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Interagency Contract Process TxDOT Internal Audit Division - Limited Scope

Objective
To evaluate interagency contract (IAC) activity through frequency and spend.

Opinion

Based on the audit scope areas reviewed, control mechanisms require improvement and
only partially address risk factors and exposures considered significant relative to impacting
reporting reliability, operational execution, and compliance. The organization's system of
internal controls requires improvement in order to provide reasonable assurance that key
goals and objectives will be achieved. Improvements are required to minimize existing
process variation and control gap corrections that may result in potentially significant
negative impacts to the organization including the achievement of the organization's
business/control objectives.

Overall Engagement Assessment Needs Improvement

Finding
Operating
Title Control Design Effectiveness Rating
Finding 1 Interagency Contracting Controls X X Needs Improvement

Management concurs with the above finding and prepared management action plans to
address deficiencies.

Control Environment

TxDOT district and division (D/D) personnel that execute agreements with goods and
services providers are responsible for ensuring appropriate justification and use of state and
federal funds. This includes estimating the cost of the goods or services, determining if
funds are available to pay for the services, utilizing the IAC template, and designating a
contract manager.

The contract period for an IAC should be no longer than two years in length. If an IAC has a
contract period longer than two years, the D/D should submit a written justification to the
Contract Services Division (CSD) for review.

Prior to execution, the contracting D/D must submit a contract packet which should include
a completed IAC, the scope of services, and an estimated budget to CSD. CSD is the office of
record for all IACs and amendments including those executed by the D/D, and the D/D
maintains the contract file and must include certain documents in the file. CSD utilizes an
electronic document management system to maintain electronic copies of all IACs,
amendments, and supporting documentation.

The Texas General Appropriations Act requires all state agencies to provide information each
month about contracts (including IACs) at or above $50,000 in value.

Summary Results
Audit testing completed resulting in management action plans.
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Scope Evidence
Area

388 active IACs were identified during fiscal year (FY) 2016 -
FY 2018. A judgmental sample of 39 active IACs was
reviewed to determine the effectiveness of controls used in
their creation. The following was identified:
Rate Check
e For 29 of 39 (74%) active IACs, the IAA (interagency
approval form) did not note a solicitation or informal
competitive pricing.

Finding

Utilization of IAC Template

IAC
1 Approvals & | ¢ 6 0f 39 (15%) active IACs were not completed in the
Deliverables required template.

Additional testing was completed on the 388 active IACs to
determine how many were greater than two years and if
written justification existed:
IACs Over Two Years in Length
e 167 of 388 (43%) active IACs during FY 2016 - FY
2018 were over two years in length.
0 20 of 20 (100%) active IACs over two years in
length were judgmentally sampled and did not
have written justifications on file.

Audit testing completed not resulting in management action plans.

Scope Area Evidence \
Review of 39 judgmentally sampled active IACs during FY 2016
- FY 2018 noted the following:
e 39 (100%) IACs were authorized by the correct individual
per the signature authority.
e 39 (100%) active IACs had an IAA available in the
contract file.
IAC Approvals &
Deliverables An additional judgmental sample of 20 active IACs during FY
2016 - FY 2018 were made from the previous 39 active IACs,
and the following was identified:
e 19 (95%) IACs had documentation available to support
that deliverables per the IAC had been received.
0 Note: the remaining one IAC did not have deliverables
due prior to the interview.

Audit Scope and Methodology

The audit was conducted during the period from December 3, 2018 to January 24, 2019.
388 IACs active during FY 2016 - FY 2018 were analyzed for trends. A judgmental sample
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of 39 IACs was reviewed to determine the effectiveness of controls, and a sub-sample of 20
IACs was discussed in interviews with the managing D/D. The audit included the following
scope and methodology:

Scope Area 1: IAC Activity Trends - Evaluate IAC activity through frequency and spend.

