 days
after the date that was used as a start date in many other states and still
have been considered on time according to Illinois criteria.

However, an Illinois state official told us that, in practice, most invoices
were paid well before the 60-day period had elapsed. We found that the
Illinois invoices we audited were approved within an aj*verage of 11 days
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Mpst States Have a
Policy of Paying
Interest on Late
yments

after the later of receipt of an invoice or receipt of goods or services and
paid within an average of 16 days after their “approval.”

A second state, California, had implemented start-date criteria that, in
effect, allowed the state up to 60 days to pay some invoices submitted
by small and nonprofit businesses. This was 10 days more than the 50-
day period allowed for payments to other types of businesses. Specifi-
cally, California law provided that, unless otherwise specified in the
contract, small businesses were to be paid within 30 days of the
“required payment date,” which was defined as (1) 30 days after receipt
of a proper invoice or (2) the date the invoice was received, if the
invoice specified that payment was due upon receipt. Payments to other
businesses had to be made within 50 days of the postmark date of the
invoice.

During our audit of invoices, we found that these criteria led to dispari-
ties in payment-timeliness determinations. One California agency official
told us that her agency tried to pay all small businesses within 30 days
of invoice receipt regardless of whether the words ‘‘due upon receipt”
were printed on the invoice. However, an official in California’s Small
Business Administration told us that interest determinations were based
on the criteria provided by law.

Of the 12 states we visited, 10 had laws and administrative policies pro-
viding for interest on most types of late payments. However, 2 of these
10 had administrative policies that significantly limited the applicability
of interest payments. Also, officials in one agency in a third state told us
that the agency paid no interest because all of its funds were federally
provided, and related federal guidance precludes the use of these funds
for interest payments.

Of the 32 governments that we did not visit but that responded to our
questionnaire, 27 had laws and administrative policies providing for
interest on most types of late payments, while 5 did not. Officials from
three states with interest penalty provisions told us that these provi-
sions were not applied to payments that were federally funded.

The greatest difference between state and federal interest provisions
was that many states required vendors to request late-payment interest
penalties, while the federal law requires federal agencies to automati-
cally pay any interest due. Total interest paid to vendors during fiscal
year 1988 by nine of the states we visited ranged from $6,741 to
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$821,192. Of the other three states we visited, Georgia paid no interest,
and California and North Carolina could not provide us with the amount
of interest paid statewide during fiscal year 1988. None of the states
could identify the amount of interest paid only on federally funded pay-
ments. During the period of our review, interest rates for those states
that paid interest were, on average, higher than the rate used by federal
agencies.

The laws of four states (Georgia, New Hampshire, New Mexico, and Ver-
mont) did not require those states to pay interest on any late payments.
Three other states had interest penalty requirements that applied only
to a segment of their payments. Arkansas and North Carolina laws pro-
vided for interest only on construction contracts; Nevada law provided
for interest only on payments to construction subcontractors.

Of the 10 states we visited whose laws provided for interest on most
types of late payments, 2 had instituted administrative policies that sig-
nificantly restricted interest payments, and one agency we visited in a
third state did not pay interest on federally funded payments. In addi-
tion, in an effort to eliminate the administrative burden of making very
small interest payments, four of the states we visited did not pay inter-
est unless the penalties exceeded specific minimum amounts ranging
from $1 to $10.

Pennsylvania law allowed agency officials discretion in deciding
whether to pay interest on many types of late payments. This flexibility
existed because the state’s prompt pay law stipulated that the state
shall pay interest on late payments to small businesses and may pay
interest on late payments to other types of businesses. Also, the state
had interpreted its law to require interest payments on all final con-
struction payments from the date of a project’s final aCCeptance by the
state. Officials in the state comptroller’s office told us that except for
interest on final construction payments, decisions regandmg interest
payments to other than small businesses were left up to individual state
agencies and that they had not issued any guidance on this topic.

Michigan officials told us that their state did not pay interest until 45
days after the payment-period start date, regardless of contract terms
specifying earlier payment due dates. This practice may be at odds with
Michigan’s law, which provided that interest be paid when payments
were “past due.” The law defined “past due” as 45 days after receipt of
an invoice, receipt of goods or services, or completion of a contract,
whichever is later, unless otherwise agreed in writing. However, state
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officials told us that they did not consider interest dye on the six Michi-
gan invoices we audited that were paid after the 30-day payment period
specified in their purchase orders or contracts had expired, because
they were paid before the 45th day.

