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Key Points of Report

Office of the State Auditor
Lawrence F. Alwin, CPA

This audit was conducted in accordance with Government Code, Sections 321.0132
and 321.0133

An Audit Report on the
State Use Program

September 2000

Overall Conclusion

Disputes over open records and inadequate resources have impeded the ability of the
Texas Council on Purchasing From People With Disabilities (Council) to oversee the State
Use Program (Program).  The Council lacks clear access to critical financial and
performance information it needs to ensure that the Program is run in a manner
consistent with the best interests of the State.  The Council has not formulated clear
criteria for deciding which goods and services are suitable for the Program.  These
factors jeopardize the Program’s ability to employ persons with disabilities and provide
quality products and services to the State.  The Program generated sales of over
$51 million and provided employment for more than 5,700 citizens with disabilities during
fiscal year 1999.

Key Facts and Findings

• The central nonprofit agency that administers the Program has resisted the Council’s
efforts to obtain the information it needs to effectively oversee the Program.
Although the central nonprofit agency derives virtually all of its revenue from the
Program, it has asserted that many of its records are proprietary and therefore are
not available to the Council or the public.

• The Council has no administrative rules or documented policies for deciding which
goods and services are suitable for the Program.  The lack of clear criteria creates
uncertainty for affected stakeholders and could result in approval of contracts that
do not align with the intent of the Program.

• The central nonprofit agency has spent approximately $468,000 over the past three
years on items that do not directly benefit community rehabilitation programs
participating in the Program.  Approximately $214,000 of this amount was spent in
litigation against the Council.

• The central nonprofit agency lost over 650 checks worth in excess of $3.6 million due
to weak financial controls over payment processing

• Although the central nonprofit agency needs to improve its product development
research, its marketing function has contributed to an increase in the Program’s
overall sales from $36.6 million in 1995 to $51.7 million in 1999.

Contact

Cynthia L. Reed, CPA, Audit Manager, (512) 936-9500
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isputes over open records and inadequate
resources have impeded the ability of the

Texas Council on Purchasing From People
With Disabilities (Council) to oversee the
State Use Program (Program).  The Council
lacks clear access to financial and
performance information it needs to ensure
that the designated the central nonprofit
agency runs the Program in a manner
consistent with the best interests of the State.
The Council has not formulated clear criteria
for deciding which goods and services
qualify for the Program.  These factors
jeopardize the Program’s ability to employ
persons with disabilities and provide quality
products and services to the State.  The
Program generated sales of over $51 million
and provided employment for more than
5,700 citizens with disabilities during fiscal
year 1999.

The Program was created in 1975 to
encourage and assist persons with disabilities
to achieve maximum personal independence
by engaging in useful, productive work.
Products and services provided by workers
with disabilities are “set aside” for
preferential purchasing priority by state
agencies.  The Council determines which
products and services are suitable for the
program, and the central nonprofit agency
administers the daily operations of the
Program.

Disputes Over Open Records and
Inadequate Resources Impede
the Council’s Ability to Oversee
the Program

• A dispute over the open record status of
documents maintained by the central
nonprofit agency has hindered the
Council’s ability to assess the
reasonableness of the central nonprofit
agency’s expenditures, financial stability,
or alignment of initiatives with policy
directions set by the Council.  The
central nonprofit agency asserts that
many of its records are proprietary and
are therefore not available to the Council.

• The Council lacks the staff to monitor the
Program and to fulfill its statutory
responsibilities.

The Council Has No Administrative
Rules or Documented Polices for
Deciding Which Goods and
Services Are Suitable for the State
Use Program

• The lack of clear criteria creates
uncertainty for community rehabilitation
programs (CRPs), purchasers, and
sectors of the business community
affected by decisions to place products
on set aside.  This lack of criteria could
result in approval of contracts that do not
align with the intent of the Program.

The Council Should Re-Evaluate
the Management Fee for the
Central Nonprofit Agency

• Questions about the reasonableness of
the management fee and the
appropriateness of some expenditures by
the central nonprofit agency indicate the
need to re-evaluate the fee structure.
Some CRPs believe the management fee
they are charged to participate in the
program is too high.  The central
nonprofit agency was paid $2.97 million
in management fee commissions in fiscal
year 1999.  Over the past three years, the
central nonprofit agency has spent
approximately $468,000 on items that do
not directly benefit CRPs participating in
the Program.  Examples of questionable
expenditures by the central nonprofit
agency include $214,000 to sue the
Council and $64,000 to retain a
legislative lobbyist.

• The central nonprofit agency does not
track sufficient data to fully evaluate the
cost of services provided to CRPs.  All
CRPs are charged the same management
fee rates regardless of how much
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assistance is provided by the central
nonprofit agency.  A number of CRPs
perform their own product development,
marketing, and contract negotiation
without assistance from the central
nonprofit agency.

The Central Nonprofit Agency
Lacked Adequate Financial
Controls to Safeguard Resources
of the State Use Program

• The central nonprofit agency lost over
650 warrants totaling more than
$3.6 million because it did not have
adequate accounting safeguards over
payments received from state agencies
and political subdivisions.  The central
nonprofit agency took more than five
months to identify the problem even
though its line of credit had a dramatic
upward spike from August through
December 1999.  The central nonprofit
agency estimates current costs associated
with the missing warrants to be over
$92,000.

• While the central nonprofit agency is in
the process of implementing a new
automated accounting system, staff
members do not have a clear
understanding of the system’s
capabilities.  Consequently, we were
unable to determine if the new system
will improve the central nonprofit
agency’s ability to properly record,
report, and safeguard Program revenues.

• The central nonprofit agency has bank
balances in excess of the federally
insured limit of $100,000, resulting in
uninsured balances of approximately
$217,000.  The central nonprofit agency
has not taken action to insure the funds
despite the fact that the problem has been
pointed out by its external certified
public accountant for the past two fiscal
years.

The Integrity of the State Use
Program Cannot Be Ensured
Without a Monitoring Function and
Additional Policies Regarding CRP
Eligibility to Participate in the
Program

• Without a mechanism to monitor CRP
compliance with Program requirements,
there is a risk that ineligible
organizations will benefit from the
noncompetitive market established for
workers with disabilities.

• Data related to CRP compliance with
program polices is self-reported by the
CRPs without independent verification
by either the Council or the central
nonprofit agency.  Additionally, there is
no verification of worker disability.
Verification of worker disability is
required of CRPs that participate in the
federal set aside program.

• One CRP participating in the Program
entered into contractual agreements and
financial transactions with a for-profit
entity that pose potential conflicts of
interest.  The Council has no policy
regarding related-party contracts and
transactions.

The Central Nonprofit Agency’s
Marketing Function and Financial
Support Assist CRPs

• The central nonprofit agency’s marketing
of the Program and financial support
provided to CRPs have contributed to a
71 percent overall increase in sales over
the past four years.  Although product
sales have declined and the central
nonprofit agency has experienced
turnover problems with its marketing
staff, total sales increased from $36.6
million in 1995 to $51.7 million in 1999.
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• The central nonprofit agency has worked
with the Department of Transportation
and the General Services Commission to
develop standard pricing formulas for
litter contracts and temporary services.
Although the formulas facilitate
negotiations for Program contracts, they
should be revised periodically to reflect
changes in the labor market and actual
costs to CRPs.

• The central nonprofit agency provides
valuable support to CRPs by advancing
payments, providing technical assistance
grants, and on occasion, being flexible in
collecting its management fee.  This
support facilitates CRPs’ ability to
employ persons with disabilities and
provide quality products and services to
the State.

The Central Nonprofit Agency
Does Not Adequately Research
Products for the State Use Program

• The central nonprofit agency relies
heavily on CRPs for product
development and does not adequately
research new product initiatives for the
Program.  One computer contract
approved by the Council was later
suspended due to a conflict with the
State’s Qualified Information System
Vendor Program.