Methodology included:

e Obtained report from CSD of contracts that were active during FY 2016 - FY 2018.

e Analyzed activity trends by considering fiscal year, common supplier, contract value,
number of contracts, TxDOT as performing or receiving agency, and contracting D/D.

e Determined changes made to the effective period and value in amendments to
identify contracts extended beyond two years.

e Quantified the number of IACs with effective periods beyond two years for further
justification testing.

e Reviewed the contract list provided by CSD to identify incomplete records such as
records with no data entry in the effective or ending date fields.

e Judgmentally selected 41 IACs over $1M in value to include contracts from a mix of
suppliers and product/commodity types.
0 Analyzed budget section to see how indirect costs were applied.

Scope Area 2: IAC Approvals & Deliverables - Determine whether IACs were approved and
deliverables were confirmed.

Methodology included:

e Reviewed state regulations and TxDOT policies and procedures including the Texas
Government Code Chapter 771, the Negotiated Contracts Policy Manual, and the
Negotiated Contracts Procedures Manual.

e Judgmentally selected a sample of 39 active IACs during the testing period of FY
2016 - FY 2018 to include a range of dollar values and length of contract:

0 Checked for the required IAC template and IAA form and determined whether a
competitive rate check was performed.

e Within the prior sample of 39 active IACs, an additional judgmental sample of 20
active IACs which were likely to have had deliverables received was identified for
testing.

0 Checked for available documentation to include rate analysis, receipt of
deliverables, and letter of justification.

0 Interviewed the assighed contract managers and other key personnel from the
managing D/Ds, including a Director of Transportation Operations, a Director of
Transportation and Development, three Section Directors, six Contract
Specialists, two Transportation Engineers, a Transportation Funding Specialist,
and two Planners.

Background

This report is prepared for the Texas Transportation Commission and for the Administration
and Management of TxDOT. The report presents the results of the Interagency Contract
Process audit which was conducted as part of the FY 2019 Audit Plan.
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The Interagency Cooperation Act (Texas Government Code Chapter 771) states an agency
may contract with another agency, and sets requirements for those agreements. IACs are
used when a state agency needs necessary and authorized services or resources from
another state agency.

When TxDOT is the receiving agency, it is compensating another agency for providing goods
or services. The decision to pursue an IAC is made by the D/D needing the goods or
services. When TxDOT is the performing agency, it is committing its resources (employees,
time, equipment, supplies, etc.) to assist another agency. Before making this commitment,
TxDOT staff must first determine if the commitment of resources is appropriate. With few
exceptions, TxDOT does not construct highways, roads, building, or other structures for other
agencies.

A review of reporting for the 388 active IACs during FY 2016 - FY 2018 with a total value of
$422M noted the following:
e $1.1M average contract value.
e 116 amendments were executed.
e 17% increase in the number of active IACs from FY 2016 to FY 2017, then a 9%
decrease to FY 2018.
e 1% increase in total value of active IACs from FY 2016 to FY 2017, then a 53%
increase to FY 2018.

Of the 388 IACs, the top five agencies involved made up 50% of the total contract value and
66% of the total number of contracts:

Top Five IAC Suppliers, FY 2016 - FY 2018

Value Quantity
116.0M 175

Texas A&M Transportation Institute $
University of Texas at Arlington $ 35.3M 27
Office of the Attorney General $ 34.2M 16
University of Texas at Austin - Center for Transportation Research | $ 21.9M 27
$
$

Texas Tech University 3.6M 13
Total: Top Five 211.0M 258

Total: All IACs $ 421.5M 388

Top Five as a Percentage of all IACs 50% 66%
Source: data provided by CSD from their electronic document management system

We conducted this performance audit in accordance with Generally Accepted Government
Auditing Standards and in conformance with the International Standards for the Professional
Practice of Internal Auditing. Those standards require that we plan and perform the audit to
obtain sufficient, appropriate evidence to provide a reasonable basis for our findings and
conclusions based on our audit objectives. Recommendations to mitigate risks identified
were provided to management during the engagement to assist in the formulation of the
management action plans included in this report. The Internal Audit Division uses the
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Committee of Sponsoring Organizations of the Treadway Commission (COSO) Internal
Control - Integrated Framework version 2013.

