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Key Points of Report

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

Office of the State Auditor

Lawrence F. Alwin, CPA

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




Executive Summary

SEPTEMBER 2000

D isputes over open records and inadequate
resources have impeded the ahility 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 ahility 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 determineswhich
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 aignment 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.

AN AUDIT REPORT ON THE
STATE USE PROGRAM

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 decisionsto place products
on set aside. Thislack 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 istoo high. The centra
nonprofit agency was paid $2.97 million
in management fee commissionsin 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
legidlative lobbyist.

The central nonprofit agency does not
track sufficient datato 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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Executive Summary, continued

assistance is provided by the centra
nonprofit agency. A number of CRPs
perform their own product development,
marketing, and contract negotiation
without assistance from the central
nonprofit agency.

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

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

Without a mechanism to monitor CRP
compliance with Program requirements,
thereisarisk that ineligible
organizations will benefit from the
noncompetitive market established for

PAGE 2

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 isin
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 centra 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.

AN AUDIT REPORT ON THE
STATE USE PROGRAM

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, thereis
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 salesincreased from $36.6
million in 1995 to $51.7 million in 1999.

SEPTEMBER 2000
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Executive Summary, concluded

The centra 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 periodicaly 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 flexiblein
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.

AN AUDIT REPORT ON THE
STATE USE 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 Genera Services
Commission are in general agreement with
the report findings and recommendations.

The full text of each management responseis
in Appendices5, 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

SEPTEMBER 2000

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 ng the reasonabl eness of the central
nonprofit agency’s expenditures, the financia 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 asummary 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 al 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 Legidative 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 asufficient 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

AN AUDIT REPORT ON THE
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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’sline
of credit, accounts receivable, and cash reserves. The Council has not seen the central
nonprofit agency’s audited financia statements. Problems with the central nonprofit
agency’sinternal 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. Operationa 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 thisarea. Product devel opment
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 Legidative Budget Board, and
the Governor’ s Office of Budget and Planning have clear accessto 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.

AN AUDIT REPORT ON THE
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SEPTEMBER 2000

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 financia 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 datais 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
anayze:

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.

AN AUDIT REPORT ON THE
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Section 2:

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 inquiriesisto ask
guestions 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 haf-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 Legidlature 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.

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

Program

PAGE 8

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.)

AN AUDIT REPORT ON THE
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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. Therule
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 hoursin their operations.

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 rule in 1997, the Council has had no

manufacture meters. This created a potential long-term requirement that CRPs competitively
monopoly for the company supplying the CRP with meters.

private sector vendors.

In March 1999, the Council approved, and later suspended, a CRP Since repeal of the administrative rule,

proposal to market postage meters to state agencies. Although the the Council has operated without any
proposal appeared to meet the Council s guidelines for the

percentage of direct disabled labor hours in the confract, it

formally documented rules or policies

contained several unusual features: regarding criteria for approving new
contracts. Although the Council
The U.S. Postal Service licenses only four companies to adopted avalue-added statement setti ng
manufacture postage meters and only allows the . .
manufacturers to lease, not sell the meters. agoal of 75 percent direct disabled

|abor, this statement resides in Council
meeting minutes and is not formally
documented as policy by the Council.
Since the repeal of the administrative

procure goods that are reformed,

Although a number of CRPs transform or assemble raw materials assembled, or repackaged, nor has the
and manufactured components, the raw material and components Council had aformal requirement that
are generally obtained through competitive procurement from CRPs not act merely asrecaivi ng and

shipping facilities.

SEPTEMBER 2000

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 agoal of finalizing its rules by
December 2000.

The federal set-aside program has administrative rules documenting criteriafor
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 aso requires an economic
impact analysis on the effect a new contract would have on a current contractor’s
sales.

AN AUDIT REPORT ON THE
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Section 3:

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.

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

PAGE 10

Questions about the reasonabl eness 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 istoo 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 feeis
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 millionin
management fee commissions to the central nonprofit agency in fiscal year 1999.
Additional datais 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 expendituresinclude (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 datato 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

AN AUDIT REPORT ON THE
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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
afee-for-service structure or what impact such aloss 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 feesfor 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 alegislative lobbyist.

