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Local Government Projects Pre-Award TxDOT Internal Audit Division - Limited Scope

Objective

To evaluate district procedures for local government project direct state cost allocation for
advance funding agreements.

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. Significant improvements are required to correct
control gaps and mitigate residual risk 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

Findings
Control Operating
Title Design Effectiveness Rating
Finding 1 Direct State Cost Methodology and Classification of Charges X X Needs Improvement
Finding 2 Local Government Project List Completeness and Accuracy X X Needs Improvement

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

Control Environment

Districts are responsible for the oversight of local government (LG) projects to include review
of project scope and cost estimates provided by the LG, coordination on the project funding
structure, and determination of TXDOT’s oversight costs for the project (i.e., direct state
costs). Direct state costs include preliminary engineering (PE) project design reviews,
construction (CNST) on-site monitoring, and review of LG invoices for reimbursement.
Estimated project costs including direct state costs are documented in the Advanced
Funding Agreement (AFA) executed between TxDOT and the LG entity.

District coordination and oversight of LG projects is performed using guidance established
by the Transportation Programs Division (TPD) - LG Project Section. While LG project policy
and guidance cover procedures for LG project development and management, there is no
established criteria for estimating direct state costs. Districts have developed their own
individual methodologies that vary from project to project for direct state cost estimation.

Information to track and monitor a LG project is retained in multiple locations including the
enterprise resource planning (ERP) and project delivery and management (PDM) systems, as
well as, individual district developed spreadsheets. LG project data such as project type (LG
project, non-LG project) and project status (active, closed, canceled, paused) are contained
within the PDM system and must be manually input and updated by district personnel.
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Summary Results
Audit testing completed resulting in management action plans.

Finding  Scope Area \ Evidence

Direct State Cost Estimation Methodology
Methodologies applied in estimating LG project direct state costs
for 53 completed projects in 10 districts varied between phases:
= 0% to 153.06% for PE phase oversight.
= 0.16% to 15.84% for CNST phase oversight.

Local Direct State Cost Estimation vs. Actual Costs
Government

1 . Comparison of direct state cost estimates to their final actual
Project Cost .
X . amounts was performed for 53 completed LG projects.
Estimation ) . ) :
= Variances from initial estimates for direct state costs
ranged from $177 (1.91%) to $477,225 (1,039.68%).

Direct State Cost Misclassification
= 29 0of 53 (55%) LG projects had PE direct state costs
classified as CNST direct state costs in ERP.
List of LG Projects
Local government project data from the ERP and PDM systems
could not be reconciled to determine a complete population of LG
projects as of September 25, 2020.

LG Project Details

Review of information within the PDM system for 53 completed LG
Local projects was performed to evaluate accurate project status
Government = 21 of 53 (40%) LG projects were categorized as active
Project Cost projects; however, the projects were verified as closed.
Estimation = 2 0f 53 (4%) LG projects provided by a district were not
correctly categorized as LG projects in the PDM system.

External LG Project Reporting
Assessed how the sampled 53 completed LG projects were
reported to FHWA in the October 2020 quarterly report.
= 18 0f 53 (34%) closed LG projects were inaccurately
reported as active projects.

Audit Scope and Methodology

The audit was conducted during the period from September 29, 2020 to November 13,
2020. The audit focused on the 1) districts methodology for establishing and monitoring LG
project cost estimates, and 2) real-time tracking accuracy of the completed (i.e., closed) LG
project population.

Scope Area 1: Local Government Project Cost Estimation - evaluation 1) district cost
estimations processes for LG AFAs and 2) accuracy of LG project reporting.
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Methodology included:
= Reviewed federal laws including Code of Federal Regulations Title 23, Chapter |,
Section 635.105, and state laws including Texas Administrative Code Title 43,
Chapter 15, Subchapter E, Federal, State, and Local Participation.
= Reviewed TxDOT policies and guidance:

- Policy: LG Projects Policy Manual, Negotiated Contracts Policy Manual, Project
Development Process Manual, and Financial Management Policy Manual.

- Guidance: LG Project Management Guide, LG Best Practices Workbook, Local
Government Risk Assessment and Participation/Responsibilities in Advance
Funding Agreements, and PDM Reference Guide: Project Information.

= |nterviewed Financial Management Division (FIN), Contract Services Division (CSD),
and TPD personnel that included:

- FIN: Accounting Section Director, Project Ledger & Federal Billing Manager,
Accounting Specialist, and Transportation Funding Specialist

- CSD: Director and Contract Review Section Director

- TPD: Local Government Project Section Director and PDM Project Manager

= Reviewed and compared local government project data from the PDM and ERP
systems to determine a population or if differences existed for completed LG projects
let for construction after January 1, 2016.