The General Services Commission
Does Not Provide Compliance
Exception Reports to the Council
as Required by Statute

The lack of exception reports impedes the
Council’s the ability to monitor whether
products and services are procured through
the Program when required by law.

Summary of Management’s
Responses

The central nonprofit agency disagrees with
most of the findings and recommendations
that apply to its administration of the
Program.  The central nonprofit agency’s
responses indicate an unwillingness to accept
oversight from the State or accountability for
its management decisions.

The Council and the General Services
Commission are in general agreement with
the report findings and recommendations.

The full text of each management response is
in Appendices 5, 6, and 7.
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Section 1:

Disputes Over Open Records and Inadequate Resources Impede the
Council’s Ability to Oversee the State Use Program

Litigation, court ordered mediation, and requests for Attorney General opinions have
failed to resolve fundamental oversight issues related to the State Use Program
(Program).  While the Texas Council on Purchasing From People With Disabilities
(Council) and the central nonprofit agency have mediated some differences, the issue
of open records, the Council’s authority to competitively bid the contract of the
central nonprofit agency, and transition procedures for a successor to the central
nonprofit agency are unresolved.  Disagreement about the open record status of
documents maintained by the central nonprofit agency impedes the Council’s ability
to effectively oversee the $51 million in Program revenues.  The resulting lack of
information prevents the Council from assessing the reasonableness of the central
nonprofit agency’s expenditures, the financial stability of the central nonprofit agency,
or the alignment of central nonprofit agency’s initiatives with policy directions set by
the Council.  (See Appendix 2 for a summary of litigation issues.)

The Council maintains that the central nonprofit agency, due to its unique position in
administering the Program, is essentially a quasi-governmental entity, and that all
records pertaining to the Program should be accessible to the Council and the public.
The central nonprofit agency, which derives virtually all of its revenue from the
Program, believes that as a private, nonprofit corporation, many of its records are
proprietary and are not open to either the Council or the public.  Although Human
Resources Code, Chapter 122, allows the State Auditor, the Governor’s Budget
Office, and the Legislative Budget Board to inspect records pertaining to the Program,
it does not specifically state whether the Council may access or possess records
maintained by the central nonprofit agency.

Lack of a sufficient staff hampers the Council’s ability to monitor the Program and
impedes its ability to fulfill its statutory responsibilities.  While the General Services
Commission (Commission) provides some legal, administrative, and clerical support,
the Council has no staff to support policy, management, and oversight functions.

Section 1-A:

The Council Lacks Adequate Financial and Performance
Information to Effectively Oversee the State Use Program

The dispute over access to and possession of records maintained by the central
nonprofit agency has impeded the Council’s ability to assess the relative efficiency
and effectiveness of the central nonprofit agency’s administration of the Program.
Although the central nonprofit agency has provided annual budgets and sales
projections for the Program, the Council lacks detailed information about how the
central nonprofit agency expends the management fee it receives for administering the
Program.  Information on expenditures for items such as employee salaries, benefits,
and professional services are classified as proprietary by the central nonprofit agency.
The appropriateness of some expenditures by the central nonprofit agency, noted in
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Section 3, raise the need for oversight of how the central nonprofit agency expends the
Program management fee commission.

The Council lacks information to assess the financial stability of the central nonprofit
agency, as virtually all accounting and bank records are considered proprietary.  For
example, the Council lacks information regarding the central nonprofit agency’s line
of credit, accounts receivable, and cash reserves.  The Council has not seen the central
nonprofit agency’s audited financial statements.  Problems with the central nonprofit
agency’s internal financial controls, noted in Section 4, indicate the need for the
Council to have information regarding the central nonprofit agency’s financial
position.

A lack of information about the central nonprofit agency’s planning makes it difficult
for the Council to assess the alignment of central nonprofit agency initiatives with the
policy directions set by the Council.  Both the Council and the central nonprofit
agency have developed strategic plans.  Although the central nonprofit agency’s
strategic plan has more detail and quantification of goals and objectives, the Council
has not seen this plan for approximately three years.  Operational plans developed by
the central nonprofit agency for marketing and product development are similarly
classified by the central nonprofit agency as proprietary.

While Program accomplishments are detailed in a statutorily required annual report,
the Council lacks information to assess how resources, strategies, and outputs link to
those outcomes.  Problems associated with two new product development initiatives
highlight the Council’s need for more information in this area.  Product development
is discussed in Section 7.

Although the central nonprofit agency allowed the Council to review and copy
documents after fieldwork for this audit was concluded, there is no guarantee of
continued access by the Council to documents maintained by the central nonprofit
agency.  Given the litigious nature of the relationship between the Council and the
central nonprofit agency, it appears that access to and possession of records
maintained by the central nonprofit agency should be statutorily clarified.

Recommendation:

The Legislature should consider amending the enabling legislation for the Program to
ensure that the Council, the State Auditor’s Office, the Legislative Budget Board, and
the Governor’s Office of Budget and Planning have clear access to all records of a
central nonprofit agency.  Consideration should also be given to clarifying the public’s
right of access to records pertaining to the Program.  One way to accomplish this
would be to subject a central nonprofit agency to the Texas Public Information Act in
the same manner as a governmental body as defined by the Act.

The Legislature should consider clarifying the Council’s statutory authority to
competitively bid the contract for a central nonprofit agency, including the Council’s
authority to contract with more than one central nonprofit agency.
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The Legislature should consider statutorily clarifying transition procedures and
property rights of a central nonprofit agency in the event a successor central nonprofit
agency is chosen.

The Council, with input from the central nonprofit agency, should develop an
integrated strategic and annual operating plan and an annual budget that details how
Program resources will be used to implement strategies and accomplish objectives.

The Council should require by administrative rule and/or contractual term that the
central nonprofit agency periodically report data on key financial indicators for the
Program.  The council should consider requiring the central nonprofit agency to report
on financial indicators such as accounts receivable, cash reserves, line of credit loans
and interest payments, and administrative overhead.

Section 1-B:

The Council Lacks Sufficient Staff to Effectively Oversee the State
Use Program

Lack of staff hampers the Council’s ability to monitor the Program and impedes its
ability to fulfill its statutory responsibilities.  While the Commission provides some
legal, administrative, and clerical support, the Council has no staff to support policy,
management, and oversight functions.  This impedes the Council’s ability to oversee
the central nonprofit agency’s administration of the Program.  It also forces an over-
reliance by the Council on the central nonprofit agency for independent analysis of
self-reported data from community rehabilitation programs (CRPs) participating in the
Program.

Because the Council is designated as oversight board, monitoring and compliance
activities do not fall within the scope of Council members’ duties.  The Council needs
the ability to ensure that CRPs that participate in the Program adhere to certain
guidelines such as caps on administrative costs and direct disabled labor ratios.  This
type of data is currently self-reported by CRPs without independent verification.
Issues noted in Section 5 underscore the need for independent monitoring of CRPs.
With respect to oversight of the central nonprofit agency, even if the Council had
access to central nonprofit agency records, this access would be of limited use without
staff to review and analyze the documents.

The lack of staff also impedes the Council’s ability to perform statutory
responsibilities.  The Council currently lacks staff to independently review and
analyze:

• Cost analyses and pricing proposals from the central nonprofit agency and
CRPs.

• New product and service contract proposals.

• State agency purchases made under exceptions from the mandatory
requirements of the Program.

• The management fee of the central nonprofit agency.
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The Council needs a better capability to function as an independent check on new
product proposals brought forth by the central nonprofit agency.  The central nonprofit
agency has an inherent financial incentive to add new products and services to the
Program, as it receives a percentage of the Program’s gross sales.  Currently, the
Council’s only mechanism to get answers to detailed, operational inquiries is to ask
questions at quarterly meetings.  It would be a more appropriate and efficient use of
time to resolve such issues prior to the quarterly meetings.  The Council’s approval
and subsequent suspension of new contracts for postage meters and computers
indicates the need for independent analysis of proposed contracts.