AN AUDIT REPORT ON THE
STATE USE PROGRAM PAGE 11



In addition to the expenditures for professional services noted above, the central
nonprofit agency aso 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 awrite-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 athree-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.

Asnoted 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 needsto
take action to insure $217,000 in bank deposits that are not covered by Federal
Deposit Insurance Corporation (FDIC) insurance.

AN AUDIT REPORT ON THE
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Figure 1

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 credit*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
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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 loansis 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:

! The central nonprofit agency maintains aline of credit to borrow money to pay CRPs for their goods and services
prior to receiving payment from ordering agencies.

SEPTEMBER 2000
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The methods for analyzing collections is decentralized, with each department
given the responsihility 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 reasonabl e assurance that central
nonprofit agency receipts were protected from loss, misuse, or abuse. The central
nonprofit agency was not logging cash receipts as aminimal 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 dlow 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 checksin 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) isin the process of being
developed and is scheduled to phase into central nonprofit agency operationsin
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. Asamatter 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 centra 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 ahility 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 aso 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 asthe relevant controls. The new accounting system should aso 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 aformalized
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 increasesin
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’stotal 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 aliquidity 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 accountsif 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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Section 5:

The Council should incorporate the cash reserve needs of the Program when
reviewing the central nonprofit agency’ s management fee commission rates.

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

SEPTEMBER 2000

All data pertaining to CRP compliance with Program policiesis 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 manageria 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 datarelated to CRP compliance with Program policiesis 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 isarisk 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 servicesincludes
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, thereis currently no verification of worker disability. Although the federal set
aside program requires CRPs to verify that an individual isin fact disabled, the state
Program lacks such arequirement. This again creates arisk 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 aso requires documentation of individual
worker disability. The responsibility for monitoring is shared between the two federa
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 arotating 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 afor-profit entity that pose potentia 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 agreement” 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
manageria 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 o 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 isincluded in thisreport 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 digibility to participate in the Program. Although al central nonprofit agency
field marketing representatives are familiar with the CRP certification checklist,® field
staff members have different understandings about who is responsible for completing
the checklist. Some field staff members believe they are responsible for verifying
itemson the list. Other staff members believe that the central nonprofit agency main
office is responsible for completing thisform. In addition, field staff members are
unclear asto whether CRPs are required to notify the central nonprofit agency of
significant changes that could affect their status as a nonprofit entity.

Thereis no formal process for maintaining documentation on CRP dligibility 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, thereisarisk 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.

% 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 6:

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.

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

SEPTEMBER 2000

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 isa
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 aregular 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 changesin the market place, such as warehouse
decentralization, the implementation of contract catalog purchasing, and the overall
decentralization of purchasing, have presented challenges for product salesin 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’ sregiona 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, thereis 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 afair market price comparable to the open market for smilar contracts.
LIDS calculates prices for litter contracts based upon standard pricing formulas that
consider the amount of litter picked up per cubic foot.

The centra 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 plansto
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 aline of credit that
allowsit to pay CRPsfor their products and services prior to receiving payment from
the ordering state agency. Thisis avaluable service, as many CRPs have cash flow
problems and struggle to continue operations.

The central nonprofit agency is making paymentsin atimely 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 useto 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 digible 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 examplesin 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 centra nonprofit agency has negotiated with CRPs and written off
outstanding management fees resulting from transferred contracts operating at
aloss.
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Section 7:

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

SEPTEMBER 2000

The central nonprofit agency relies heavily on CRPs for product development and
does not adequately research new product initiatives for the Program. Two maor new
product initiatives were recently canceled due to alack 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 devel opment 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 devel opment project for
refurbishing used copiers and lost approximately $97,000 as aresult 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 salesto
indicate success of the business and did not conduct adequate market research to
determine the demand for refurbished copiers. DRT’sboard 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. Thisis an essential function that should be completed early in the
research and development phase.
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Section 8:

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.

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

PAGE 26

The Commission does not provide compliance exception reports to the Council as
required by statute. Asaresult, 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 alist of all items purchased as an exception under statute. Thislististo
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 plansto 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 atool 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 |ate delivery. The Council and the
central nonprofit agency would be able to pinpoint specific issues with individual
CRPs, CRPs within aregion, 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 alist of al products and services
purchased under the exception provisions of the Human Resources Code, Section
122.016.

The Legidlature 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

PAGE 28

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 responsihilities, 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 financia controls.

