e e

Texas
Department
of Transportation

Internal Audit Division Report

PEPS Rate Negotiations
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Executive Summary

Objective

To assess TxDOT's annual rate negotiation process associated with professional engineering
contracts.

Overall Engagement Assessment - [ X

Priority 1 Priority 2  Priority 3  Priority 4
Control mechanisms are not designed or operating to optimize program efficiency and effectiveness.
Programmatic improvements can be achieved by addressing control deficiencies identified.
Improvements to address deficiencies include redesign, execution, and performance measurement.

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

Finding 1: Negotiated Variable Rate Cost Management

Confcrol X Opera.ting N Division Profgssional Engineering Procurement Services
Design Effectiveness Division (PEPS)
The Professional Engineering Procurement Services Division (PEPS) Negotiation Center (NEG) has not
incorporated performance measures to determine and monitor the cost impacts of variations between the

accepted provider labor rates versus those that were established in the NEG baseline rates.

District No

Accepted Negotiated Hourly Rate compared to NEG Baseline Rate
= 835 0f 2,130 (39%) hourly labor rates were greater than the NEG baseline rate.
= 1,295 of 2,130 (61%) hourly labor rates were less than or equal to the NEG baseline rate.

Change to NEG Baseline Rate using accepted Hourly Labor Rates

= Anoverall 7% increase in the top 10 job classifications was the result of the 39% hourly labor rates that
were greater than the NEG baseline rate.

= An overall 8% decrease in the top 10 job classifications was the result of the 61% hourly labor rates that
were less than or equal to the NEG baseline rate.

(Impact): Without performance measures to track the effect of accepting provider labor rates above or below
the NEG baseline rate, the cost impacts to construction projects cannot be fully understood and
communicated to district operations and leadership.

Finding 2: Hourly Labor Rates - Documentation/Approvals

Con_trol X Opera_ting X Division Pr_'o_fe_ssional Engineering Procurement Services
Design Effectiveness Division (PEPS)
Professional Engineering Procurement Services Division (PEPS) does not consistently retain provider
documentation and PEPS Negotiation Center (NEG) approvals for the accepted negotiated hourly labor rates

that exceeded the NEG’s baseline rate.

District No

Approvals
= 100% of the provider portfolios reviewed did not contain approval documentation of negotiated hourly

labor rates exceeding NEG’s baseline rate.

Documentation
= 88% negotiated job classification hourly labor rates exceeded NEG's baseline rate where no approval
documentation was retained to support the negotiation of the accepted hourly labor rate.

(Impact): Without the required documentation and approvals of negotiated hourly labor rates, TXDOT cannot
support that a fair and reasonable negotiation occurred and is not in compliance with TxDOT’s record
retention policies. In addition, retaining and analyzing this information would also help provide better
substantiation and historical reference of the negotiation procedures and promote continuous improvement
of operations.
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Audit testing completed not resulting in management action plans.

Scope Area 1: Hourly Base Rates

Hourly base rates recorded in service provider portfolios were reviewed to ensure the negotiated hourly

labor rate matched the actual rate executed in the final contract.

] 52 of 52 (100%) of the negotiated hourly base rates reviewed were accurate in the final contract.

Additionally, PEPS has:

] Developed and implemented Standard Operating Procedures (SOPs) and business templates to
support the calculation of hourly business rates and how these rates should be used to determine the
final contracted rate.

= PEPS maintains a standardized list of job classification requirements that support the hourly labor
rates job requirements and experience.

Scope Area 2: Negotiation Process

NEG developed and presented training materials to inform divisions, districts, and providers about changes
to the process of calculating NEG'’s baseline rates used for negotiation.

Control Environment

The Professional Engineering Procurement Services Division (PEPS) Negotiation Center (NEG) is
responsible for the negotiation of hourly labor rates with prime and sub-providers. The NEG is also
responsible for performing annual negotiations with providers and compiling the negotiated rate
information for incorporation into Attachment E of the construction project contract.

The NEG calculates an average hourly labor rate based on the job classification and its job
requirements using historical contract information plus an addition of a calculated standard
deviation that determines NEG’s baseline rate. The current process does not account for the volatility
that occurs when higher or lower rates are accepted by TxDOT.