The legal, administrative, and clerical support provided by the Commission is not
sufficient to assist the Council with all of its responsibilities.  The State Use
Coordinator is a half-time position at the Commission dedicated to providing
administrative and clerical support.  The central nonprofit agency’s management fee
pays the Council’s costs for travel, administration, and one quarter of the State Use
Coordinator’s salary expense.  In fiscal year 1999, these costs totaled approximately
$26,000.

Recommendation:

The Legislature should consider giving the Council authority to employ its own staff.
While consideration should be given to continuing the Commission’s legal support for
the Council, staffing for the Council should provide adequate support for both
administrative and clerical activities as well as monitoring, policy, and management
functions.  Funding for Council staff could be paid from the central nonprofit
agency’s management fee.

Section 2:

The Council Has No Administrative Rules or Documented Policies for
Deciding Which Goods and Services Are Suitable for the State Use
Program

The lack of clear criteria creates uncertainty for CRPs, purchasers, and sectors of the
business community affected by decisions to place products on set aside for the
Program, and could result in approval of contracts that do not align with the intent of
the Program.  Lack of rules also makes the Program vulnerable to lawsuits and has the
potential to undermine support for the Program.  The Council’s recent decisions to
approve and later suspend postage meters for the Program illustrates the need for clear
criteria for approving new contracts.  (See text box.)
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In 1997 the Council repealed an administrative rule (Texas Administrative Code,
Chapter 40, Section 189.13) that outlined general value added parameters that new
products or services must meet to be approved for the Program.  The rule
requirements included:

• CRPs should purchase raw materials or components through competitive
bidding whenever possible.

• Workers with disabilities must make an appreciable contribution to reforming
raw materials, assembly of components, or packaging of other products
manufactured at rehabilitation facilities.

• Workshops may not act merely as receiving and shipping facilities.

• Workshops must establish and maintain 75 percent of handicapped direct
labor hours in their operations.

Since repeal of the administrative rule,
the Council has operated without any
formally documented rules or policies
regarding criteria for approving new
contracts.  Although the Council
adopted a value-added statement setting
a goal of 75 percent direct disabled
labor, this statement resides in Council
meeting minutes and is not formally
documented as policy by the Council.
Since the repeal of the administrative
rule in 1997, the Council has had no
requirement that CRPs competitively
procure goods that are reformed,
assembled, or repackaged, nor has the
Council had a formal requirement that
CRPs not act merely as receiving and
shipping facilities.

The Council is currently in the process of formulating administrative rules for the
Program.  The Council conducted a series of town hall meetings to gather input from
stakeholders affected by the Program.  The Council has a goal of finalizing its rules by
December 2000.

The federal set-aside program has administrative rules documenting criteria for
approving products for the federal program.  The federal set-aside program, for
example, requires competition in the purchase of materials and components used in
commodities and services furnished to federal agencies.  It also requires an economic
impact analysis on the effect a new contract would have on a current contractor’s
sales.

In March 1999, the Council approved, and later suspended, a CRP
proposal to market postage meters to state agencies.  Although the
proposal appeared to meet the Council’s guidelines for the
percentage of direct disabled labor hours in the contract, it
contained several unusual features:

• The U.S. Postal Service licenses only four companies to
manufacture postage meters and only allows the
manufacturers to lease, not sell the meters.

• The postage meter contract combined a product rental with a
servicing agreement.

• The incompatibility of accessories with other meters essentially
precluded the CRP from competitively procuring meters from
the other three companies licensed by the U.S. Postal Service to
manufacture meters.  This created a potential long-term
monopoly for the company supplying the CRP with meters.

Although a number of CRPs transform or assemble raw materials
and manufactured components, the raw material and components
are generally obtained through competitive procurement from
private sector vendors.
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Recommendation:

The Council should complete the current rule making process.  In formulating criteria
for products and services, the Council should specifically address:

• The amount of direct disabled labor necessary to approve a product or service
for the Program.

• The competitive procurement of materials and components used in
commodities and services provided to state agencies.

• The economic impact of proposed contracts on existing vendors.

• Whether CRPs should be required to own products proposed for lease or sale
to state agencies.

Section 3:

The Council Should Re-Evaluate the Management Fee for the Central
Nonprofit Agency

Questions about the reasonableness of the management fee charged to CRPs to
participate in the Program and the appropriateness of some expenditures by the central
nonprofit agency indicate the need to re-evaluate the fee structure.  Some CRPs
believe that the management fee is too high and that a fee for service structure would
be more equitable.  CRPs are charged the same management fee regardless of the
level of service provided by the central nonprofit agency.  The management fee is
based on a percentage of a CRP’s gross sales.  The central nonprofit agency receives
6.5 percent of gross sales for products, 5 percent of gross sales for temporary services,
and up to 6 percent of gross sales of services.  CRPs paid $2.97 million in
management fee commissions to the central nonprofit agency in fiscal year 1999.
Additional data is needed to evaluate how a change to the management fee might
impact smaller CRPs that require more services from the central nonprofit agency.

Over the past three years, the central nonprofit agency has expended approximately
$468,000 on items that do not directly benefit CRPs participating in the Program.
These areas of expenditures include (1) professional service fees for attorneys and
lobbyists, (2) line of credit interest costs, and (3) startup costs for a subsidiary
nonprofit corporation.

Section 3-A:

Cost Data Maintained by the Central Nonprofit Agency Is
Inadequate to Fully Evaluate Alternative Management Fee Rates

The central nonprofit agency does not track sufficient data to fully evaluate the cost of
services provided to CRPs.  The central nonprofit agency currently lacks a cost model
to assign or allocate direct and indirect costs to functions such as contracting and
payment processing.  Although the central nonprofit agency does track the time staff
members spend on different types of services and activities, these data are not linked
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to the individual CRPs receiving the services.  Without this type of information, it is
difficult to evaluate how much revenue the central nonprofit agency would lose under
a fee-for-service structure or what impact such a loss would have on the central
nonprofit agency’s ability to provide services to smaller CRPs.

CRPs are currently charged the same management fee rates regardless of how much
assistance they receive from the central nonprofit agency.  This can result in a de facto
subsidy from larger, more established CRPs that require minimal assistance to
smaller, less established CRPs that require more assistance from the central nonprofit
agency.  A number of CRPs believe that the central nonprofit agency management fee
should be changed from a set fee to a fee based on the level of service provided.
Many CRPs do their own product development, marketing, and contract negotiation
without assistance from the central nonprofit agency.  In addition, while the central
nonprofit agency may be heavily involved in developing new a contract, renewal of
the same contract may require significantly less effort from the central nonprofit
agency.

Recommendation:

The Council should evaluate the information needed to fully analyze the management
fee of the central nonprofit agency.  Requirements for additional cost data should be
incorporated into the contract with the central nonprofit agency.  The Council should
consider the impact any changes to the current management fee would have on
smaller CRPs.

The central nonprofit agency should build on the current employee time system to
track the time spent at individual CRPs, particularly by field staff members.

Section 3-B:

The Central Nonprofit Agency Has Made Questionable
Expenditure Decisions

Several areas of expenditures raise questions about the reasonableness of the
management fee charged to CRPs participating in the Program. Over the past three
years, the central nonprofit agency has expended approximately $468,000 on items
that do not directly benefit CRPs participating in the Program.  These areas of
expenditures include (1) professional service fees for attorneys and lobbyists, (2) line
of credit interest costs, and (3) startup costs for a subsidiary nonprofit corporation.

From January 1998 through April 2000, the central nonprofit agency spent over
$214,000 on attorney fees to sue the Council.  This amount does not include any
litigation costs incurred since April 2000.  During the same time period, the central
nonprofit agency spent in excess of $64,000 to retain a legislative lobbyist.
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In addition to the expenditures for professional services noted above, the central
nonprofit agency also incurred:

• $92,000 of costs borrowing against its line of credit to compensate for over
650 lost state warrants worth $3.6 million (see Section 4 for details).