Ohio’s Bureau of Employment Services did not pay interest on federally
funded payments. Although this may not be consistent with the state’s
law and administrative policy, which directed agencies to automatically
pay interest on late payments, Bureau officials told us that they imple-
mented a no-interest policy because the Bureau was funded solely by
federal money. They noted that oMB Circular A-87, ‘“Cost Principles for
State and Local Governments,” precludes the use of federal funds for
paying fines, penalties, interest, or other financial costs.

oMB Circular A-125, which implements the Prompt Payment Act, also
prohibits the use of federal funds to pay late-payment interest charges
incurred by the states or other grantees. However, these prohibitions do
not preclude the states’ paying interest penalties with state-provided
funds when their administration of federally assisted programs results
in late payments to vendors.

race Periods

As we reported in March 1989, in most of the states and the District of
Columbia, payments made after the payment period expired were sub-
ject to interest penalties starting the next day. However, the laws for
five governments with 30-day payment periods also provided that inter-
est penalties were not to be assessed, unless payment was made after
the expiration of a grace period. Four of the governments had a 15-day
grace period, and the fifth one had a 7-day grace period. Thus, grace
periods for these states allowed payments to be made from 37 to 45
days after the start date, before an interest penalty was incurred. The
laws of seven additional states can be viewed as including ‘‘built-in”
grace periods, because they stipulated that payments not made within
45 days accrue interest retroactively from an earlier point in time, usu-
ally the 30th or 31st day after the start date. (Prior to April 1989, fed-
eral agencies were allowed a 15-day grace period in addition to the 30-
day payment period before interest penalties were due. However, the
October 1988 amendments eliminated this provision.)

terest Rates Vary

Annual interest rates assessed on late payments during the last 6
months of 1988 ranged from 6 to 24 percent and avéraged 12.8 percent.
During the same period, federal agencies applied a 9.75 percent annual

Page 23 GAO/AFMD-89-91 State Prompt Payment Practices




Chapter 2 ,
Administrative Policles Supplement
State Laws

rate. As we reported in March 1989, laws in 46 states and the District of
Columbia provided for late-payment interest penalties on at least some
payments to vendors. Of these 47 governments, 31 applied interest rates
that were specified by law and 16 applied rates that were tied to other
rates, such as the commercial prime rate published in The Wall Street
Journal.

Man:

States Require
Vendors to Request

Inte#est Due

Con
Con

Pay;r.lents on

struction
tracts

Of the 37 governments included in our review that had interest penalty
provisions applicable to most types of payments, 20 did not pay interest
unless vendors submitted requests. This requirement was imposed by
law in 8 of these states and by administrative policy in 12.2 (The federal
Prompt Payment Act requires automatic payment of interest by federal
agencies and imposes an additional penalty when vendors must request
interest they are due.)

Officials in states that required vendors to request interest strongly sup-
ported this policy. Generally, they told us that automatic payment of
interest would be too expensive because it would require careful calcula-
tions and reviews by state personnel and would result in compensation
to vendors who were not dissatisfied with state payment timing.

Timing criteria applicable to partial or progress payments® on construc-
tion contracts frequently varied from those applicable to final payments
on completed projects. With some exceptions, state officials told us that
state agencies were to apply the same timing and interest criteria to
interim payments on construction contracts that they used for other
types of payments. However, we observed that most of the states we
visited routinely expedited interim payments. Five of the 12 states we

20f the seven states that we did not visit and that did not respond to our questionnaire, laws in two
specified that vendors were to request interest on late payments, laws in four provided for interest
but were silent on whether such penalties were to be paid automatically, and Jaws in one required
states to pay interest penalties automatically.

"’Some state laws, as well as recent amendments to the federal law, refer to partla.l payments as

progress payment,s " Inan attempt to eliminate confusion at the federal level with regard to the
terms *“partial” and “progress” payments, OMB has defined partial payments as payments made for
partial execution or delivery of accepted goods or services, including those made under construction
contracts. Progress payments, on the other hand, are defined as payments méde prior to receipt or
acceptance of the goods or services solely for the purpose of assisting the contractor in financing the
project. According to OMB's definitions, which are contained in OMB Circular A-125, partial pay-
ments are subject to interest penalties if paid late, while progress payments for financing purposes
are not. However, we found no evidence that states have made a similar distmction between these
two types of payments. Accordingly, in this report we generally refer to any type of partial or prog-
ress payment as an “interim” payment.
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visited allowed a longer period within which to pay final payments on
construction than was allowed for other types of payments, presumably
so that state personnel would have time to ensure that all contract
requirements had been met. In addition, due dates for final payments
were usually based on final inspections, occupancy, or other indications
of final acceptance.

Interim Payments

Officials in 30 of the 44 governments in our review told us that interim
construction payments were subject to the same payment period as
other types of payments. Officials in 10 of the other 14 governments
told us that they either applied a different payment period to interim
payments on construction than they applied to other types of payments
or that they had not developed timing criteria for one of these two types
of payments.

Massachusetts law specified that payments for goods and services were
to be made within 45 days and that interim payments on construction
contracts were to be made within 24 days.

Although most payments in California were subject to a 50-day payment
period, that state’s law stipulated a 60-day payment period for public
works construction, including interim payments. However, the interim
payments on highway construction that we audited in California were
paid according to a predetermined schedule that required payment
about 15 days after the end of the related work period.

Michigan applied a 30-day payment period to interim payments on con-
struction, while using a 45-day period for payments on other types of
purchases.

As provided by law, Mississippi told us that the state applied a 60-day
payment period to interim payments on construction, while applying a
45-day period to other payments.