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

Review of the marketing and product devel opment 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
Federa Statutes and Administrative Code

Other standards and criteria devel oped 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, MPATf (Quality Control Reviewer)
Cynthia Reed, CPA (Audit Manager)

Deborah Kerr, Ph.D. (Audit Director)
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Appendix 2:

Litigation Background

SEPTEMBER 2000

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’slack 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 centra
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 accessto 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 aright 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
origina petition. In aletter 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 ajudicia determination of the open recordsissue. The
Council filed an appeal on June 12, 2000, to clarify whether the protective order
preventing disclosure of Program documentsin 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 IWOD 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 severa 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 WWOD
Program is related to any other corporation, the following criteria must be met for the
nonprofit agency to be qualified to participate in the WWOD Program:

a The nonprofit agency must be an independent corporate entity:

D 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

SEPTEMBER 2000

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 financia and performance
related records such as audited financia 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 arigorous quality control review process.
Whileit 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

Tenas Council on Purchasing BOBBRT A e, PaD
From People With Py
Disabilities COUNE MEMERS
1711 San Jacinlo - PO. Box 13047 e S
Austin, Texas T8711-3047 BYRDM E_ ICHNZON
(512) 463-3244 DOEBE F TEMPLETON

CATHY 1, WLLIAMS

September 1, 2000
HAND DELIVERED

Mr. John Young, Project Manager
State Auditor's Office

1501 Morth Congress Ave,, Ste, 4-224
Austin, Texas 7B/

RE: Audit Report on the Texas State Lse Program
Dear Mr. Young:

The Texas Council on Purchasing from People with Disabilities (Council) submits
the following response to the issues identified in your report:

Section 1: Disputes over open records and inadequate resources
impede the Council's ability to oversee the State Use Program.

The Council agrees with this finding. TIBH had not cooperated with the Council's
request to submit records relevant to evaluation of TIBH's performance under
the contract to administer the State Use Program.

The Council also acknowledges that nine wvolunteers and part-time legal and
administrative assistance from the General Services Commission (GSC) do not
provide adequate personnel resources for the Council to properly address all the
urgent issues a set-aside program of this complexity and magnitude generates.

Section 1-A: The Council lacks adeguate financial and performance
information to effectively oversee the State Use Program.

In July, after five fruitiess years of efforts and a lengthy lawsult Coundcil cbtained
a sampling of documents from TIBH in order to evaluate its performance.
Information was obtained on employee salaries, annual budgets, audited
financial statements, marketing plans and other matters. However, the Council
does not have the staffing necessary to perform a thorough analysis of the
complete set of documents in TIBH'S possession.

ﬂ i o el e an Ecuat Dopomuety Enplover
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Mr. John Young
September 1, 2000
Page 2

Recommendation:

The Council is in agreement with the recommendations concerning clarification of
its statutory authority.

Although the Coundil agrees that it should work with the CNA in the development
of annual operating plans and budgets, it does not have the staffing required to
perform this task. All Council members are currently engaged in full-time
professions and cannot dedicate the amount of time neaded to complete these
projects.

The Council is currently working on administrative rules and will duly consider
the recommendation regarding the CNA's financial reporting requirements.

Section 1-B: The Texas Council on Purchasing from People with
Disabilities lacks sufficient staff to effectively oversee the State Use
Program.

The Council agrees with this finding and concurs with GSC's analysis of staffing
requirements as follows (subject to legislative goals for the State Use Program):

= Program Director to  advise the Councl regarding policy, budget
requirements, program plan, program management and oversight ;

« (Cost Accountant to review and analyze pricing proposals, new product and
service contracts;

= Attorney to advise the Councl regarding legal issues arising during the course
of the administration of the State Use Program;

= Purchaser to advise the Council regarding actions on product proposals for
the Program;

« Program Analyst to monitor state compliance with the Program;

« Field Inspector to monitor and verify self reported data from the CRPs

s Full-time Administrative Assistant to perform administrative support functions
far the Program
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Mr. John Young
September 1, 2000
Page 3

The Council also acknowledges that without adequate staffing, it cannot
comprehensively review and analyze the impact of pricing proposals, product and
service proposals, management fees and should not rely solely on the CNA for
accurate and complete information regarding these issues.