• $97,000 in costs related to a write-off for an unsuccessful research and
development project to study the feasibility of using workers with disabilities
to refurbish copier machines (see Section 7 for details).

While the $468,000 in expenditures noted above represent only 5 percent of the
central nonprofit agency’s management fee commissions over a three-year period,
these resources could have been used to support CRPs.  We noted, for example, that
the central nonprofit agency’s initiative to provide technical assistance grants to CRPs
declined from a high of $89,692 in fiscal year 1996 to $26,809 and $30,866 in fiscal
years 1998 and 1999, respectively.

Recommendation:

The Council should formulate an expenditure reporting format and require the central
nonprofit agency to report categories of expenditures on a periodic basis.  Professional
services should be one category of expenditures included in the reporting format.
Review of management fee commission expenditures should be incorporated into the
evaluation of the central nonprofit agency during contract renewal discussions.

As noted in Section 1-A, the Council should require the central nonprofit agency to
report periodically on key financial indicators such as accounts receivable and line of
credit borrowing and interest costs.

Section 4:

The Central Nonprofit Agency Lacked Adequate Financial Controls
to Safeguard Resources of the State Use Program

The central nonprofit agency needs to strengthen financial controls to safeguard
Program resources.  The central nonprofit agency lost over 650 warrants totaling
$3.6 million due to weak financial controls over cash receipts.  Although the warrants
are being re-issued, stronger controls would have shortened the five months required
to detect the problem and would have significantly reduced the estimated $92,000 in
cost associated with the missing warrants.  The central nonprofit agency also needs to
take action to insure $217,000 in bank deposits that are not covered by Federal
Deposit Insurance Corporation (FDIC) insurance.
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Section 4-A:

The Central Nonprofit Agency Lacked Adequate Financial
Controls Over Payment Processing and Collections

The central nonprofit agency is missing over 650 warrants totaling more than
$3.6 million.  The central nonprofit agency estimates its current costs associated with
missing warrants to be over $92,000.  The $92,000 includes $87,000 for interest costs
associated with its line of credit1 and $5,000 for temporary staff members to research
payments.  This amount does not include the cost to the agencies and political
subdivisions that have had to re-issue the warrants.

The central nonprofit agency has been conducting an investigation into the cause of
the missing warrants.  The central nonprofit agency strongly suspects employee
involvement.  At present, they have not been able to determine a motive other than a
possible cover-up of incompetence or to cause harm to the central nonprofit agency or
some of the employees involved.

The State Auditor’s Office performed an extensive review of the central nonprofit
agency’s payment, cash receipt, and collection processes.  The central nonprofit
agency processed over 35,000 invoices in calendar year 1999.  We verified that none
of the lost state warrants were cashed and performed extensive testing of the payment

process for each department
(Services, Temporary
Services, and Products) to
determine whether this had
been an ongoing problem at
the central nonprofit agency
or if it was isolated to a
specific time period.  As a
result of our testing, we feel
confident that the
occurrence of missing
warrants was isolated to
August through December
1999.

The central nonprofit agency was slow to identify the missing warrants, thereby
increasing the interest expense associated with the line of credit by nearly $90,000.
As shown in Figure 1, borrowing against the line of credit began to increase in July
1999 and had a dramatic upward spike in August through December 1999.  The
increase in the line of credit loans is clearly not proportional to the volume of sales
processed by the central nonprofit agency.

The central nonprofit agency’s ability to detect the missing warrants was hampered
for the following reasons:

                                                  
1  The central nonprofit agency maintains a line of credit to borrow money to pay CRPs for their goods and services
prior to receiving payment from ordering agencies.
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• The methods for analyzing collections is decentralized, with each department
given the responsibility to identify and handle delinquent billings for their
own accounts.

• Inconsistent collection efforts were applied in each department.  Two of the
three departments were not maintaining documentation to indicate contact had
been made with delinquent customers and what their current statuses were.

• Although the central nonprofit agency has an Aging Report in place to
identify delinquent accounts, it is not used by all departments to monitor
collections.

• The central nonprofit agency does not have a full-time financial manager.

Prior to March 2000, the central nonprofit agency had not developed or implemented
adequate controls over cash receipts to provide reasonable assurance that central
nonprofit agency receipts were protected from loss, misuse, or abuse.  The central
nonprofit agency was not logging cash receipts as a minimal control point for tracing
information to and from source documents.  In the time frame the warrants were
missing, one person was opening the mail, and three separate departments with no
standardized procedures in place were handling deposits.  It appears that management
has been slow to make changes because it felt its processes had worked well in the
past.

Although the central nonprofit agency has made improvements with the creation of a
cash receipts log in March and two individuals opening mail, the controls to account
for the movement of the transactions from origination to data entry are still weak, and
an improvement in segregation of duties is needed.  The central nonprofit agency has
one individual recording the checks in the cash receipts log and preparing the
deposits.

The central nonprofit agency is currently operating in an Open System that allows the
user to overwrite data and make changes without supervisory approval.  The central
nonprofit agency has reached its capacity with this system, which has produced
inaccurate financial records in the past and made auditing the financial statements
difficult and time consuming.  A new system (Macola) is in the process of being
developed and is scheduled to phase into central nonprofit agency operations in
calendar year 2000.

The central nonprofit agency staff does not have a clear understanding of Macola’s
capabilities and what controls will be in place to improve the central nonprofit
agency’s operations.  We were unable to determine whether the new system will
improve controls because the project manager for the Macola project resigned, and a
new person has yet to be assigned.  As a matter of good business practice, the central
nonprofit agency should ensure that the accounting system properly records, reports,
and safeguards receivables.
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Recommendation:

The central nonprofit agency should make the following changes to its cash receipts
process:

• Standardize the payment process for all departments in order to establish a
more efficient flow of data through the organization.

• Develop policies and procedures for the collection of cash receipts.

• Improve its ability to trace payments to source documentation by including
batch numbers assigned and date of deposit on support documentation
(vouchers) given to each department.  Staff members should also include the
name of the organization from whom the check was received on the Deposit
Report.

• Ensure that an adequate segregation of duties exists between staff members
who process cash receipts, disbursements, deposits, recording, and
reconciliation.  Separate individuals should perform the responsibilities for
the preparation of deposits and the logging of cash receipts.

• Ensure that the new system has controls in place to prevent accidental or
deliberate data override.  The central nonprofit agency should ensure that it
has a clear understanding of the capabilities of its new accounting system as
well as the relevant controls.  The new accounting system should also address
concerns associated with inaccurate financial records and audit efficiency.

The central nonprofit agency should make the following changes to its accounts
receivable and collection process:

• Consolidate collection efforts into one department, and develop a formalized
written policy for collecting past-due accounts.  At a minimum, a policy
should document:

− Initial collection steps for overdue accounts.

− Timing of collection letters and legal action.

− Authorization and decision process for settlement of bad debt
forgiveness and write-off.

• Develop a Single Analysis Report to determine the age of accounts, the
turnover of accounts, and the make-up of bad debt.  The data to create these
reports should be easily retrievable from the accounting system.  This report
can provide the above described information by reflecting:

− Age of receivable.

− Receivable divided by average daily collections.

− Bad debt expense, percentage of receivables, budget adjustments for
bad debt.
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• Regularly monitor receivable accounts and line of credit, and analyze:

− Age of receivables.

− Turnover of receivables.

− Amount of bad debt.

− Established thresholds and explanations for significant increases in
line of credit.