Nebraska told us that interim payments on construction were usually
paid within 16 days, while a payment period of 45 days was allowed for
other types of payments.

Georgia and Oklahoma excluded interim construction payments from
their general payment-timing provisions, and no other criteria were pro-
vided for such payments when related contracts were silent on payment
timing.

Kansas’ questionnaire respondent stated that the state had not devel-
oped specific payment-timing criteria for interim payments on construc-
tion, but that such payments were “expedited.” Kansas was to pay for
most purchases within 30 days.
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Arkansas’ respondent told us that the state’s timing criteria applied only
to construction contracts and that no criteria had been developed for
other types of payments.

West Virginia’s respondent told us that the state had developed criteria
applicable to payments on completed contracts, but not on interim
payments.

Questionnaire respondents in the four remaining states (North Carolina,
New Mexico, Nevada, and Vermont) told us that they had not developed
timing criteria for either interim payments or most other types of
payments.

In addition to the varying payment periods described above, 12 states
had designated a different start date for at least some interim construc-
tion payments, often because vendors were not required to submit an
invoice, as was usually the case with other types of payments.

Four states, including three that we visited, started the payment period
for at least some interim construction payments with the date the
related segment of work was completed, often referred to as the *“‘cut-off
date.”

Eight states, including five that we visited, started the payment period
for at least some interim construction payments with the date the state
inspector or engineer approved or certified a completed segment of work
and related cost estimates. One of these, Texas, specified that the start
date for interim construction payments by the Department of Highways
was the date the engineer’s approval was entered into an automated
system.

Regarding interest penalties, questionnaire respondents in five states
told us that late interim construction payments were subject to require-
ments that differed from those applied to other types of payments.
Alaska and Mississippi used lower interest rates for interim construction
payments: 10.5 percent and 12 percent, respectively, versus 18 percent
for other types of payments. Nebraska's respondent told us that,
although the state paid interest on other types of payments, it did not
pay interest on late interim construction payments. Similarly, Connecti-
cut’s respondent told us that interim payments on highway construction
were exempt from late-payment interest penalties. Conversely, Arkan-
sas paid interest on at least some interim construction payments but did
not pay interest on payments for other types of purchases.
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Laws or administrative requirements in 6 of the 12 states we visited
stipulated a longer payment period for final payments on at least some
types of construction than was provided for payments on most other
types of purchases. Additionally, the requirements in two other states
provided for shorter periods, and the laws in an eighth state visited
applied only to final payments on construction.

The laws of Florida and New York specified 30-day payment periods for
most types of vendor payments, but allowed 75 days for final payments
on certain types of construction.

Pennsylvania law, which also specified a 30-day payment period,
allowed 45 days for certain types of final construction payments. In
addition, Pennsylvania had interpreted its law as requiring payment of
interest on all final construction payments from the date of final accep-
tance, regardless of when payment is made. For other types of invoices
subject to late-payment penalties, interest was only due after the 30-day
payment period and a 15-day grace period had expired.

Michigan and California laws stipulated 45-day and 60-day payment
periods, respectively, for most types of payments. However, Michigan
law and California’s Department of Transportation specifications, which
were to be included in that department’s contracts, allowed only 30 days
for final payments on certain types of construction.

Standard contract specifications developed by the departments respon-
sible for highway construction in both Maryland and Virginia stated
that final construction payments were to be made within 90 days of pro-
ject acceptance. Both states’ laws specified 30-day payment periods for
other types of purchases. ‘

North Carolina law, which did not provide any timing criteria for pay-
ments on most types of goods and services, specified that final pay-
ments on construction, other than highway construction, be made within
45 days. In addition, the North Carolina Department of Transportation’s
“Road and Structures Specifications” provided that final payments be
made within 120 days of a project’s final acceptance.

Overall, as we reported in March 1989, 16 states had enacted separate
payment-period provisions for final payments on at least some types of
construction contracts. These provisions generally allowed longer pay-
ment periods than those applicable to most other state purchases.

Tis
Su

ming of Payments to
bcontractors

In recent years, the timing of payments to subcontractors working on
federally assisted projects has been of particular intérest to the Con-
gress. The federal Prompt Payment Act was amended in 1988 to require
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that all federal agency contracts entered into or amended after April 1,
1989, include a clause requiring that contractors pay tljeir subcontrac-
tors within 7 days after receiving payment from the federal agency.

At least 24 states had developed criteria regarding when contractors
were to pay their subcontractors in at least some situations. These pro-
visions were included in the laws of 22 states (including 3 that we did
not visit and that did not respond to our questionnaire), and question-
naire respondents in an additional 2 states told us that they had devel-
oped administrative policies that specified timing criteria for payments
to subcontractors.

However, many of these states had not developed techniques for either
implementing or monitoring such provisions. Officials in 10 states
responding to our questionnaire said that their states had developed a
standard or required contract clause outlining subcontractor provisions.
None of the states we visited had developed such a required contract
clause, and only 4, or b percent, of the contracts for th¢ 83 construction
contract payments we examined contained terms specifying a number of
days within which contractors were to pay subcontractors.

