e e

Texas
Department
of Transportation

Internal Audit Division Report

Material Maintenance Contracts - Item 10




Material Maintenance Contracts - Item 10 TxDOT Internal Audit Division

Executive Summary

Objective

To determine the effectiveness of Special Provision to Item 10 implementation within material
maintenance contracts (MMCs) and evaluate actual damages and demurrage fees.

Overall Engagement Assessment - \
Priority 1 Priority 2  Priority 3  Priority 4

Control mechanisms are designed and operating effectively and efficiently. Programmatic impacts
resulting from control weakness and/or gaps identified were reasonable.

Summary Results
Management concurs with the below findings and prepared management action plans to address
deficiencies.

Finding 1: Implementation of ltem 10 Requirements

Control Operating Maintenance Division (MNT) - Contracts and
. X peral X Division | Maintenance Management System (MMS) District Yes
Design Effectiveness ;
Support Section

Special Provision to Item 10 (i.e., ltem 10) were not always included within the MMC general notes and
instructions provided to the material supplier.
= 24 of 264 (9%) local let MMC additional instructions to contractors’ documents included Item 1 -9
requirements rather than the updated Iltem 10.
= 35 of 445 (8%) local and state let MMCs did not include Item 10 requirements but instead included
Iltems 1 - 9 requirements within the general notes.
- Although Items 1 - 9 requirements were included, specifications take precedence over general
notes.

(Impact): Item 10 was created to standardize MMC requirements, testing demonstrated adherence to the
new requirements were not followed. Use of additional instructions documents that did not completely align
with Item 10 requirements resulted in $3.7K in additional administrative expenses to one material supplier.

Finding 2: Inaccurate Line Item Set Up and Classification

Control Operating

Design Effectiveness

MMC demurrage fees and actual damages were not accurately set up (i.e., coded) in the enterprise resource

planning system (ERP) and/or classified within the construction and maintenance contract management

system (SM).

= 15 of 32 (47%) MMCs had the demurrage fees line item or actual damage line item not separately
accounted for in ERP.

= 7 0f 32 (22%) MMCs had demurrage fees that were inaccurately classified as actual damages, liquidated
damages, force account, and other adjustment line items in SM.

X Division | MNT - Contracts and MMS Support Section District No

(Impact): Contract line items that are not properly set up or accurately classified does not allow for corrective
actions to be pursued to prevent damages/fees from occurring again and results in noncompliance with
policy.

Audit testing completed not resulting in management action plans.

Scope Area 1: Implementation of ltem 10

= 445 of 445 (100%) MMC governing specifications and special provision sections included the Iltem 10
requirements.

= 181 of 181 (100%) state let MMC additional instructions to contractors’ documents included the
updated Item 10 requirements.
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Scope Area 2: Actual Damages and Demurrage Fees

=  For the time period reviewed (November 1, 2022 to August 31, 2023) there were two instances where
actual damages were assessed, and testing found that actual damage amounts were accurately
calculated using labor, equipment, and traffic control factors.

Control Environment

MNT - Contracts and MMS Support Section is responsible for providing district maintenance offices
with technical guidance and support for MMCs. District maintenance offices and/or maintenance
sections are responsible for the day-to-day management activities for MMCs to include contract
development and execution, documentation of material orders and delivery within SM daily work
reports (DWRs), and payment to the material supplier.

ltem 10 extends the time period in which MMCs can be executed (365 versus 120 calendar days)
and allows for contract extension through a change order. In addition to a contract extension,
material pricing may be adjusted through change orders using the federal producer price index (PPI).

Item 10 allows for charges to be assessed by TxDOT (actual damages) or the material supplier
(demurrage fees) if operations are impacted due to material order delay or untimely cancellation.
Actual damages can be assessed for 1) late delivery if the material supplier is not able to coordinate
a new delivery time and date with TxDOT or 2) material provided does not meet specifications.
Demurrage fees can be assessed when the material supplier is held up at a job site for over two
hours and are calculated in 15-minute increments (rounded down to the nearest whole increment)
and can also include restocking charges.

Payment and performance bonds are obtained from contractors as assurance that the contractor will
pay for bills incurred (i.e., materials and labor) and will complete work as required by the contract.
Under Item 10, payment and performance bonds are not required for MMCs and are no longer
included within the additional instructions for contractors.