Section 4-B:

The Central Nonprofit Agency Has Uninsured Bank Balances of
Approximately $217,000

The central nonprofit agency has bank statement balances in excess of the federally
insured limit of $100,000, resulting in uninsured bank balances of approximately
$217,000.  The central nonprofit agency’s total of cash and cash equivalents at the end
of fiscal year 1999 was $331,831.  Although the central nonprofit agency’s accounts
receivable management fee commissions are collateral for its line of credit loans,
management states that cash reserves in excess of insured amounts are used as
compensating balances to obtain lower interest rates.  Excess funds are invested in
Certificates of Deposit.  The central nonprofit agency does not have formal investment
policies and procedures or a set cash reserve goal.  The central nonprofit agency states
that it has been unable to identify a liquidity benchmark due to the uniqueness of its
business.  Uninsured deposits could be lost if the financial institution became
insolvent.

The central nonprofit agency’s external certified public accountant firm has criticized
it for uninsured funds in the past and made recommendations in fiscal year 1998 and
1999 management letters.  The central nonprofit agency has not taken action to insure
these funds.

Recommendation:

• The central nonprofit agency should implement its external certified public
accountant’s recommendations, such as:

− Monitor the balances to ensure they are within FDIC recovery limits.

− Transfer excess amounts to another institution when bank balances
exceed $100,000.

− Consider investing in overnight-insured accounts if it is not practical
to transfer the excess funds to another institution.

• The Council should consider developing a policy that addresses the cash
reserve needs of the Program.  The central nonprofit agency should use the
Council’s policy as a guideline to develop and implement formal investment
policies and procedures.
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• The Council should incorporate the cash reserve needs of the Program when
reviewing the central nonprofit agency’s management fee commission rates.

Section 5:

The Integrity of the State Use Program Cannot Be Ensured Without a
Monitoring Function and Additional Policies Regarding CRP Eligibility
to Participate in the Program

All data pertaining to CRP compliance with Program policies is currently self-
reported by CRPs without independent verification by either the Council or the central
nonprofit agency.  A policy regarding related-party contracts and transactions is
needed to ensure that individual CRPs maintain managerial and financial control of
their operations.  Documentation on CRP eligibility to participate in the Program is
not consistently collected and maintained.  The Program also lacks a database and
standardized procedures to track and analyze customer complaints.

Section 5-A:

There Is No Monitoring or Verification of CRP Compliance With
State Use Program Policies

All data related to CRP compliance with Program policies is currently self-reported by
CRPs without independent verification by either the Council or the central nonprofit
agency.  Council policies are designed to ensure that workers with disabilities are the
primary beneficiaries of the Program.  Without a mechanism to monitor CRP
compliance with policies, there is a risk that ineligible organizations will benefit from
the noncompetitive market established for workers with disabilities.

The Council’s policy for products includes a goal that 75 percent of all direct labor be
performed by workers with disabilities.  The Council’s policy for services includes
requirements such as the following:

• A minimum of 35 percent of the contract price must be allocated to workers
with disabilities in wages and benefits.

• Supply costs should not exceed 20 percent of the contract price.

• Administrative costs should not exceed 10 percent of the contract price.

Although the Council monitors exceptions to these policy requirements when
approving or renewing contracts, the Council has no assurance that data is reported
accurately by the CRPs.  The central nonprofit agency maintains that it has no
authority to audit or monitor CRP records.

In addition to the lack of monitoring of CRP compliance with the policies mentioned
above, there is currently no verification of worker disability.  Although the federal set
aside program requires CRPs to verify that an individual is in fact disabled, the state
Program lacks such a requirement.  This again creates a risk that ineligible workers
and organizations could benefit from the Program.
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The federal program regularly monitors CRP compliance with a number of criteria,
such as direct disabled labor ratios, and also requires documentation of individual
worker disability.  The responsibility for monitoring is shared between the two federal
central nonprofit agencies and their oversight entity, the Committee for Purchase
From People Who Are Blind or Severely Disabled.  Federal monitors typically
conduct site visits of CRPs every three to five years to review compliance with federal
program rules.  In the federal program CRPs with a history of compliance problems
are monitored more frequently—approximately every 18 months.  Federal monitors
indicate that a site visit typically takes one person between one and one-and-a-half
days to complete.

Recommendation:

The Council should formulate administrative rules to establish a monitoring function
to ensure that CRPs comply with Program policies.  A provision that CRP records be
available for inspection for monitoring purposes should be incorporated into contracts
with CRPs.

The Council should assume at least part of the responsibility for monitoring if it is
given authority to employ its own staff to provide an independent check on the central
nonprofit agency.

The Council should establish a rotating schedule for monitoring CRPs based on the
availability of resources.  The Council should also explore the possibility of sharing
information with federal monitors for CRPs that participate in both the federal
program and the State Use Program.

The Council should include verification of worker disability as a monitoring
requirement in addition to verifying compliance with existing Program policies.

Section 5-B:

The Council Lacks a Policy on Related-Party Contracts and
Transactions by Participating CRPs

One CRP participating in the Program entered into contractual agreements and
financial transactions with a for-profit entity that pose potential conflicts of interest.
The nature of these agreements and transactions make it difficult to discern whether
an arms-length relationship exists between the nonprofit CRP and the for-profit entity.
The Council has no policy regarding related-party contracts and transactions by CRPs
participating in the Program.
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The CRP in question entered into a management agreement2 with a for-profit
corporation that pays the for-profit corporation 8 percent of the CRP’s gross sales.
Based on the CRP’s 1998 federal 990 tax return, total revenue of $3.2 million would
result in a payment to the for-profit corporation of approximately $256,000.  In return
for such consideration, the for-profit corporation provides:

• Payroll and invoice processing.

• Financing of accounts receivable.

• Accounts payable processing.

• General bookkeeping.

There does not appear to be an arms-length relationship between the CRP and the for-
profit corporation.  The contractual relationship appears to vest financial and
managerial control of the CRP in the for-profit corporation.  In addition, terms of the
management agreement provide no indication that the services provided to the CRP
are done so at a reasonable market rate.   

The president of the CRP entered into an employment contract with the for-profit
corporation to manage the daily operations of the CRP.  The contract provides the
president an $80,000 base salary and an annual bonus of either $20,000 or a
percentage of the CRP’s gross margin.  The for-profit corporation also retired
$153,000 of the CRP president’s personal debt, which was incurred as start-up costs
for the CRP.  The CRP has received in excess of $1 million in loans for operating
capital from the for-profit corporation.

The for-profit corporation manages the daily operations of the CRP by employing its
president.  The for-profit corporation recommends hiring, firing, and personnel actions
to the board of the CRP.  The president of the CRP is on the CRP’s board, and the
other board members are employees of the CRP.  As employees of the CRP, the other
board members appear to lack the ability to exercise independent oversight.  We
noted, for example, that one board member was terminated as an employee in 1998.

While the Program requires all CRPs to be 501(c) 3 corporations, the circumstances
noted above indicate the need for guidance on related-party contracts and transactions.
The federal program, for example, requires nonprofit agencies to be able to
demonstrate complete separation from for-profit corporations in the areas of finance
and control of the agency.

Recommendation:

The Council should adopt a policy regarding related-party contracts and transactions
to ensure that nonprofit CRPs maintain complete managerial control of their agencies
and finances.  The Council should consider adopting in whole or in part the federal

                                                  
2 The management agreement requires a four-year notice to terminate the contract.
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policy on related corporations.  The federal policy is included in this report in
Appendix 3.

The Council should require CRPs participating in the Program to report any
significant related-party contracts or transactions.  The Council should also require
CRPs to annually submit copies of their federal 990 tax returns to the Council for
review.  The 990 form includes information on professional service contracts and
affiliated organizations.