PEPS communicates The Brooks Act, Public Law 92-582 92nd Congress, H.R. 12807 Title IX -
Selection of Architects and Engineers, Sec.904.(Federal Law) to its providers to establish that TxDOT
is required to use the most qualified providers and to negotiate “fair and reasonable” compensation.
The Standard Operating Procedures (SOPs) for requesting and providing negotiated rates require the
NEG to use data compiled from actual labor rates negotiated during the prior fiscal year for each
labor classification to calculate the hourly labor rate to determine fair and reasonable offers. The
PEPS Contracting: Negotiation Process Manual requires the documentation of the entire negotiation
process.

Background

In May 2019, PEPS obtained approval from the Texas Transportation Commission to change the
process to negotiate hourly labor rates for professional service job classifications. A new process
implemented in Fiscal Year (FY) 2020 required hourly labor rates to be negotiated once on an annual
basis with prime and sub-providers rather than continuous and ongoing negotiations throughout the
year.

The NEG receives the provider’s first offered rates to initiate hourly labor rate negotiations. These
first offers may be accepted by the NEG with no additional negotiation if the offer is within the NEG
baseline rate. If the NEG determines that the first offers do not align with the NEG’s baseline rate,
the NEG negotiator may counteroffer, and the negotiation process will continue with the provider
until an agreement is reached. The agreed-upon rates are then awarded to the providers for use in
all professional services contracts for the next twelve months with supporting documentation
maintained in NEG’s provider portfolios. A total of 590 unique labor classifications had been
negotiated and a total of 142 contracts were executed in FY 2021, which were used to calculate
hourly base rates for FY 2022.
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Detailed Audit Report

Scope and Methodology

The audit was conducted during the period from March 1, 2022, to May 6, 2022. Testing focused on
138 providers that provided services for 46 contracts with 3,371 labor classifications negotiated by
Professional Engineering Procurement Services Division (PEPS) Negotiation Center (NEG) in Fiscal
Year (FY) 2021.

Scope Area 1: Agreed Upon Hourly Labor Rates

Evaluated the Professional Engineering Procurement Services Division (PEPS) Negotiation Center
(NEG) to determine if the final hourly base rates executed in the contracts were completed based
on the PEPS developed policy/procedures and Standard Operating Procedures (SOPs).

Reviewed the PEPS Contracting: Negotiation Process Manual and the NEG SOP criteria.
Reviewed federal, state, and internal TxDOT criteria.

Interviewed the PEPS Negotiation Center Manager, two additional PEPS Negotiators, PEPS
Service Center Directors, procurement engineers, and district project managers.

Reviewed the professional engineering contracts to ensure the NEG’s negotiated hourly labor
rate is the same rate reflected in the contract.

Reviewed the listing of job classifications maintained by NEG to determine the standardized
job descriptions used to support the hourly labor rates executed in the contracts.

Reviewed a judgmental sample of 10 provider portfolios representing 52 labor classifications
with accepted hourly labor rates over the NEG baseline rates to measure the approval process.
Reviewed 52 labor classifications related to the 10 provider hourly labor rates that exceed the
NEG baseline rate to access the documentation supporting the final agreed upon hourly labor
rate.

Scope Area 2: Cost Management

Assessed PEPS rate negotiation process for professional service contracts to determine if the
process is measured for performance and if the changes are understood by the providers and
districts.

Reviewed the PEPS Contracting: Negotiation Process Manual and the NEG SOP criteria.
Reviewed federal, state, and internal TxDOT criteria and trainings.

Conducted interviews with PEPS procurement engineers, as well as eight districts to discuss
the changes to the rate negotiation process and their impacts on district cost management.
Reviewed the top 10 labor classifications negotiated in FY 2021 to determine the variances in
the accepted negotiated hourly rates and their impact to cost management.
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] Detailed Audit Findings and Management Action Plans (MAPSs) \

Finding No. 1: Negotiated Variable Rate Cost Management

Condition

The Professional Engineering Procurement Services Division (PEPS) Negotiation Center (NEG) has
not incorporated performance measures to determine and monitor the cost impacts of variations
between the accepted provider labor rates versus those that were established in the NEG baseline
rates.

Effect/Potential Impact

Without performance measures to track the effect of accepting provider labor rates above or below
the NEG baseline rate, the cost impacts on construction projects cannot be fully understood and
communicated to district operations and leadership. Total cost impact per job classification would
vary based on hours incurred for each project.

Criteria
The PEPS Standard Operating Procedures (SOPs) for Requesting and Providing Negotiated Rates
documents the process used to determine NEG’s baseline rates:
= The NEG will use the data from curves compiled from actual labor rates paid that were
received during the previous year’s negotiations for the labor classification in the contract
discipline as a baseline for fair and reasonable offers.