All of the officials participating in our review from those states that had
subcontractor provisions told us that they did not actively monitor or
enforce such provisions, whether required by contracts or not. Some of
those we visited said that, other than responding to subcontractor com-
plaints, there was little they could do to ensure that subcontractors were
being paid in a timely manner.

As for the states that had not developed timing criteria for payments to
subcontractors either in their laws or in their administrative policies,
officials generally objected to such provisions because, in their opinion,
they would be

an inappropriate government intrusion into contractor-subcontractor

relations and
costly and difficult to monitor and enforce.
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Most Audited Invoices
Paid by Their Due
Dates

Almost three quarters of the invoices we audited were paid by their due
dates, with construction contract payments generally paid closer to their
due dates than payments for other types of purchases. About 19 percent
of the state payments we audited were made after their due dates, but
states paid no interest on these invoices, primarily because vendors did
not request it. We could not determine the timeliness of the remaining
invoice payments audited because data essential to due-date determina-
tion were missing.!

About 40 percent of the payments we examined were paid more than 7
days before their due dates, a practice that is not consistent with good
cash management. The abilities of the state agencies we visited to pre-
cisely time payments varied according to the systems and procedures
they had developed. Many did not determine precise due dates, but
instead scheduled invoices for payment as soon as they received needed
documentation.

Of the 271 invoices we audited for compliance with state criteria, 73
percent were paid by their due dates. This represented 90 percent of the
dollar value of the audited invoices. Forty-one percent of the invoices
examined were paid more than 7 days early. Nineteen percent of the
invoices we audited were paid after their due dates.

We could not determine whether the remaining 8 percent (22 invoices)
were paid when due. The primary reason was that documentation essen-
tial for making this determination, such as delivery dates and invoice
receipt dates, was not available. Also, in some cases, timing criteria
applicable to the payment in question were not provided either in state
laws, policies, and procedures, or in the related contract. Table 3.1 sum-
marizes the timeliness of the payments we audited.

In 1986, based on our review of over 1,500 randomly selected invoices, We estimated that federal
agencies paid 76 percent of invoices by their due dates. See Prompt Payment Act: Agencies Have Not
Fully Achieved Available Benefits (GAO/AFMD-86-69, August 2%, 15%% ;
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Tabl T 3.1: Timeliness of Audited Invoice
Payments According to Each State’s
Dua-Pato Criteria

i
i
i
i
i
I
P
)
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i

Invoices ; Amount
, Number Percent  Dollars  Percent

Paid more than 7 days before

due date 110 40.6 $4,850,551 247
Paid between 0 and 7 days

before due date 89 328 12,923,402 65.7
Total Paid by Due Date 199 73.4 17,773,953 90.4
Within 15 days after due date 38 14.0 1,076,424 55
More than 15 days after due

date 12 45 19,893 0.1
Total Paid After Due Date 50 18.5 - 1,096,317 5.6
Undeterminable due to missing ,

data 17 6.3 760,968 3.8
Undeterminable due to a lack of

timing criteria 5 1.8 45,867 0.2
Total Invoices Audited 271 100.0 $19,677,105 100.0

Note: For states in which due-date criteria provided in laws differed from critefia provided in administra-
tive policies, we based our analysis on written administrative policies.

Vendors offered discounts on seven invoices in our sample. State agen-
cies took two of these—one within the established discount period and
one after the period had elapsed.

Interim payments on construction contracts were more likely to be paid
on time and closer to their due dates than other types of payments. Of
the 79 interim payments on construction in our sample, 92 percent were
paid by their due dates. Interim construction payments that were paid
on time were paid an average of 9 days before their due dates, while on-
time payments for other goods and services were made an average of 11
days before their due dates. Late interim construction payments were
paid an average of 3 days after their due dates versus an average of 16
days late for other goods and services.

Our sample also included four final payments on construction contracts.
Of these, two were paid by their due dates. We could not determine
whether the other two were on time or not because, for one, the final
acceptance date had not been documented and, for the other, no timing
criteria were available in either the related contract or state laws and
administrative policies.
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f !
Miésing Dates and Criteria Determining the timeliness of an invoice payment requires (1) payment-
Precluded Determination timing critex.'ia provided either in the related contract or in laws or
of Timeliness administrative procedures and (2) reliable documentation of key dates,
! such as the date an invoice is received or the date goods and services are
received or accepted.

|
|
|
| Although criteria and key dates were available for most of the invoices
we audited, we could not determine a precise due date for 52 sample

; invoices because such data were not available. For 38 of these invoices,

‘ information needed to calculate due dates, such as the date an invoice
was received or the date goods or services were received or accepted,
had not been documented by state agency personnel. For the other 14
invoices, either no payment-timing criteria were available or the criteria
were incomplete. These 14 were from North Carolina and Georgia, states
which had not developed timing criteria for many types of payments.