Background

In 2019, TxDOT began competitively bidding contracts to acquire materials used for in-house
highway maintenance activities (i.e., pothole, flexible pavement, full-depth, hot-mix asphalt repairs)
as required by Texas Transportation Code (TTC) §223.001. Iltem 10 was developed by the MNT
through coordination with districts and external industry partner Associated General Contractors of
America to streamline specifications for MMCs. Prior to Item 10, MMCs followed Items 1-9 which
included requirements not applicable to material contracts (i.e., payment and performance bonds,
etc.).

MMCs include sections for governing specifications, general notes, and additional instructions for
contractors. Governing specifications include TxDOT’s established standards and requirements for
gualities of materials to be furnished under the contract. The general notes provide information to
the material supplier to clarify or emphasize contract item specifications and special provisions.
Special provisions take precedence over the general notes. Additional instruction for contractors
provides direction related to the contract execution, required insurance, and business ownership
form completion.

To account for actual damages and demurrage fees, two non-bid items are added within SM before
contract activation. The chart fields for those non-bid items require specific department, project, and
account information so charges can be distributed for or against TXDOT and associated within SM
and ERP to the applicable MMC and district.
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As defined by the United States Bureau of Labor Statistics, PPl measures the average change over
time in the selling prices received by domestic producers for their output.

Special Provision to Item 10 was developed for interim use in MMCs ahead of the release of the
2024 Specification Book in October 2023. The use of Item 10 became effective with MMCs let on or
after November 1, 2022. A total of 445 MMCs were let between November 1, 2022 and August 31,
2023 across the 25 districts, with a total contract amount of $220M.
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Detailed Audit Report

Scope and Methodology

The audit was conducted during the period from September 5, 2023 to November 2, 2023. The
audit focused on implementation of Special Provision to Item 10 (i.e., ltem 10) and evaluation of
actual damages and demurrage charges for all 445 material maintenance contracts (MMCs) let in all
25 districts between November 1, 2022 and August 31, 2023.

Scope Area 1: Implementation of ltem 10

Verified inclusion of Item 10 within the MMCs let after November 1, 2022.

Reviewed state and TxDOT criteria regarding MMCs including Texas Transportation Code (TTC)
§223.001, Maintenance Contract Manual, and Special Provision to Item 10.

Conducted interviews with key personnel involved with MMCs to include the Maintenance Division
(MNT) Contracts and Maintenance Management System (MMS) Support Section Director, and district
Contract Specialists, Directors of Maintenance, and Maintenance Section Supervisors.

Assessed the reliability of MMC data through review and comparison of construction and maintenance
contract management system (SM) reporting to determine if data was reliable for the purposes of
identifying the population of MMCs.

For the 445 MMCs let statewide between November 1, 2022 and August 31, 2023, verified MMC
documentation (i.e., contract, general notes, additional instructions to contractors) included Item 10
requirements.

Reviewed pricing methodology used within the contract extension change orders for the MMCs that did
not include Item 10 requirement within the contract documents.

Scope Area 2: Actual Damages and Demurrage Fees

Evaluated actual damages and demurrage fees assessed for MMCs to include appropriate set up and
allocation of actual damage and demurrage fees to the applicable MMC.

Reviewed state and TxDOT criteria regarding MMCs including TTC §223.001, Maintenance Contract
Manual, and Special Provision to Item 10.

Conducted interviews with key personnel involved with MMC setup including the MNT Contracts and
MMS Support Section Director, Financial Management Division Accounting Section Director, and district
Contract Specialists.

Analyzed SM data and daily work reports for actual damages assessed and demurrage fees charged for
the 445 MMCs let between November 1, 2022 to August 31, 2023.

Compared SM reporting and enterprise resource planning system (ERP) data to verify proper line item
set up (coding) for actual damages and demurrage fees.
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] Detailed Audit Findings and Management Action Plans (MAPSs) \

Finding No. 1: Implementation of ltem 10 Requirements

Condition

Special Provision to Item 10 (i.e., Item 10) were not always included within the material maintenance
contract (MMC) general notes and instructions provided to the material supplier. Furthermore, the
incorrect material pricing source (i.e., consumer price index [CPI] vs. producer price index [PPI]) was
used within one MMC change order for unit price adjustments at contract extension.

Effect/Potential Impact
ltem 10 was created to standardize MMC requirements, testing demonstrated adherence to the new
requirements were not followed.