= Judgmentally selected a sample of 53 completed LG construction projects from 10
districts (Austin, Beaumont, Corpus Christi, Dallas, El Paso, Fort Worth, Houston,
Pharr, San Antonio, and Waco) based on local government participation amount and
project construction letting date. For the sampled projects:

— Compared the project cost estimates from the AFA to the actual project costs
recorded in the ERP system.

- Analyzed the timing between LG project statement of cost finalization and
processing of LG refund or payment of a statement of cost receivable balance
by the LG.

- Compared the sampled project data to the data contained within the October
1, 2020 LG project report submitted to the Federal Highway Administration
(FHWA) by TPD - LG Project Section to verify reported project status accuracy.

= Conducted interviews with key personnel from selected districts to obtain information
on the methodologies utilized for determining LG project direct state cost estimates,
the monitoring of project cost estimates throughout the life of the project, and the
reconciliation of final project cost estimates to actual costs (SOC preparation).

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 Local Government
Projects Pre-Award audit which was conducted as part of the Fiscal Year (FY) 2021 Audit
Plan.

A local government project is defined as a transportation project where at least one phase of
project development (i.e., environmental, design, right of way, utility relocation, or
construction) is managed by a LG entity (i.e., municipalities, counties, metropolitan planning
organizations, etc.) for which the LG is being reimbursed with state or federal funding, or a
locally-funded project managed by the LG on the state highway system. The life cycle of a LG
project can take several years to complete as it includes the transportation planning process
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for the Unified Transportation Program (UTP) and Statewide Transportation Improvement
Program (STIP), negotiation of funding strategies, letting the construction contract, and
reconciliation of the final project costs.

Once a LG project is ready for initiation, an Advanced Funding Agreement (AFA) is developed
by TxDOT and the LG to define the scope of work to be performed, the parties’ financial
responsibility to include funding structure (local, state, federal), party responsible for
overruns, and the amount and timing of advance funds (i.e., deposit) the LG must provide to
TxDOT for the LG project.

TxDOT implemented the PDM system in early 2019 for managing the delivery of
transportation programs and projects, including those with local governments. Quarterly and
annual reporting on active LG projects is provided by (TPD) - LG Project Section to FHWA
using information from the PDM 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
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 and operational 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 or operational sub-optimization, or non-compliance, particularly
in areas not included in the scope of this audit.

Best Practices

Waco District personnel completed an analysis of LG project historical direct state costs
after identifying consistent overestimation and refunds of direct state costs. Based on this
analysis, the district amended the methodology used to develop direct state costs from
using a set percentage of the LG project construction costs to estimating the staff hours of
effort needed for each project activity (i.e., plan review, environmental, construction
oversight, and invoice review). The change in direct state cost estimation processes was
implemented to provide more accuracy in the direct state costs and subsequent advanced
funding requested from the LG.

The Fort Worth District utilizes the accounts receivable report published by FIN to monitor
actual costs charged to LG projects monthly. By monitoring the project costs monthly, the
district can communicate with the LG project manager and TxDOT personnel on the project
progress.
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Detailed Findings and Management Action Plans (MAP)

Finding No. 1: Direct State Cost Methodology and Classification of Charges

Condition

Estimation of direct state costs (i.e., TXDOT staff oversight) for local government (LG)
projects varied by district, and direct state cost expenditures by project oversight phase
could not be determined for some projects tested.

Effect/Potential Impact

When direct state costs (DSC) are overestimated, the state retains LG funds in excess of the
amount required to oversee the project, and when direct state costs are underestimated,
the LG must provide additional funds at the end of the project to cover overages. For the LG
projects reviewed, 33 had refunds ($1.1M) that were retained by TxDOT from 399 days to
2,204 days (i.e., life of project) for an average of 1,289 days from the timing of deposit with
TxDOT to refund to the LG.

As the estimation processes for direct state costs vary by district, there is an increased
likelihood that comparable projects completed in different districts would have different
advance funding deposits established in advance funding agreements (AFA). In addition,
without accurate classification of direct state costs (Preliminary Engineering vs.
Construction), districts would not be able to accurately demonstrate TxDOT'’s oversight of the
project during each phase, nor have historical data to use for estimating in future projects.

Criteria

The Local Government Projects Policy Manual, Section 2 defines TxDOT’s responsibility for
the oversight of the LG projects involving federal or state funds, or those projects impacting
the state highway system. The manual also notes that TxDOT will tailor project monitoring to
the relative potential risk to TxDOT, project complexity, and capabilities of the LG staff.

Texas Administrative Code Title 43 Rule 11.406 for the Transportation Alternatives Set-aside
Program (TA Set Aside) requires that projects selected by the commission include an
administrative cost for the department’s oversight.