However, we were able to conclude whether or not 30 of these 52
invoices had been paid on time based on other available data, such as
vendors’ invoice dates and various dates documented during payment
processing, and on available criteria, such as payment periods included
in contracts. Available data for the remaining 22 invoices were not suffi-
cient for us to determine whether or not they were paid on time.

To ensure that key dates were available, some state agencies had devel-
oped standardized documentation mechanisms that prompted personnel
to record needed dates and facilitated their subsequent identification.
The following are examples of controls we found in the agencies we
visited.

» Most of the agencies we visited dated invoices when they were received
with a stamp identifying the receiving office.

+ Pennsylvania’s Department of Transportation used computer input
screens that prompted the user for pertinent dates.

» Florida had developed a three-line stamp which was used by two of the
three agencies we visited to record the invoice receipt date, the goods/
services receipt date, and the goods/services acceptance date on the
invoice. The purchase orders used by the third Florida agency we visited
had preprinted spaces for recording these dates.

» New York, Virginia, Ohio, and Maryland used standard forms to record
start dates or due dates, which were subsequently keyed into automated
systems.
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Chapter 3 3 ‘ S
Compliance With Criteria Varied in Twelve : X :
States Visited

Sonie Payments Delayed Some payments that we determined were on time a;ccoidmg to state laws
During Processing and administrative criteria were actually held up by delays in either

: submitting or recelvmg the invoice or in accepting delivered goods or

| completed services. In most cases, available documentgtion was not suf-

E ficient to determine whether the delays were the fault of the vendor or

F the state. Thirty of the invoice payments we exammed, while techni-
! cally paid by their due dates, were delayed from 10 to 96 days before
|
|
1
i

the events necessary for a start date occurred. The following are exam-
ples of hidden delays that we discovered during our invoice audit.

+ Date stamps indicating invoice receipt by various state agencies showed
that 14 invoices were not received until between 15 an¢d 66 days after
the vendors’ invoice dates. (We were not able to determine whether ven-

; dors sent the invoices in a timely manner or whether agencies promptly

| acknowledged receipt.)

+ Four interim payments on highway construction projects in Maryland,
which were on time according to state laws and policies, were paid
between 52 and 85 days after the related work had been completed, in
part because approvals by state auditors took from 10 to 28 days.
According to state officials, when such approvals are required, they
serve as the start date for measuring the state’s 30-day payment period.
An auditor responsible for examining these invoices told us that,
although his office’s review can be completed within one day, due to a
heavy workload, the invoices in question had probably been delayed so
that they could be examined with other invoices on the same contracts.
He also said that it is sometimes more cost-effective to accumulate
related invoices so that they can be reviewed as a group.

Timeliness According to The preceding analyses assess the success of the 12 states we visited in
Standard Criteria, complying with their respective state laws and adminis;trative policies
regarding payment timing. However, because timing criteria varies from
state to state, a payment that is considered on time in ohe state could be
considered late if assessed according to another state’s criteria. To offset
these variations and provide an overall assessment of how quickly ven-
dors are paid, we performed two additional analyses of the timeliness of
the sample payments. The two criteria we used were the periods that
elapsed between (1) delivery of goods or completion of fservices and pay-
ment and (2) the vendor’s invoice date and payment. We used delivery
of goods, completion of services, and vendors’ invoice dates as ‘‘start
dates” in these analyses because these dates generally are not subject to
varying state criteria.
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! For these analyses, we deleted the four final payments on construction

f contracts from our sample because, as discussed in chapter 2, such pay-

| ments are often subject to criteria that are significantly different from

{ those applied to other types of payments. Our analysis of the remaining

| 267 invoices audited showed that payments were made an average of 37

! days after the related goods had been delivered or services had been
completed and an average of 40 days after the vendor’s invoice date.

¢

0

[} 0 According to state criteria, 26 of the 50 invoices that were paid after
NOE EVlden(?e Of their due dates, including one improperly taken discount, were not sub-
IIItBI‘ESt Paid on ject to interest penalties. We could not find any indication that interest
Audited Invoices or other late payment penalties were paid to vendors on the remaining

| 24. The reasons interest was not paid, based on our discussions with

i state officials, are summarized in Table 3.2.

on Payments Made After Their Due Reason ' Number of invoices
Date

lel%&?: Reasons Interest Was Not Paic {1

Payments subject to interest penalties:

No evidence that vendor requested interest as required by state
law or policy

Oversight, administrative error, or no reason could be determined 10
Total 24

Payments not subject to interest penalties:
Payment was made during grace period 8

Interest did not exceed $5 or $10 threshold specified in state

laws or policies -3
No requirement to pay interest existed either in state law or in

contract .3

Although contract specified a 30-day payment period, state
policy precluded payment of interest until after 45 days

(Michigan) 6
Agency was not provided state funds to pay interest on federally .
! funded payments (Ohio Bureau of Employment Services) .6
] Total : 26
Total : 50

We found no evidence that some of the states we visited were attempt-
ing to make vendors aware that they may be entitled to interest on late
payments, and interest-penalty provisions were usually not disclosed in

g contracts. Only 26 of the 271 invoices we audited were supported by
contracts that included specific interest-payment provisions. Officials in
two states noted that it was in their states’ interest to refrain from
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Limited Cash
Management Efforts
Resulted in Many
Early Payments

advertising interest penalty provisions because it wouZld prompt vendors
to request interest, resulting in additional administrative expenses to
verify such claims. This reluctance to inform vendors of late-payment
interest penalty provisions may account for the fact that vendors appar-
ently did not request interest on the late payments we reviewed. How-
ever, three states had developed routine methods for notifying vendors
of their rights to interest on late payments.