Use of additional instructions documents that did not completely align with Item 10 requirements
resulted in $3.7K in additional administrative expenses to the material supplier.

Utilizing the incorrect price index can result in higher unit price amounts paid. For the change order
identified, $4K would have been saved by TxDOT if the PPI pricing method had been used.

Criteria

ltem 10 Maintenance and Traffic Materials Contracts (010-001) states that Item 10 applies to
MMCs, and Items 1 - 9 do not apply to MMCs. Article 4.3.1 states that for contract extensions unit
prices may be adjusted, with the extension, to reflect the current federal PPI. Extensions are allowed
once for any contract greater than six months not to exceed 12 months and twice for any contract six
months or less.

The Maintenance Contract Manual (July 2023) Chapter 2, Section 5 states that general notes should
not include contract ending dates or extension clauses in the general notes. Chapter 3, Section 6
states that applicable instructions should be provided to the contractor for the execution of
contracts.

The Additional Instructions for Contractors For MMC Contracts Governed by Iltem 10 developed by
the Maintenance Division (MNT) and available on the MNT SharePoint site for districts to use
includes the Item 10 instructions that should be provided to the material supplier.

Cause

Districts used outdated templates when preparing MMC general notes and when providing MMC
additional instructions to the material suppliers for locally let contracts. In addition, there was an
unawareness that CPI could not be used for MMCs.

Evidence
Additional Instructions to Contractors
A review to verify additional instructions to contractors used for MMCs in the 25 districts included
ltem 10 requirements was performed. Of the 445 MMCs let between November 1, 2022 and August
31, 2023, 264 were locally let at the district.
= 24 of 264 (9%) MMC additional instructions to contractors’ documents for locally let contracts
included Item 1 - 9 requirements (i.e., performance/payment bonds, liquidated damages) rather
than the updated Item 10 requirements.
- One MMC had performance and payment bonds provided by the material supplier
totaling $3.7K.
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General Notes

A review to verify MMC general notes included Item 10 requirements was performed for the 445

MMCs let between November 1, 2022 and August 31, 2023.

= 35 0f 445 (8%) MMCs did not include the Item 10 requirements but instead included Item 1 -9
requirements within the general notes.
- Although Items 1 - 9 requirements were included, specifications take precedence over

general notes.

= 11 of 445 (2%) MMCs included contract days or contract extension information noted within the

general notes that conflicted with Iltem 10 requirements.

Material Pricing Utilized

For the 35 MMCs that did not include Item 10 requirements, a review to verify use of the PPl within
the contract extension change orders (33) was performed.

= 1 of 33 (3%) contract extension change order used CPI for pricing adjustments.

Management Action Plans (MAPs):

MAP 1.1 | Completion Date: Action Completed | Division: | No | District: | Yes
Districts utilizing general notes for material maintenance contracts (MMCs) with reference to ltems 1 - 9 will
update their Master General Notes file for MMCs with revised notes to reflect ltem 10.

Districts utilizing instruction sheets with reference to Item 1 - 9 requirements (i.e., performance and
payment bonds) for MMCs will update their instruction sheet for MMCs to no longer reference Iltem 1 - 9
requirements.

MAP Owners: | District Director of Maintenance/Director of Operations

MAP 1.2 | Completion Date: Action Completed | Division: | Yes | District: | No
The Maintenance Division (MNT) will host a statewide webinar with district personnel involved in the material
maintenance contract process (i.e., Director of Maintenance, contract specialist, and maintenance
engineers) to include a review of Item 10 requirements including pricing methods to be used for change
order price adjustments.

MAP Owner: | Mark Johnson, Contracts and MMS Support Section Director, MNT
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Finding No. 2: Inaccurate Line Iltem Set Up and Classification

Condition

Material maintenance contract (MMC) demurrage fees and actual damages were not accurately set
up (i.e., coded) in the enterprise resource planning system (ERP) and/or classified within the
construction and maintenance contract management system (SM).

Effect/Potential Impact

Contract line items that are not properly set up or accurately classified does not allow for corrective
actions to be pursued to prevent damages/fees from occurring again and results in noncompliance
with department policy/guidance.