Section 5-C:

Documentation and Record Maintenance on CRP Eligibility to
Participate in the State Use Program Are Inconsistent

The central nonprofit agency does not consistently document or maintain records on
CRP eligibility to participate in the Program.  Although all central nonprofit agency
field marketing representatives are familiar with the CRP certification checklist,3 field
staff members have different understandings about who is responsible for completing
the checklist.  Some field staff members believe they are responsible for verifying
items on the list.  Other staff members believe that the central nonprofit agency main
office is responsible for completing this form.  In addition, field staff members are
unclear as to whether CRPs are required to notify the central nonprofit agency of
significant changes that could affect their status as a nonprofit entity.

There is no formal process for maintaining documentation on CRP eligibility to
participate in the Program.  Central nonprofit agency staff members provided
conflicting statements about whether the field or central office is responsible for
maintaining documentation.  For example, one marketing representative stated that he
keeps a copy of all documentation received and sends a copy to the central office,
while another believes that all documentation is maintained by the central office.
Conversely, a central office employee stated that field offices maintain all
documentation and that the central office does not have copies of nonprofit
designations or articles of incorporation.

The central nonprofit agency does not have clear policies and procedures to address
responsibility for maintaining evidence of CRP eligibility to participate in the
Program.  Without clear policies and procedures, there is a risk that ineligible
organizations may participate in the Program.

Recommendation:

The central nonprofit agency should establish, document, and implement clear
procedures for receiving and maintaining documentation on the CRP certification
checklist.

                                                  
3 The certification checklist requires verification of the entity’s corporate charter, bylaws, registration with the
Secretary of State, and Internal Revenue Service nonprofit status.
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Section 5-D:

Complaints About State Use Program Products and Services Are
Not Consistently Tracked

The central nonprofit agency lacks a database and standardized procedures to track
customer complaints.  Although the central nonprofit agency appears to proactively
resolve complaints at the lowest level possible, it does not consistently track customer
complaints.  Some field marketing representatives do not document complaints unless
they are serious, while other representatives document and maintain all complaints.
There is no centralized database to record customer complaints.  Good business
practices indicate that customer complaints can provide valuable information to
improve vendor performance and ensure customer satisfaction.

Recommendation:

The central nonprofit agency should establish procedures to track the type, frequency,
and severity of customer complaints.  It should create a centralized database to track
complaints.  Complaints should be periodically analyzed to detect performance trends
and identify improvement opportunities.

Section 6:

The Central Nonprofit Agency’s Marketing Function and
Financial Support Assist CRPs

The central nonprofit agency’s marketing of the Program and financial support
provided to CRPs have contributed to a 71 percent overall increase in sales over the
past four years.  Although product sales have declined and the central nonprofit
agency has experienced turnover problems with sales staff members, total sales
increased from $36.6 million in 1995 to $51.7 million in 1999.  The central nonprofit
agency has developed standardized pricing formulas for some service contracts that
facilitate contract negotiations with Program customers.  The central nonprofit agency
provides valuable support to CRPs by advancing payments, providing technical
assistance grants, and on occasion, being flexible in collecting its management fee.
This support facilitates CRPs’ ability to employ persons with disabilities and provide
quality products and services to the State.

Section 6-A:

Marketing Is a Key Function for the State Use Program

Although the central nonprofit agency is experiencing problems with turnover among
marketing staff members, the marketing function has contributed to a significant
increase in total sales.  From 1995 to 1999, total sales increased from $36.6 million to
$51.7 million.  Sales for service contracts alone increased from $24.96 million in 1995
to $42.37 million in 1999.  Within this same time period, the number of persons with
disabilities employed increased 25.32 percent and wages paid to persons with
disabilities increased 52.73 percent.  The central nonprofit agency’s president
indicates that it is having difficulty retaining its marketing staff.  Eleven marketing
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staff members have resigned within the past five-and-a-half years.  Turnover is a
concern due to the key role marketing staff members play in the Program’s success
and the costs associated with the central nonprofit agency’s extensive training
program for marketing representatives.

Training for marketing representatives lasts approximately three months and primarily
consists of on-the-job training.  Before assignment to a region, marketing
representatives must demonstrate adequate knowledge of the Program and how to
achieve its objectives.  Central nonprofit agency marketing representatives are
responsible for marketing the set-aside program to government agencies and
encouraging the hiring of workers with disabilities.  Marketing representatives
communicate with CRPs on a regular basis and will communicate with CRPs more
frequently if required.  Assistance provided to CRPs for new contracts can be
extensive.  The level of assistance provided to CRPs for contract renewals consists of
ensuring that both parties are satisfied with the contract and determining whether
specifications or price changes are needed.

Market saturation as well as changes in the market place, such as warehouse
decentralization, the implementation of contract catalog purchasing, and the overall
decentralization of purchasing, have presented challenges for product sales in the
Program.  In addition, some CRPs have had difficulty obtaining the capital necessary
to carry inventory for 30 to 60 days, resulting in delivery problems.  In 1995, product
sales reached an all time high of $11.6 million.  Product sales have declined over the
past few years, totaling $9.7 million in 1999.

The central nonprofit agency has explored possible solutions to these challenges.  It
has been working with Grainger Industrial Supply to develop a proposal to include
Program products in Grainger’s catalog.  Federal set aside products are currently
included in Grainger’s catalog.  The advantages to the Program include the following:

• Program products could be marketed to a national audience, including private
sector purchasers.

• Grainger could warehouse Program products in its regional facilities, which
would ease current distribution problems.

• Current problems associated with timely delivery could be solved by virtue of
Grainger’s regional distribution facilities, which can deliver in a short time
frame.

Recommendation:

To minimize the number of marketing staff members who resign, the central nonprofit
agency should determine why staff members are leaving, considering such factors as
compensation, benefits, and the availability of resources.  Based upon this assessment,
the central nonprofit agency should implement changes as necessary to address the
reasons marketing staff members are resigning.
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The central nonprofit agency should continue to pursue options to increase product
sales to mitigate the effects of changes in the market place.

Section 6-B:

The Central Nonprofit Agency Has Prepared Standard Pricing
Structures for Some Service Contracts

The central nonprofit agency assisted with the development of standard pricing
formulas for litter pick-up contracts and a commodity code list for temporary services.
The preparation of these pricing structures reduces the amount of work required
during contract negotiations and should ensure that Program prices for these types of
services are consistent throughout the State and are comparable to market prices.
Although pricing structures for services facilitate contract negotiations, there is no
plan to periodically update the commodity code list to ensure that prices are at current
market rates.

In conjunction with the Department of Transportation, the central nonprofit agency
developed the Litter Input Data System (LIDS) due to the difficulty involved with
determining a fair market price comparable to the open market for similar contracts.
LIDS calculates prices for litter contracts based upon standard pricing formulas that
consider the amount of litter picked up per cubic foot.

The central nonprofit agency and the Commission developed a temporary services
commodity code list, which resulted in three suggested prices for 870 classifications
of 24 purchasing districts.  The development of the commodity code list required
extensive research and analysis of low bids and state job classifications.  The
temporary services commodity code list provides state agencies the ability to sort and
identify temporary workers by job description, class code, pay grade, or price.

CRPs have expressed concern that the commodity code list, which is currently three
years old, does not accurately reflect market rates.  There are currently no plans to
assess or revise the commodity code list for temporary services.

Recommendation:

The Council should develop a plan to periodically review temporary service rates,
compare them to the market, and revise as necessary.

Section 6-C:

The Central Nonprofit Agency Provides Financial and Technical
Assistance to CRPs

The central nonprofit agency provides valuable support to CRPs by advancing
payments, providing technical assistance grants, and on occasion, being flexible in
collecting its management fee.  This support facilitates CRPs’ ability to employ
persons with disabilities and provide quality products and services to the State.
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The central nonprofit agency advances payment to CRPs for products and services
provided to Program customers.  The central nonprofit agency has a line of credit that
allows it to pay CRPs for their products and services prior to receiving payment from
the ordering state agency.  This is a valuable service, as many CRPs have cash flow
problems and struggle to continue operations.