A defined set of control objectives was utilized to focus on reporting, operational, and
compliance goals for the identified scope areas. Our audit opinion is an assessment of the
health of the overall control environment based on (1) the effectiveness of the enterprise
risk management activities throughout the audit period and (2) the degree to which the
defined control objectives were being met. Our audit opinion is not a guarantee against
reporting misstatement and reliability, operational sub-optimization, or non-compliance,
particularly in areas not included in the scope of this audit.
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Detailed Finding and Management Action Plans (MAP)

Finding No. 1: Interagency Contracting Controls

Condition

Interagency contract (IAC) policies and procedures are not consistently applied and
monitoring to help ensure consistency requires improvement. Instances were identified
where districts and divisions (D/Ds) did not utilize contract templates nor recommendations
for obtaining competitive rates and providing justification for certain contract term lengths.

Effect/Potential Impact

Although it was not determined whether TxDOT did or did not overpay, entering into IACs
which do not seek competitive rates or that do not provide justification for extended term
lengths may unnecessarily increase TxDOT’s costs. In the absence of a competitive market
comparison, it would be more challenging to know how reasonable current or other options
may be for that contract. Analysis of average IAC value indicates a decrease of 14% from
fiscal year (FY) 2016 to FY 2017 followed by an increase of 67% in FY 2018 per contract.

Average Value of All Active IACs
$1.6

$1.4

$1.2

$1.0
$0.8 -

Millions of Dollars

$0.6 -
$0.4
$0.2 -
$- -

FY 2016 FY 2017 FY 2018

Source: data from the electronic document management system provided by CSD

As a separate analysis, the top five suppliers by contract value revealed a trend of increasing
contract value ($21M or a 19% increase) with those same suppliers that translated into a
6% increase in average contract value in FY 2018 compared to FY 2016.

Criteria

The Negotiated Contracts Procedures Manual states that a D/D can test the market (state
agencies and/or private sector) to determine whether TxDOT is receiving the best services at
competitive rates and that the estimated cost of services should be negotiated.

Further, the Contract Services Division (CSD) is to encourage D/Ds to check rate
competitiveness, as noted by the Chief Administrative Officer in CSD’s standard operating
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procedure. As part of the Interagency Contract Approval Form (IAA), which is required to be
completed if TXDOT will be spending state or federal funds, question three requires the D/D
to answer “What steps have been taken to minimize costs, including efforts to solicit
competing proposals?”.

The Negotiated Contracts Procedures manual also states that the IAC template must be
used when TxDOT is the receiving agency, and IACs should have a contract period no longer
than two years in length. If an IAC has a period longer than two years, then the D/D should
submit a written justification to CSD.

Cause
In some cases, CSD allowed active agency IACs to be approved without using the required
template.

IAC policies and procedures also do not require D/Ds to perform market research to
determine if contracted rates are reasonable and does not require written justification for
contracts over two years in length. In addition, the manual does not require the written
justification to be provided to the signature authority or describe how the written justification
should be submitted. Finally, the Advanced Interagency Contract training is not required to
be completed by employees, nor does it explain the written justification procedures for IACs
with terms longer than two years.

Evidence

388 active IACs were identified during FY 2016 - FY 2018. A judgmental sample of 39 IACs
in which TxDOT was the receiving agency was reviewed to determine the effectiveness of
controls used in their creation. The following was identified:

Rate Check
For the 39 sampled IACs, the response to question three (i.e., obtaining competing
proposals) of the IAA was analyzed:

e For 29 of 39 (74%) active IACs, the IAA did not note a solicitation or informal
competitive pricing. Instead of a competitive rate check, potentially lower value
activities were performed:

0 13 IAAs had statements relating to other cost saving or cost avoidance activities
such as the supplier limiting travel, employing students at a lower cost, or TxDOT
assessing invoices and monitoring expenditures.

0 12 1AAs noted a check of rates in a prior contract or bid to be the sole rate
assessment.

0 4 1AAs noted that the performing agency providing service to TxDOT is required by
law to provide competitive rates, or a particular agency is mandated to provide
the services.