Criteria

The Maintenance Division’s Chart Fields for Demurrage/Actual Damages (June 2023) guidance
document states that two non-bid items need to be added for each MMC for demurrage charges and
actual damages within SM. The document also includes account distribution guidance to ensure
charges and damages are allocated to the proper district and MMC.

Cause

ERP chart fields for non-bid line items (i.e., actual damages, demurrage fees) were not utilized by the
districts when setting up line items in SM as instructed by the Maintenance Division. In addition,
there was an unawareness of the demurrage fee line item by the employees who entered the
amounts to be paid to the material supplier in SM.

Evidence
Testing of 445 MMCs let between November 1, 2022 and August 31, 2023 identified 32 MMCs that
had demurrage fees and/or actual damages assessed.

For the 32 MMCs, a review and comparison of SM and ERP data was performed to verify proper set

up (coding) and allocation of all actual damages (paid to TxDOT by the material supplier) and

demurrage fees (paid by TxDOT to the material supplier) to the appropriate district and MMC.

= 15 0f 32 (47%) MMCs had the demurrage fee line item or actual damage line item not separately
accounted for as a non-bid item in ERP.

= 7 of 32 (22%) MMCs had demurrage fees that were inaccurately classified as actual damages,
liguidated damages, force account, and other adjustments line items in SM.

= 1 of 32 (3%) MMCs had returned material inaccurately classified as a demurrage fee.

Management Action Plans (MAPs):

MAP 2.1 [ Completion Date: Action Completed | Division: | Yes |District:| No
The Maintenance Division (MNT) will host a statewide webinar with district personnel involved in the material
maintenance contract process (i.e., Director of Maintenance, contract specialist, and maintenance
engineers) to review Item 10 requirements related to actual damages and demurrage fees including:
= set up of the two non-bid items in the construction and maintenance contract management system (SM)

prior to contract initiation.
= coding of account numbers and chart fields for the allocation to the appropriate district and section.
MAP Owner: | Mark Johnson, Contracts and MMS Support Section Director, MNT
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MAP 2.2 | Completion Date: June 15, 2024 | Division: | Yes |[District:| No

For a three-month period (March 2024 - May 2024) the Maintenance Division (MNT) will monitor:

= Newly let material maintenance contracts (MMCs) for the inclusion of the two non-bid line items for
actual damages and demurrage fees.

= All MMCs with actual damages and demurrage fees charged to ensure the correct account numbers and
chart fields were used.

During the three-month monitoring period, MNT will notify the district contract specialist of any discrepancies
related to the project set up and/or allocation of actual damages and demurrage fees. MNT will obtain
confirmation from the district contract specialist that discrepancies have been resolved.

MAP Owner: | Mark Johnson, Contracts and MMS Support Section Director, MNT
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| Summary Results Based on Enterprise Risk Management Framework |

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 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 operational sub-optimization or non-compliance, particularly in

areas not included in the scope of this audit.

Audit Results Dashboard

Material Maintenance Contracts - ltem 10

Business Objectives (Reporting, Operational, Compliance)

ERM Component

Control
Environment

Control Activities

Organizational Tone

Scope Areas Evaluated
0, C 0.C

Implementation of item 10 Actual Damages and Demurrage Fees

Business Objective/Performance Measures

Resource Capacity

Forecasting/Budget

Training and Development

Risk Assessment

Risk Identification/Planning

Risk Assessment/Impact Analysis

Risk Response/Cost-Benefit Analysis

Business Continuity

Control Activities

Policies/Procedure Development & Maintenance

Review/Approvals

Supporting Evidence/Records Retention

Segregation of Duties

Safeguarding Assets

General IT Controls

Information &
Cor ication

Data/Information Classification

Data/Information Input

Data/Information Processing

Data/Information Output

Internal and External Reporting

Monitoring

Evaluations/Inspections

Quality Control/Quality Assurance Reviews

Reconciliations

Management Assessments

Scope Area Assessment

Rating Assessment Gnd

_ frionty? ‘ Priority 3 _
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] Closing Comments \

This report is prepared for the Texas Transportation Commission and for the Administration and
Management of TxDOT. The report presents the results of the Material Maintenance Contracts -
ltem 10 audit which was conducted as part of the Fiscal Year (FY) 2024 Audit Plan.

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 results of this audit were discussed with the Maintenance Division Director and District

Engineers on February 26, 2024. The Internal Audit Division appreciates the cooperation and
assistance received from the personnel contacted during this audit.
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