Becommendation:

Council wholeheartedly agrees with the recommendation for staffing. Howewver,
the Council believes a conflict of interest would be created by requiring the CNA
to fund staffing for the Coundil. The State should support the State Use Program
just as it provides for the HUB program.

Section 2: The Council has no administrative rules or documented
policies for deciding which goods and services are suitable for the State
Use Program.

A draft set of rules has already been written and Committee and Council open
meetings have been scheduled for September 7™ and 22™ to review and adopt
proposed rules. Public comment is invited and appreciated.

The Pricing Subcommittee recently adopted for its policy concerning direct labor,
the federal definition found in 41 CFR Ch. 51-1.3: “all work required for
preparation, processing, and packing of a commodity or work directly related to
the performance of a service, but not supervision, administration, inspection or
shipping, *  This subcommittee is responsible for recommending goods and
services for the Program to the Coundil,

The Council also uses the guideline of a 75% cost of direct labor for approval of
goods or senvices.

OO ton:

The Council will consider the recommendations regarding criteria for approval of
products and services during is rulemaking deliberations,
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Mr. John Young
September 1, 2000
Page 4

Section 3: The management fee for the Central Nonprofit Agency
should be re-evaluated.

The Council concurs with this finding and also believes that the management fee
should periodically be evaluated. Again, the Council is limited by inadeguate
staffing in performing its owversight functions.

The Councll was dismayed to find out through the State Auditor's Report that
approximately $500,000 was spent on legal and non-state use purposes. The
Council is also concerned that the management fee is not being spent
appropriately.

Section 3-A: Cost data maintained by the Central Nonprofit Agency is
inadequate to fully evaluate alternative management fee rates.

The Council has not focused on the analysis of cost data needed to evaluate the
managament fee due to a lack of staffing,

The Council has long been aware that TIBH's fees may be disproportionate to
services performed and that the more solvent CRPs' fees subsidize the minimally
funded CRPs.

Recommendation:

The recommendation for evaluation of alternative fee rates is meritorious but
must be prioritized among other urgent demands for the Council's oversight.

Section 3-B: TIBH has made questionable expenditure decisions.

Only upon reading of your report has the Council received information about the
lost warrants, and the costs incurred for lobbyists and the lawsuit against the
Council. The Councll regrets that TIBH expended these funds in this manner
rather using the funds to further the program goals. Nevertheless, the Council is
hopeful that TIBH will rededicate its resources to supporting and enhancing the
program,
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Mr. John Young
September 1, 2000
Page 5

Recommendations:

The Council will consider the formulation of an expenditure report format when
determining its priorities and time limits.

Section 4: TIBH lacked adequate financial controls to safeguard
resources of the State Use Program.

This report was the first notice the Council has had regarding the inadeguate
financial controls, lost warrants representing $3.6 million of sales, costs TIBH
incurred for the warrants and uninsured bank deposits of $217,000. The Council
can only agree with this finding. These findings alarm the Council and should
establish the urgent need for staffing to provide fiscally responsible oversight of
the program.

Section 4A: TIBH lacked adequate financial controls over payment
processing and cellections.

The Council cannot dispute any of the State Auditor’s findings regarding the
deficiencies in TIBH's finandial systems.

Recommendations:

The Council agrees with the recommendations that describe the proper handling
of cash receipts, accounts receivable and collection functions by TIBH.

Section 4-B: TIBH has uninsured bank balances of approximately
$217,000.

Once again, this report is the first notice the Council has received about
uninsured deposits,
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Mr. John Young
September 1, 2000
Page 6

Recommendation:

The Council agrees with the first recommendation and also recommends that
TIBH implement some tracking mechanism that can identify which deposits
belong to each CRP and TIBH.

TIBH should prepare a documented analysis of their cash reserve requirements
for the program and submit this to the Council. This will be requested when the
Council has determined the order of its priorities.

The Council agrees to consider the cash reserve needs, among other items,
when reviewing the CNA’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’s
eligibility to participate in the program.

The Council recognizes that staffing is necessary to monitor the program. In its
rulemaking process, the Council will consider formalizing criteria for CRPs’

eligibility.

The Council also supports legislation that would require documentation from
CRPs regarding managerial and financial information.

Section 5-A: There is no monitoring or verification of CRP compliance
with State Use Program policies.