The central nonprofit agency is making payments in a timely manner and in
accordance with agency policy.  On average, it takes the central nonprofit agency 18
days to remit payments to CRPs and 31 days to receive payments from customers.
Timely payments to CRPs are critical to ensure that CRPs maintain adequate cash
flow to meet payroll and pay bills.  Timely receipt of customer payments contributes
to the central nonprofit agency’s ability to pay CRPs prior to receiving payment from
the ordering state agency.

The central nonprofit agency maintains a technical assistance fund that is available for
CRPs.  The technical assistance fund permits CRPs to purchase equipment and
technical support CRPs will use to fulfill contracts.  The central nonprofit agency’s
technical assistance fund totals $30,000 and is provided upon its approval of
applications submitted by CRPs.  Each CRP is eligible to receive a maximum of
$5,000 per year but can receive more upon the approval of the central nonprofit
agency’s Technical Assistance Grant Committee.  Funds spent for technical assistance
grants have been relatively stable from 1997 through 1999 and are spread out evenly
among CRPs.

The central nonprofit agency provides assistance to CRPs that allows them the
financial flexibility to continue operations:

• The central nonprofit agency is flexible in the collection of its management
fee.  During our review, we identified several examples in which the central
nonprofit agency negotiated or suspended its management fee to reduce
financial burdens for CRPs.

• The central nonprofit agency waived one CRP’s management fee for six
months to allow the CRP an opportunity to foster competition for a new
product.

• The central nonprofit agency has negotiated with CRPs and written off
outstanding management fees resulting from transferred contracts operating at
a loss.
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Section 7:

The Central Nonprofit Agency Does Not Adequately Research
Products Developed for the State Use Program

The central nonprofit agency relies heavily on CRPs for product development and
does not adequately research new product initiatives for the Program.  Two major new
product initiatives were recently canceled due to a lack of adequate market research
by the central nonprofit agency.  A contract for computers that was developed by a
CRP was canceled because the central nonprofit agency was not aware of a conflict
with existing purchasing laws.  Another initiative was a pilot program to refurbish
copiers overseen by the central nonprofit agency that suspended operations due to
inadequate research by the central nonprofit agency on supply and demand for the
products.  These examples indicate the need for better research by the central
nonprofit agency on new product development and market research.

Research and development for the computer contract was completed entirely by the
CRP.  After the Council approved this contract, the Commission expressed concern
that the contract circumvented the Qualified Information Systems Vendor Program
and requested an Attorney General opinion.  The Attorney General determined that
computers could not be purchased through the set-aside program by state agencies.
This ruling did not affect political subdivisions, independent school districts, and
universities.  A central nonprofit agency product development specialist indicated that
this situation was unavoidable, as the central nonprofit agency functions as a broker
for CRPs and is obligated to bring new product contracts to the Council for
consideration.

The central nonprofit agency oversaw a pilot program for Disabled Recyclers of
Texas (DRT) in 1996.  This pilot was a research and development project for
refurbishing used copiers and lost approximately $97,000 as a result of a slow
turnaround time and small market demand.  Although this venture was in line with the
central nonprofit agency’s overall mission of employing persons with disabilities,
DRT did not adequately research and identify the availability of copiers for
refurbishment or assess whether workers with disabilities could refurbish the copiers
within an acceptable time frame.  In addition, DRT primarily relied on initial sales to
indicate success of the business and did not conduct adequate market research to
determine the demand for refurbished copiers.  DRT’s board consists of three
members who also serve on the central nonprofit agency board.  The officers of the
central nonprofit agency also serve as the officers of DRT.

Recommendation:

• The central nonprofit agency should adequately research current purchasing
laws and ensure that there are no statutory restrictions on new product
proposals. This is an essential function that should be completed early in the
research and development phase.
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• The central nonprofit agency should conduct more thorough research on
supply and demand requirements affecting initiatives for new product
proposals.

• The Council should require the central nonprofit agency to report any related-
party transactions such as subsidiary or affiliated corporations.

Section 8:

The General Services Commission Does Not Provide Compliance
Exception Reports to the Council as Required by Statute

The Commission does not provide compliance exception reports to the Council as
required by statute.  As a result, the Council lacks the ability to monitor whether
products and services are procured through the Program when required by law.  There
are currently no other monitoring mechanisms in place.  However, the statute may
require modification relating to the frequency of reporting this information.

The Commission has never reported exceptions to the Council.  According to the
Human Resources Code, Section 122.016, the Commission is required to provide the
Council with a list of all items purchased as an exception under statute.  This list is to
be provided to the Council on a monthly basis.

Although the Commission plans to report exceptions starting September 1, 2000, all
required information will not be reported.  The Commission plans to provide only a
list of agencies that did not use the Program and that could not provide justification.
Agencies that do not use the Program for various reasons that the Commission
determines to be justified will not be considered an exception.  The statute defines
exceptions as the following:

• Under the rules of the commission, the product or service so produced or
provided does not meet the reasonable requirements of the office, department,
institution or agency; or

• The requisitions made cannot be reasonably complied with through provision
of products or services produced by persons with disabilities.

Information on exception purchases could be used as a tool to identify and address the
reasons state agencies do not use State Use products or services.  In addition,
exception lists could be used in conjunction with a centralized complaint tracking
process as noted in Section 4.  The coordination of exceptions and complaints
between the Council and the central nonprofit agency could help validate agencies’
reasons for not using State Use contracts and help identify CRPs that are consistently
providing low quality products or services and/or late delivery.  The Council and the
central nonprofit agency would be able to pinpoint specific issues with individual
CRPs, CRPs within a region, or specific products, and provide necessary assistance to
resolve performance issues.  Finally, reporting exceptions can serve as a mechanism
to hold state agencies accountable to using State Use products and services when
required by law.
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Because the Council meets quarterly and currently has no staff, monthly reporting by
the Commission does not appear to be practical.  Less frequent reporting by the
Commission would appear to meet the Council’s information needs.

Recommendation:

The Commission should provide the Council with a list of all products and services
purchased under the exception provisions of the Human Resources Code, Section
122.016.

The Legislature should consider amending the current requirement for monthly
reporting of exceptions.  The statute should permit the Council to define less frequent
reporting to meet its information needs.
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Appendix 1:

Objectives, Scope, and Methodology

Objectives

The primary objectives of this audit were to:

• Review the adequacy of the governance structure and oversight mechanisms
of the State Use Program, including the respective roles and responsibilities of
the Council, the central nonprofit agency, and the General Services
Commission.

• Analyze the adequacy of administrative rules and policies formulated by the
Council.

• Review the adequacy of financial controls over program resources and
expenditures.

• Review the adequacy of product development and marketing functions.

Scope

The scope of this audit included:

• Review of the Council’s statutory duties and responsibilities, including
contract oversight of the designated central nonprofit agency.

• Review of criteria for approving products and services for the State Use
Program.

• Analysis of the management fee commission paid to the central nonprofit
agency.

• Review of the central nonprofit agency’s financial controls.

• Review of contract administration of practices of the Council and the central
nonprofit agency.