Virginia published a booklet describing procurement and payment prac-
tices, including how vendors should go about requesting late-payment
interest. Virginia officials told us this booklet was distributed to all ven-
dors doing business with the state.

Illinois planned to include a preprinted notice with payment checks to
vendors informing them that they may be entitled to interest when pay-
ments were not timed in compliance with state law. Until the new remit-
tance forms were available, agencies were to type this information on
the remittance advice that accompanied checks sent to vendors.
Florida's purchase order forms and bid instructions contained
preprinted citations of the state’s prompt payment statute and stated
that payments were subject to interest penalties when not paid within
prescribed time limits, thus ensuring that vendors were provided with
this information.

Timely payments not only fulfill a state’s responsibility to its vendors,
but also protect the interests of the public. However, if states pay bills
involving federal funds well in advance of when payment is actually
due, states may draw down federal cash balances sooner than neces-
sary. This could cause the federal government to either lose opportuni-
ties to earn interest on cash balances or incur additionpl borrowing
costs. To the extent that state funds are also used earlier than neces-
sary, states will incur similar costs.

Avoiding Early Payment
Could Save Federal and
State Funds

Using the federal criteria that payments should not be made more than
7 days before they are due, we determined that 110 of the 271 payments
we analyzed were made earlier than necessary. These 110, or 41 percent
of the invoices tested, accounted for 25 percent of the dollar outlays
associated with the sample payments.

Such early payments can result in hidden expenses for the governments

whose funds are being used. For example, one state co:uld have saved
$622 on a $325,866 payment made 13 days before the!due date if that
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payment had been made on the 7th day before the due date. This deter-
mination is based on the assumption that the state could have earned
interest at an annual rate of 9.75 percent? by retaining the funds for an
additional 6 days. While it may not be reasonable to expect payments to
be made exactly on their due dates, the more precisely a payment can be
timed, the greater the potential savings. If the payment in our example
had been made precisely on the due date, the potential savings associ-
ated with this payment would increase by $608 to a total of about
$1,130.

We analyzed sample invoices to determine the amount of savings avail-
able if invoices had not been paid early. For 1032 invoices valued at $4.1
million that were paid more than 7 days before their due dates, we esti-
mated that $7,600 could have been saved if payment had been made on
the seventh day before these invoices were due. Our analyses were
based on the assumption that, during the period within which our sam-
ple invoices were paid, states or the federal government could have
earned 9.75 percent interest, stated as an annual rate, or avoided bor-
rowing at the same rate. We did not attempt to ascertain how such sav-
ings would have accrued to federal versus state entities. This would
depend on precisely when the state drew down the federal funds associ-
ated with the payments we reviewed.

Ca
We

sh Management Efforts
re Often Not Effective

Payments were early because, in many of the agencies we visited, pay-
ment center personnel did not formally apply payment periods or deter-
mine precise due dates. Instead, they frequently paid invoices as quickly
as possible after needed documentation was received, often on a first-in,
first-out basis.

Seven of the states we visited had (1) written laws or administrative
policies, (2) automated system features, or (3) a combination of these, to
promote payment close to invoice due dates. However, in each of these
states, the effectiveness of cash management policies was limited
because they had not been successfully communicated to agency person-
nel, they were not compatible with other state policies, or agency sys-
tems were not capable of precisely scheduling payments.

2This is the rate for determining federal late-payment penalties that was in effect during the period
of our review., '

30ur analysis included only the 103 early payments for which we could détermine a precise due date.
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Three of the states we visited had program guidance clearly urging that
payments not be made too early. Some of the cash management criteria
in these three states were based on laws while others ! had an administra-

al rritaria allnuring h n ha mada
tive basis. In contrast with federal criteria allow ing pay ment 6 be made

as early as 7 days before the due date, state guidance:did not provide
any specific instructions regarding how many days wbuld be considered
too early.

A Pennsylvania management directive called for taking discounts,
avoiding interest penalties, and paying nondiscounted invoices close to
the due date. However, in the agencies we visited, only highway con-
struction payments, which tend to be high-dollar, low-volume payments,
were precisely timed to be paid on their due dates. The other Penn-
sylvania agency we visited had not developed written procedures for
either formally determining due dates or precisely scheduling payments.
North Carolina law called for state payments to be paid neither early
nor late, but on the due date to the extent practical. Also, the state’s
cash management handbook called for maximizing mvestments of inter-
est-bearing cash. However, North Carolina did not haVe statewide pay-
ment-timing criteria for most types of payments, and pnly one of the
state’s agencies we visited had independently developed criteria. As a
result, unless timing criteria were provided in the purchase agreement,
the state had no basis for determining due dates.