Indirect and Shared Costs

Further analysis was completed on indirect costs in the budget section across 41 IACs with a
value over $1M per contract to see how indirect costs were applied. Contracts were
judgmentally selected to include contracts from a mix of suppliers and product/commodity
types. Thirty-six IACs with a combined value of $84M had $16M in indirect or administrative
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costs. Review of the budget sections of these IACs indicated the potential for these costs to

be negotiable due to the following:

e All were calculated by using a percentage of direct costs, for example, IACs that included
technical services had a range of 10% to 48.5% for indirect costs.

e No detail was provided to support the indirect cost rate applied.

e 24 |ACs noted a percentage of costs shared by the performing agency, ranging from
10.5% to 47%.

Utilization of IAC Template
The 39 sampled IACs were analyzed to see if the required IAC template was used:
e 6 0f 39 (15%) IACs were not completed in the required template.

IACs Over Two Years in Length
Additional testing was completed on the 388 active IACs to determine how many were
greater than two years in length and if written justification existed:

e 167 of 388 (43%) IACs were over two years in length.

0 20 of 20 (100%) active IACs over two years in length were found to not have
written justification on file. [Note: 6 of 20 (30%) IACs analyzed were under two
years and one month in length, which is considered by CSD management to not
require a written justification.]

Management Action Plans (MAPs):

MAP Owner: Ken Stewart, Director, Contract Services Division

MAP 1.1

Contract Services Division (CSD) will include language in the Government Entities Guide to
allow for the use of another state or federal agency’s contract template when approved by
the CSD Director or Section Director. Approval by the CSD Director or Section Director will be
obtained by use of the Interagency Agreement Approval (IAA) form. A question will be
included asking if the interagency contract (IAC) template being used is the standard TxDOT
IAC template or the Other Party’s template. Reviewing and approving the IAA will serve as
acknowledgement that the CSD Director or Section Director approves the use of the Other
Party’s template.

Contract Services will modify the Negotiated Contracts Policy Manual to allow for the use of
another state or federal agency’s template.

Completion Date: October 15, 2019

MAP 1.2

Contract Services Division (CSD) will revise the Interagency Agreement Approval (IAA) form to
include a question asking if the term of the interagency contract (IAC) exceeds two years and
require an explanation if the term exceeds two years. Reviewing and approving the I1AA will
serve as acknowledgement that the CSD Director or Section Director approves the term in
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excess of two years. The Government Entities Guide will include language regarding terms in
excess of two years.

Completion Date: October 15, 2019

MAP 1.3

Contract Services Division (CSD) will expand upon the current guidance in the Government
Entities Guide regarding cost estimates and budget items that can be negotiated.
Information regarding cost estimates and negotiations will be included in the training
course, CTR109, Interagency Agreements.

Completion Date: October 15, 2019

MAP Owners: All Districts/Divisions

MAP 1.4

Districts and divisions will conduct analysis and assessment of indirect cost rates and other

measures for interagency contracts to ensure costs are being monitored and controlled.

Completion Date: October 15, 2019
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Summary Results Based on Enterprise Risk Management Framework

Audit Results Dashboard

Interagency Contract Process
Scope Areas Evaluated

Business Objectives (Reporting, Operational, Compliance) R, O R,0,C
ERM Component Control Activities IAC Activity Trends IAC Approvals & Deliverables

Organizational Tone

Business Objective/Goal-Setting

Control

Resource Capaci
Environment pacity

Forecasting/Budget

Training and Development 1

Risk ldentification/Planning
Risk Assessment/Impact Analysis 1
Risk Response/Cost-Benefit Analysis

Risk Assessment

Business Continuity

Policies/Procedure Development & Maintenance 1
Approvals/Authorizations
1

Control Activities | Supporting Evidence/Records Retention

Segregation of Duties/System Access

Safeguarding Assets/Security

Information Classification

Information Input
Information & N N
" - Information Processing
Communication
Information Output

Internal and External Reporting
Exception Reporting Review

Reconciliations

Monitoring Root-Cause Analysis

Evaluations/Inspections 1
Management Action Plans
Scope Area Assessment
Rating Assessment Grid Exempla Satisfacto Unsatisfacto
hE - Improvement ol

Closing Comments

The results of this audit were discussed with the district and divisions which were sampled
for testing and the Contract Services Division Director on June 28, 2019. The Internal Audit
Division appreciates the cooperation and assistance received from the Contract Services
Division and interagency contracting districts and divisions during this audit.
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