Cause

There is no detailed policy or guidance for estimating direct state costs in local government
projects. District personnel conveyed that established direct state cost methodology and
procedures were based on historical processes, staff experience, or prior costs for
comparable projects within the same district.

The preliminary engineering (PE) activity code was not included in the LG project set up
within the project delivery and management (PDM) system to allow PE oversight time to be
charged to the project. In addition, district personnel did not use reporting available through
the enterprise resource planning (ERP) system for LG project tracking and monitoring due to
the complexity of the reporting details.
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Evidence

A review of the methodology used within project cost estimates for a judgmental sample of
53 completed LG projects (let for construction after January 1, 2016) from 10 districts was
performed to evaluate direct state cost estimation methodologies applied and to also
compare the estimated direct state costs to the actual expenses charged to the project.

Direct State Cost Estimation Methodology
Without a documented district estimation methodology, the percentage of direct state cost
estimated in the AFA for advance payment by the LG to TxDOT varied from $3,933 to
$749,563 within the 53 projects reviewed in 10 districts.

= 0% to 153.06% for Preliminary Engineering (PE) phase oversight.

= 0.16% to 15.84% for Construction (CNST) phase oversight.

Direct State Cost Estimation vs Actual Costs

For the 53 projects reviewed, direct state costs variance between estimated and actual
costs ranged anywhere from $177 (1.91%) to $477,225 (1,039.68%). Table 1 below shows
the number of LG projects by the variance percentage and Table 2 includes examples of the
estimate vs. actual DSC analysis.

Table 1 Table 2
Estimate vs. Actual Costs Example of Estimate vs Actual Direct State Cost (DSC)

Variance (+ or-) % LG Projects DSC Actual DSC

Less than 25% 9 Project| Estimate | at project Total Variance | Variance
26 - 50% 10 # in AFA | completion | Refund/(Receivable) Percen;c
51 - 759% 14 #ABC | $60,000| $ 42,600 $ 17,400 29%

- (0]
13%

76 - 100% 16 #DEF | $35,000| $ 39,500 $(4,500)| (13%)
More than 100% 4

Direct State Cost Misclassification
= 29 0of 53 (55%) completed LG projects had PE direct state costs inaccurately
classified as CNST costs within ERP.

Management Action Plan (MAP):

MAP Owners: Quincy Allen, P.E., Director of District Operations
John Jameson, Local Government Project Section Director, Transportation
Programs Division
MAP 1.1:
= District Operations in coordination with the Transportation Programs Division (TPD) -
Local Government Projects section will convene a work group of districts and
divisions staff to evaluate current processes being used by the districts and historical
costs to develop a documented methodology/framework for use by all districts for
estimation of local government projects direct state costs.
= The work group will also evaluate and document processes for use by the districts
for:
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— project initiation in the PDM system to ensure appropriate phases of the
project are established and available for use in the enterprise resource
planning system.

— tracking local government project expenditures for comparison to advance
deposits. The expenditure tracking will aid district personnel in identifying
changes in project costs that could impact the local government’s
participation timelier.

= Once developed, the TPD - Local Government Projects Section will communicate the
guidance to all districts.

Completion Date: April 15, 2021

MAP Owner: John Jameson, Local Government Project Section Director, Transportation
Programs Division

MAP 1.2:

= The Transportation Programs Division - Local Government Project Section, in
conjunction with the District Operations work group and Financial Management
Division (established in MAP 1.1), will evaluate options for necessary enhancements
to the project development and management (PDM) system. This will provide for local
government project tracking and monitoring of direct state costs for project oversight
during each appropriate phase of the project.

= |f enhancements are identified to be needed, the Local Government Project Section
will provide recommendations to the PDM system team.

Completion Date: July 15, 2021

MAP 1.3:
= Local Government Project Section will follow-up on system enhancement
recommendations with the project development and management (PDM) system
team to determine:
- if recommended enhancements can be added to PDM, and
— an estimated timeframe for completion and release of enhancements.

Completion Date: September 15, 2021
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Finding No. 2: Local Government Project List Completeness and Accuracy

Condition

A complete and accurate list of local government (LG) projects could not be determined.
When comparing data from the enterprise resource planning system (ERP) and the project
delivery and management (PDM) system, differences within LG project details (i.e., project
status and LG designation) were identified. A 2013 audit engagement previously identified
similar LG project tracking concerns.

Effect/Potential Impact

LG project information used in the October 2020 federal reporting and/or business
decisions is not accurately reflecting all LG projects and current project status (i.e., actively
in progress or completed and closed) in PDM. Without accurate classification details in PDM,
delays in the completion of the project cost reconciliation could occur. Additionally, active
project reporting provided to FHWA on a quarterly and annual basis may also continue to be
incorrect.