California’s administrative manual discouraged early payments because
they reduce the amount of money the state can invest, to earn interest.
However, criteria provided in the manual, which stipulated payment
within 30 days, had not been revised since 1975 and did not conform
with more recent California laws, which required payment within 50
days. The payment processing personnel whom we talked with were
generally not following any cash management guidance. Two of the Cali-
fornia agencies we visited paid invoices as they were jreceived, while all
seven of the highway construction payments we examined were made
precisely on their due dates.

Four states we visited, Virginia, New York, Maryland; and Michigan,
had automated systems capable of precisely releasing payments by
scheduled due dates on a routine basis. The systems required agency
personnel to either calculate due dates or determine start dates so that
an automated system could calculate the due dates. Payment data were
then stored in the system until on or close to the due date. These sys-
tems appeared to work well when agency personnel entered correct
dates. However, in each of these states, we talked with payment
processing personnel who either did not calculate due dates or specified
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Informed Staff
Essential to
pliance

KT

accelerated due dates which caused payments to be made early. For
example, according to Michigan's Director of Accounting, that state’s
central payment system stored payments until 3 days before the agency-
specified due date. However, two of the three Michigan agencies we vis-
ited did not routinely establish due dates, which resulted in their pay-
ments being processed immediately by the central system. About half of
the Michigan invoices we examined were paid more than 9 days before
their due dates.

The other five states we visited generally paid invoices as soon as they
could. The overall view expressed by officials in these states was that,
because of various approvals and manual processing steps involved in
the payment process, they were much more concerned about avoiding
late payments than early payments and, as a result, placed little empha-
sis on this aspect of cash management. A Florida official told us that his
state’s philosophy was to pay vendors as quickly as possible and that
early payments were not discouraged. We determined'that 9 of the 20
Florida payments we examined were paid more than 7 days before their
due dates.

Regardless of the automated and procedural control techniques that
have been developed in many states to ensure proper payment timing,
compliance ultimately depends on how well payment-center staff under-
stand the criteria they are to apply. Although most of the invoices we
examined at the 12 states visited were paid by their due dates, we iden-
tified instances where personnel (1) did not apply payment-timing crite-
ria and, as a result, scheduled payments to be paid too early or too late,
(2) did not pay interest penalties due, or (3) did not document key dates.

Routine monitoring of agency payment operations can help ensure that
personnel understand procedures and that payments are being timed
consistently and in accordance with state criteria. Of the 12 states vis-
ited, Florida, Georgia, New York, Pennsylvania, Maryland, and Virginia
routinely gathered statewide information regarding the number,
amount, and causes of late payments. Their reports also summarized
payment activities by agency, thus further identifying those agencies
which were not complying with prompt payment policies. In addition,
reports by state auditors in Virginia, Florida, Ohio, and North Carolina
included assessments of compliance with payment-timing provisions.
Four states that we visited (California, Illinois, Michigan, and Texas)
told us that they did not actively oversee agency compliance with
payment-timing provisions.
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Federal Requirements

During congressional consideration of federal Prompt ‘}Payment Act
amendments, which were enacted in October 1988, the need for legisla-
tion designed to ensure that states pay vendors in a tlinely manner when
they are using federal funds was also discussed. Prostals ranged from
(1) having states apply the same criteria to federally funded payments
as those used by federal agencies to (2) allowing states to use the same
criteria for federally funded payments that they apply to payments
involving only state funds. A third alternative, which combines elements
from both of the first two proposals, involves requiring states to develop
minimum payment-timing criteria that would apply to federally funded

state payments.

While it is ultimately up to the Congress to determine what course of
action, if any, is needed to improve the timeliness of federally funded
state payments to vendors, we offer the following observations based on
our visits to 12 states, the information and comments we received in
questionnaire responses, and our analysis of the laws of the 7 states that
did not respond to our questionnaire.

I

Impact Would Vary
Depending on
Requirements

Establishing payment-timing criteria that states would have to apply
when using federal funds would require changes in state payment sys-
tems and procedures. The amount of modification needed would
increase according to the level of detailed criteria in any such federal
requirements. The overall effects of each of the three alternatives we
considered are discussed below.

Requiring that states time federally funded payments according to pro-
visions that govern federal agencies would require some system and pro-
cedural changes in every state and the District of Columbia. Such
changes would be needed because none of the states included in our
review had developed criteria that were identical to those provided by
the federal Prompt Payment Act. In addition, as reported in our March
1989 report, the criteria provided by the laws of the seven states that
did not respond to our questionnaire differed in some aspects from the
federal criteria.

Most states have developed basic due-date criteria that they apply to
both state and federally funded payments. States whose laws and
administrative requirements differ significantly from federal require-
ments would have to either apply federal requlrements to all payments,
including those funded by the state, or modify their systems to accom-
modate two streams of payments—one involving federal assistance and
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one for solely state-funded payments. Either option would require the
states to make corresponding changes to written policies and procedures
and to automated payment-timing features. Similarly, states whose sys-
tems cannot readily identify payments involving federal funds would
have to either develop coding systems to distinguish between funding
sources or use the same payment-timing criteria for both federally
funded and state-funded payments.