Cause

PEPS measures the success of the negotiation process based on the overall satisfaction of the
provider due to the changes PEPS adopted in the negotiation process. PEPS has not considered how
the effects of accepting hourly labor rates above or below the calculated hourly labor rate affect cost
management.

Evidence

As shown in the table below, a review was completed of the top 10 labor classifications negotiated in
Fiscal Year (FY) 2021 to determine the variances in the accepted negotiated hourly rates and their
impact to cost management.

Top 10 Labor Years’ % Of Times Accepted Negotiated Hourly +/- Percentage
Classifications Experience Rate was greater than, less than or equal to Change to NEG

NEG Baseline Rates. Baseline Rates

(1)(2)

Administrative/Clerical N/A Greater Than 27% 14%
Less Than or Equal

Engineer Design 5to 10 Greater Than 40% 8%
Less Than or Equal

Engineer (Project) 10to 15 Greater Than 61% 9%
Less Than or Equal 39% (7%)

Engineer (Senior) 15+ Greater Than 27% 9%
Less Than or Equal 73% (12%)

Engineer Technician 5to 15 Greater Than 50% 10%
Less Than or Equal 50% (10%)
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Engineer Technician - Oto5 Greater Than 40% 11%
Junior Less Than or Equal 60% (14%)
Engineer Technician - 15+ Greater Than 43% 11%
Senior Less Than or Equal 57% (14%)
Engineer-in-Training | Oto2 Greater Than 59% 4%

Less Than or Equal 41% (6%)

Engineer-in-Training Il 2to5 Greater Than 45% 7%
Less Than or Equal 55% (4%)

Support Manager 10+ Greater Than 30% 9%
Less Than or Equal 70% (12%)

Total Greater Than 39% 7%

Less Than or Equal 61% (8%)

(1) Percentage calculated based straight average of rates used for both accepted and baseline rates.
(2) Total cost impact per job classification would vary based on hours incurred for each project.

Accepted Negotiated hourly rate greater than NEG’s baseline rate:

= 835 of 2,130 (39%) hourly labor rates were greater than the NEG baseline rate.
Accepted Negotiated hourly rate less than or equal to NEG’s baseline rate:

= 1,295 of 2,130 (61%) hourly labor rates were less than or equal to the NEG baseline rate.

Cost change to NEG baseline rates using accepted hourly labor rates greater than NEG’s baseline

rate:

= Anoverall 7% increase in the top 10 job classifications was the result of the 39% hourly labor
rates that were greater than the NEG baseline rate.

Cost Change to NEG baseline rates using accepted hourly labor rates less than or equal to NEG’s

baseline rate:

= An overall 8% decrease in the top 10 job classifications was the result of the 61% hourly labor
rates that were less than or equal to the NEG baseline rate.

Management Action Plans (MAPs):

MAP 1.1 | Completion Date: April 15, 2023 | Division: | Yes | District: | No
The Professional Engineering Procurement Services Division (PEPS) will conduct periodic meetings
to discuss and coordinate the development of metrics for evaluation of the hourly labor rates
accepted. Meeting minutes will be documented and retained to document the progress of the
development of procedures.

MAP Owner: | Lucio Vasquez, Deputy Director, PEPS

MAP 1.2 | Completion Date: August 15, 2023 | Division: | Yes | District: | No
The Professional Engineering Procurement Services Division (PEPS) will develop metrics to
determine the hourly labor rates accepted for the baseline labor rates that may support the
efficiency and effectiveness of the process as well as the cost management.

MAP Owner: | Lucio Vasquez, Deputy Director, PEPS
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Finding No. 2: Hourly Labor Rates - Documentation/Approvals

Condition

Professional Engineering Procurement Services Division (PEPS) does not consistently retain provider
documentation and PEPS Negotiation Center (NEG) approvals for the accepted negotiated hourly
labor rates that exceeded the NEG’s baseline rate.

Effect/Potential Impact

Without the required documentation and approvals of negotiated hourly labor rates, TxDOT cannot
support that a fair and reasonable negotiation occurred and is not in compliance with TxDOT'’s record
retention policies. In addition, retaining and analyzing this information would help provide better
substantiation and historical reference of the negotiation procedures and promote continuous
improvement of operations.