Criteria

The December 2015 Stewardship and Oversight Agreement on Project Assumption and
Program Oversight between Federal Highway Administration (FHWA) and the Texas
Department of Transportation requires annual reporting to FHWA for TxDOT’s oversight
activities, and performance metrics to include TxDOT’s oversight structure, resources, and
program to provide effective oversight of LG projects.

The PDM system provides users with project status choices of active, inactive, paused,
closed, and cancelled. The PDM help guide defines active and closed project status as:

= Active: project is in progress

= Closed: deliverables and final reconciliation processes are complete for the project

Once all construction project expenses are posted to ERP the Financial Management
Division changes the project status within ERP from active to temporary reconciliation to
signify that the project is complete and final project reconciliation is being performed.

Cause

Districts must manually update project information in the PDM system, districts were noted
to have different processes and sections responsible for completing that task, and project
details in the PDM system and project costs are not monitored throughout the project
phases. In addition, the PDM help guides and resource materials do not include criteria for
determining if a project should be classified as a LG project, and project status descriptions
do not include enough detail to prevent misinterpretation for LG projects. The PDM system
was launched in 2019 and enhancements to details specific for LG projects are projected
for future releases.

Evidence

List of LG Projects

Data, retrieved from the enterprise resource planning (ERP) system for completed LG
projects as of September 25, 2020 was compared to the PDM system to verify the
population of completed LG projects let for construction after January 1, 2016.
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= Based on PDM data, there were 343 LG projects (118 closed, 225 active) let for
construction after January 1, 2016.
- b6 of 118 (47%) LG projects classified as closed in PDM were not found in the
closed project data from ERP.
- 40 of 225 (18%) LG projects classified as active in PDM were found in the
closed project data from ERP.

LG Project Details
An evaluation of LG project details in the PDM system for a judgmental selection of 53
completed LG projects was performed to verify completeness and accuracy.
= 21 0of 53 (40%) LG projects had an active project status in PDM; however, project
construction had been completed and the statement of cost reconciliation was
finalized. These 21 projects should have been designated as closed in PDM.
= 2 0f 53 (4%) LG projects reviewed were not correctly classified as a local government
project in PDM.

External LG Project Reporting
A comparison of the 560 projects within the Active LG Project listing provided to FHWA in
October 2020 to the judgmental selection of 53 completed LG projects was performed to
verify the accuracy of federal reporting.
= 18 o0of 53 (34%) completed LG projects tested were incorrectly reported as active LG
projects.

Management Action Plan (MAP):

MAP Owner: John Jameson, Local Government Project Section Director, Transportation
Programs Division

MAP 2.1:

= The Transportation Programs Division (TPD) - Local Government Project Section will
develop and document guidance, on the LGP webpage and in the LGP Toolkit, in
coordination with the project delivery and management system (PDM) team, districts,
and divisions to define project stages for local government projects including the
activity trigger for project status changes and the party responsible for making the
update in the PDM system.

= The District Operations work group defined in MAP 1.1 will document processes for
utilizing PDM for tracking the phases of LG projects and monitoring the accuracy of
information in the PDM system based on the procedures and guidance developed in
MAP 1.1.

= Once developed, the TPD - Local Government Projects Section will communicate the
guidance to all districts.

Completion Date: April 15, 2021
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Summary Results Based on Enterprise Risk Management Framework

Audit Results Dashboard
Local Government Projects Pre-Award

Scope Areas Evaluated

Business Objectives (Reporting, Operational, Compliance) R, 0, C
ERM Component Control Activities Local Government Project Cost Estimation

Organizational Tone

Business Objective/Goal-Setting

Control Environment |Resource Capacity

Forecasting/Budget 1

Training and Development

Risk Identification/Planning

Risk Assessment/Impact Analysis

Risk A ent
Risk Response/Cost-Benefit Analysis

Business Continuity

Policies/Procedure Development & Maintenance 1,2

Approvals/Authorizations

Control Activities Supporting Evidence/Records Retention

Segregation of Duties/System Access

Safeguarding Assets/Security

Information Classification

Information Input

Information & . .
) . Information Processing
Communication

Information Output

Internal and External Reporting 2

Exception Reporting Review

Reconciliations

Monitoring Root-Cause Analysis

Evaluations/Inspections 2

Management Action Plans

Scope Area Assessment

. - Need:
| Rating Assessment Grid Exemplary Satisfactory Unsatisfactory
Improvement

Closing Comments

The results of this audit were discussed with the District Engineers and Director of Project
Plan & Development on December 1, 2020. The Internal Audit Division appreciates the
cooperation and assistance received from the personnel contacted during this audit.
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