Requiring states to develop and apply minimum payment-timing criteria
to federally funded payments would result in fewer procedural and sys-
tem changes. Such a requirement would allow states that have already
addressed key aspects of payment timing to continue applying the crite-
ria they have developed, even though these criteria may differ some-
what from the federal rules. States that have not developed criteria
related to the minimum requirements would have to do so.

To assess the potential impact of this alternative, we determined the
number of states with criteria that included

a specified payment period and start date,

automatic payment of interest on late payments, and

a requirement that contractors pay subcontractors within a specified
time frame.

Of the 44 governments included in our review, 38 governments had pay-
ment periods and start-date criteria applicable to most types of pay-
ments. Seven additional states, which we did not visit and which did not
respond to our questionnaire, had prompt payment laws that appeared
to provide these criteria. Thus, under this “minimum ¢riteria’ option, 45
of the 51 governments would not have to significantly alter the timing
aspects of their systems. However, about half of the 44 governments
included in our review did not pay interest automatically and a similar
number had not developed timing criteria for payments to subcontrac-
tors. Thus, many governments would have to change at least some of
their current practices, if the federal government required states to
develop and apply criteria in these two areas. Six states (California,
Florida, Hawaii, Mississippi, New York, and South Dakota) had estab-
lished criteria for all of the payment-timing factors listed above and,
therefore, would not need to supplement or revise their criteria.

Requiring that states apply their existing prompt pay;:nent laws to fed-

erally funded payments would have little or no impact on existing sys-
tems and procedures in most states. As we noted previously, states
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Cost Considerations

-
Comments From State

Ot

ficials

generally do not differentiate between federal and state funds for
payment-timing purposes. Only the few states that currently exempt
federally funded payments from late-payment intereét penalty provi-
sions or other criteria would be affected and need to rev1se their existing
practices.

An additional issue that could arise from any federal direction to alter
state payment policies is the resulting cost. States would incur costs to
modify their respective payment systems to comply with federal
requirements, and the payment of interest penalties may increase if all
states are required to pay such penalties automatically. Several state
officials indicated to us that, if federal requirements were imposed, they
would expect (1) to be compensated for the cost of required system
changes and (2) to be allowed to use federal funds to pay interest
penalties.

Based on responses to our inquiries during state visits and to our ques-
tionnaire, most state officials were not receptive to the implementation
of federally imposed requirements. We held discussions with and
received numerous written comments from hlgh-level officials responsi-
ble for payment operations, including deputy comptrollers and directors
of accounting or administration. Examples of their cdmments, which
typify those received from other state officials, are summarized below.

The additional administrative burden associated with ensuring state-
wide compliance with two prompt payment laws, one for federal funds
and one for state funds, would be unreasonable. A reguirement that
states follow the provisions of the federal Prompt Pa,'}rment Act would
essentially mandate that the state change its prompt payment law to be
in conformance with federal law.

States that have already enacted prompt pay legislation should be
excluded from any proposed federal criteria.

Some states do not currently have a viable means of identifying which
invoices are paid with federal funds and which are paid with state
funds. One official said that confusion would arise over when interest
was to be paid automatically and when vendors were to submit a
request. An official in another state estimated that the imposition of
federal criteria would require his state’s agencies to develop a means of
segregating approximately 1 million invoices monthly according to fund-
ing source.
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“'The federal government should pay the cost of redesigning state and

local government payment systems to comply with federal
requirements.

If federal criteria were enacted, the states would need a phase-in period
of several years to make necessary system and procedural changes.
The costs would be considerable; the benefits to vendors doing business
with states are unclear.
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States Included in Our ReV1eW

}

| Responded to our
State Visited Qotallcd questionnaire®

i
t
; Alabama X

Alaska X

Arizona X

Arkansas X
California X

: Colorado

; Connecticut X

Delaware

District of Columbia X

Florida , X

Georgia X

Hawaii X

Idaho

lllinois X

Indiana

lowa

Kansas

Kentucky

Louisiana

Maine

Maryland X

Massachusetts

Michigan X

Minnesota

Mississippi

Missouri

Montana

Nebraska

Nevada

New Hampshire

New Jersey

New Mexico

New York

North Carolina X

North Dakota

Ohio X

Oklahoma X

Oregon

Pennsylvania X

>

XX XX

x

XX XXX XX XXX

x

(continued)
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: | : . Responded to our
‘ 1 State Visited detalled questionnaire®
| Rhode Island | X
South Carolina : X
: South Dakota ' X
E Tennessee :
Texas X
5 Utah X
5 Vermont ! X
Virginia X
: Washington X
West Virginia X
Wisconsin X
Wyoming X
Total 12 32

#We also sent a less comprehensive questionnaire to the 12 states that we vigited. The responses to
this questionnaire supplemented information obtained during our on-site visits.
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