Criteria
PEPS manuals and Standard Operating Procedures (SOPs) govern hourly labor rate negotiations
based on guidance provided by the Brooks Act.
= PEPS Contracting: Negotiation Process, Chapter 4, Section 3 states “the entire negotiation
process must be documented, and a filing system should be set up by the procurement
engineer early in the selection process that will continue to be used during negotiations.”
= The Brooks Act, Public Law 92-582 92nd Congress, H.R. 12807 Title IX - Selection of
Architects and Engineers, Sec.904. (a) states: “The agency head shall negotiate a contract
with the highest qualified firm for architectural and engineering services at compensation
which the agency head determines is fair and reasonable.”
= Texas Government Code 441.180 defines a state record as any written, photographic,
machine-readable, or other recorded information created or received by or on behalf of a
state agency or an elected state official that documents activities in the conduct of the state
business or use of public resources. TXDOT has defined contracts and the determination of
wage rates to a record that must be retained by the agency for a designated period.

Cause

The PEPS Contracting: Negotiation Process Manual and its supporting PEPS (NEG) (SOP) do not
specify the type of negotiation documentation or the approvals that should be retained for those
agreed upon rates that exceeded the NEG baseline rate.

Evidence

An evaluation was completed of a judgmentally selected sample of 10 provider portfolios that
contained 52 labor classifications with negotiated hourly labor rates exceeding the NEG baseline
rate to determine if the negotiation and final acceptance of hourly labor rates were supported by
documentation and approvals, managed by the NEG.

Approvals
= 10 of 10 (100%) provider portfolios reviewed did not contain approval documentation of

negotiated hourly labor rates exceeding NEG’s baseline rate.

Documentation

= 46 of 52 (88%) negotiated job classification hourly labor rates exceeded NEG’s baseline rate
where no approval documentation was retained to support the negotiation of the accepted hourly
labor rate.

April 2023 6



PEPS Rate Negotiations TxDOT Internal Audit Division

Management Action Plans (MAPs):

MAP 2.1 | Completion Date: April 15, 2023 | Division: | Yes | District: | No
The Professional Engineering Procurement Services Division (PEPS) will conduct periodic meetings
to discuss and coordinate the development of documentation and approval requirements for
negotiations and standards for the acceptance of rates that exceed the average of the hourly base
rate data plus one standard deviation. Meeting minutes will be documented and retained to
document the progress of the development of procedures.

MAP Owner: | Lucio Vasquez, Deputy Director, PEPS

MAP 2.2 | Completion Date: August 15, 2023 | Division: | Yes | District: | No
The Professional Engineering Procurement Services Division (PEPS) will develop documentation
standards to support each step of the hourly labor rate negotiation process. The standard will guide
what is to be documented, how it will be documented, and how the documentation will be retained.
The documentation standards will be included in the Standard Operating Procedures and the
Negotiation Manual will be updated to include the approval procedures.

MAP Owner: | Lucio Vasquez, Deputy Director, PEPS

MAP 2.3 | Completion Date: August 15, 2023 | Division: | Yes | District: | No
The Professional Engineering Procurement Services Division (PEPS) will develop procedures for the
approval requirements of negotiations and the acceptance of rates that exceed the average of the
hourly base rate data plus one standard deviation. The procedures for approval will be included in
the Standard Operating Procedures and the Negotiation Manual will be updated to include the
approval procedures.

MAP Owner: | Lucio Vasquez, Deputy Director, PEPS
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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 (COSO0) 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.

Organizational Tone

Business Objective/Performance Measures 1

Control

Resource Capaci
Environment pacity

Forecasting/Budget

Training and Development
Risk Identification/Planning
Risk Assessment/Impact Analysis 1

Risk Assessment

Risk Response/Cost-Benefit Analysis

Business Continuity

Policies/Procedure Development & Maintenance 2 1

Review/Approvals

Supporting Evidence/Records Retention
Control Activities

Segregation of Duties

Safeguarding Assets

General IT Controls

Data/Information Classification

Data/Information Input

Information &
Data/Information Processing

Cor ication
Data/Information Output
Internal and External Reporting
Evaluations/Inspections
Quality Control/Quality Assurance Reviews
Monitoring

Reconciliations

Management Assessments

Scope Area Assessment
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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 PEPS Rate Negotiation audit which
was conducted as part of the Fiscal Year (FY) 2022 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 Professional Engineering Procurement Services

Division Director on February 8, 2023. The Internal Audit Division appreciates the cooperation and
assistance received from the personnel contacted during this audit.
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