• Review of the marketing and product development functions of the central
nonprofit agency

• Review of state agency compliance with the requirements of the State Use
Program.
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Methodology

Information collected included:

• Interviews with:

− Members of the Council

− Management and staff of the central nonprofit agency

− General Services Commission staff members

− Community rehabilitation program representatives

• Documentary evidence such as:

− Council meeting minutes and subcommittee meeting minutes

− Contracts, memoranda of agreement, and correspondence between
the Council and the central nonprofit agency

− Litigation documents and Attorney General opinions related to the
State Use Program

− General and subsidiary ledgers of the central nonprofit agency

− Strategic, operational, and marketing plans developed by the central
nonprofit agency

− Central nonprofit agency contracts with community rehabilitation
programs and professional service providers

• Observation of:

− Central nonprofit agency cash receipts, payment processing, and
collections activities

− Quarterly meetings of the Council and its Performance and Pricing
subcommittees

Procedures and tests conducted included:

• Fluctuation analysis of the central nonprofit agency’s audited financial
statement line items for cash and cash equivalents, accounts receivable,
accounts payable, line of credit, revenues, and expenditures

• Testing of the central nonprofit agency’s cash receipt, payment processing,
and collection functions

• Testing of the central nonprofit agency’s management fee commission
deductions for accuracy and timeliness

• Analysis of bad debt write-off by the central nonprofit agency

• Analysis of program sales and associated line of credit loans
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Criteria used:

• Texas Statutes and Administrative Code

• State Auditor’s Office Contract Administration Model

• Federal Statutes and Administrative Code

• Other standards and criteria developed through secondary research sources,
both prior to and during fieldwork

Other Information

Fieldwork was conducted from March through June 2000.  The audit was conducted
in accordance with Government Auditing Standards.

The audit work was performed by the following members of the State Auditor’s staff:

• John C. Young, MPAff (Project Manager)
• Lisa Collier, CPA (Assistance Project Manager)
• Stacey Williams
• Courtney Ambres-Wade
• Herman Huck
• Bruce Truitt, MPAff (Quality Control Reviewer)
• Cynthia Reed, CPA (Audit Manager)
• Deborah Kerr, Ph.D. (Audit Director)
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Appendix 2:

Litigation Background

In 1998, the Council attempted to competitively bid the contract of the central
nonprofit agency, which has been held by the Texas Industries for the Blind and
Handicapped (TIBH) since 1979.  Competitive bidding was motivated in part by the
Council’s lack of financial and performance information about TIBH.  Also, the
Council believed that a competitive process would provide benchmarks for the
relative efficiency and effectiveness of the central nonprofit agency, even if the
current central nonprofit agency retained the contract.

TIBH, however, objected to numerous provisions contained in a February 1998
Invitation for Bids (IFB) and refused to participate.  TIBH filed suit against the
Council on February 17, 1998, to stop the IFB process.  In its suit against the Council,
TIBH asserted that:

• The Council lacks legal and statutory authority to select a central nonprofit
agency through a competitive bidding process.

• The IFB provides for confiscation of TIBH’s assets such as records and
marketing plans.

• The IFB requires TIBH to brief and provide orientation to a new central
nonprofit agency.

On March 9, 1998, pending further orders, a state district court prohibited the Council
from:

• Requiring TIBH to submit to anyone any files, records, reports, or
documentation related to the Program.

• Requiring TIBH to train, orient, or brief any successor central nonprofit
agency.

• Awarding the contract in the IFB.

The court also ordered the parties to mediate their differences.  The Council and TIBH
proceeded to mediation on May 14, 1998.  The mediation resulted in a memorandum
of agreement (MOA) between the Council and TIBH that settled some areas of
disagreement.  The MOA, however, did not resolve the issue of access to and
possession of records, transition procedures should a new central nonprofit agency be
chosen, or performance standards and measures.

Prior to the scheduled trial on January 31, 2000, a second court ordered mediation
session failed to resolve whether the Council and the public had a right to physical
copies of TIBH documents as well as transition issues for a successor central
nonprofit agency.  On January 18, 2000, TIBH filed a Notice of Non-suit to its
original petition.  In a letter to the Council, TIBH stated that the non-suit would allow
the parties to communicate in an atmosphere free of the threats of litigation.  The non-
suit, however, also avoided a judicial determination of the open records issue.  The
Council filed an appeal on June 12, 2000, to clarify whether the protective order
preventing disclosure of Program documents in TIBH’s possession is still in effect.
The appeal is pending as of July 2000.
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Appendix 3:

Federal Policy on Related-Party Transactions

At the federal level, the Javits-Wagner-O’Day Committee for Purchase From People
Who Are Blind or Severely Disabled (JWOD Committee) oversees a program that
parallels the State Use Program.  Relevant portions of the JWOD Committee’s policy
on related-party transactions are provided below.

Related Corporations

Some nonprofit agencies are closely related to other corporations.  The nonprofit
agency may be one of several subsidiaries of a common parent corporation, or the
parent or subsidiary of another corporation, or may otherwise be related to one or
more corporations.  If the nonprofit agency which wishes to participate in JWOD
Program is related to any other corporation, the following criteria must be met for the
nonprofit agency to be qualified to participate in the JWOD Program:

a. The nonprofit agency must be an independent corporate entity:

(1) It must be incorporated as a separate nonprofit entity, with separate
articles of incorporation and bylaws.  These documents must not refer
to another entity in a manner which implies control of the agency by
that entity.

(2) It must maintain separate records to include payroll, accounting,
personnel and, if applicable, rehabilitation.

(3) If the agency is paying commensurate wages, it must have a
Department of Labor certificate in its own name.

b. Agreements with other entities for support services to be provided to the
nonprofit agency must provide for reimbursement at market rates and
sufficiently detailed billing and payment records to permit compliance
personnel to conclude that an arm’s-length relationship exists.

c. If any related entity is a for-profit corporation, the nonprofit agency must be
able to demonstrate a complete separation from that entity in the areas of
finance and control of the agency.

Source:  Committee for Purchase from People Who Are Blind or Severely Disabled
Compliance Memorandum No. 1, June 20, 1995
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Appendix 4:

State Auditor Follow-Up Comment

The central nonprofit agency disagrees with most of the findings and
recommendations that apply to its administration of the Program.  The central
nonprofit agency’s responses indicate an unwillingness to accept oversight from the
state or accountability for its management decisions.  For example, the central
nonprofit agency asserts that it has continuously provided the Council with adequate
financial and performance information to oversee the Program.  This response ignores
the fact that it obtained a court order that prohibited the Council from requiring the
central nonprofit agency to submit to anyone any files, records, reports, or
documentation related to the Program.  Copies of key financial and performance
related records such as audited financial statements and marketing plans were only
provided to the Council in July 2000 during contract negotiations.

The central nonprofit agency states that many of the audit findings and
recommendations are based on erroneous facts and that audit staff lacked sufficient
experience with nonprofit entities to assess its operations.  Evidence gathered during
the course of the audit was subjected to a rigorous quality control review process.
While it is possible to draw different interpretations and conclusions from a given set
of data, we stand by the facts as presented in this report.  The audit staff possessed
sufficient skills, knowledge, abilities, and qualifications to perform a thorough
analysis of the Program and adhered to Government Auditing Standards throughout
the project.

The Council and the General Services Commission are in general agreement with the
report findings and recommendations.
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Appendix 5:

Texas Council on Purchasing From People With Disabilities Responses



AN AUDIT REPORT ON THE
SEPTEMBER 2000 STATE USE PROGRAM PAGE 35



AN AUDIT REPORT ON THE
PAGE 36 STATE USE PROGRAM SEPTEMBER 2000



AN AUDIT REPORT ON THE
SEPTEMBER 2000 STATE USE PROGRAM PAGE 37



AN AUDIT REPORT ON THE
PAGE 38 STATE USE PROGRAM SEPTEMBER 2000



AN AUDIT REPORT ON THE
SEPTEMBER 2000 STATE USE PROGRAM PAGE 39



AN AUDIT REPORT ON THE
PAGE 40 STATE USE PROGRAM SEPTEMBER 2000



AN AUDIT REPORT ON THE
SEPTEMBER 2000 STATE USE PROGRAM PAGE 41



AN AUDIT REPORT ON THE
PAGE 42 STATE USE PROGRAM SEPTEMBER 2000



AN AUDIT REPORT ON THE
SEPTEMBER 2000 STATE USE PROGRAM PAGE 43



AN AUDIT REPORT ON THE
PAGE 44 STATE USE PROGRAM SEPTEMBER 2000

Appendix 6:

Central Nonprofit Agency Responses
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Appendix 7:

General Services Commission Responses
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