The Council is aware of the need for independent verification of data from CRPs.
This verification cannot be performed without staffing. Furthermore, legislative
authority is needed to require the CRPs to provide documentation that shows
policy requirements are met for participation in the program.
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Mr. John Young
September 1, 2000
Page 7

Recommendations:

The Council supports enabling legislation to obtain validated information from the
CRPs but cannot undertake implementation of the first three recommendations
without statutory authority or staffing.

The Council agrees to consider verification of worker disability in its proposed
rules.

Section 5-B: The Council lacks a policy on related party contracts and
transactions by participating CRPs.

There is not enough staff for the Council to investigate for potential conflicts of
interest between the CRPs and parties contracting with them. However, the
Council will consider addressing this issue in its rulemaking process.

Recommendations:

The Council agrees to consider adopting the federal policy on related
corporations and will request its legal counsel to advise regarding its authority to
obtain federal tax returns without statutory authority.

Section 5-C: Documentation and record maintenance on CRPs’
eligibility to participate in the State Use Program are inconsistent.

This is the first notice the Council has received regarding inconsistencies in
documentation and record maintenance for CRPs by the CNA.  Again, this
finding shows the need for staff and identifies other issues for the Council to
consider in fulfilling its oversight duties.

Recommendation:

The Council concurs that TIBH should implement uniform policies and procedures
for documentation and record maintenance.
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Mr. John Young
September 1, 2000
Page 8

Section 5-D: Complaints that State Use Program products and services
are not consistently tracked.

TIBH has reported customer complaints to the Council at its quarterly meetings,
but the Council was not aware that no formal tracking or database existed until
this report was submitted.

Recommendation:

The Council is in agreement with all elements of the recommendations and will
request TIBH to implement a tracking system and develop a database for
complaints.

Section 6: TIBH’s marketing and financial support assists CRPs.

TIBH shares the credit with other stakeholders for the growth of the program.
Since this precipitous growth has created a need for more intensive and diligent
monitoring, the Council welcomes the support from the State Auditor and GSC
for staffing and legislative authority to enable continued success of the program.

Section 6-A: Marketing is a key function for the State Use Program.
The Council will request more specific information from TIBH and Grainger
regarding the impact on pricing that Grainger Industrial Supply’s participation in
the program will have. The Council’s resources to oversee the program have
been greatly surpassed by its growth and complexity.

Recommendations:

The Council agrees that TIBH should make efforts to train and retain marketing

staff. The Council recommends that TIBH place more emphasis on marketing to
the private sector.

Section 6-B: TIBH has prepared standard pricing structures for some
service contracts.
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GSC has notified the Council that TIBH has misinterpreted the 75% guideline to
apply to temporary services so that one fourth of the positions can be filled with
able-bodied persons. This guideline contemplated that 75 % of labor be
performed by a disabled individual when assisted by an able bodied person.

The CRPs have informed the Council that the commodity code list is dated. The
task of reviewing an updated list is another issue to be prioritized by the Council,
CNA, and staff.

Recommendation:

The Council will request that TIBH update the temporary service rates after
prioritization of the numerous tasks identified by this report.

Section 6-C: TIBH provides financial and technical assistance to CRPs.

The Council has acknowledged the efforts of TIBH in supporting the CRPs and
commends these activities.

Section 7: TIBH does not adequately research products developed for
the State Use Program.

The Council is painfully aware of TIBH's lack of diligence in researching
purchasing statutes and market demand. It is hoped that past mistakes in these
areas have provided TIBH with the experience to avoid such problems in the
future.

Recommendation:

The Council agrees with these recommendations.

Section 8: GSC does not provide compliance exception reports to the
Council as required by statute.
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The Council has not received such a report from GSC, but has heard staff give
verbal reports on exceptions in purchasing at various Council and committee
meetings. The Council will work with GSC staff to address this statutory
requirement.

Recommendation:

The Council agrees with the recommendations and supports legislation to require
more appropriate reporting by GSC.

The Council appreciates the hard work of the State Auditor's staff and
thoroughness of its analysis and recommendations.

Sincerely,

g D p g 7 )
O fabed A Swedlonr (4 4%/
Dr. Robert A. Swerdlow, Chair
Texas Council on Purchasing from People with Disabilities

RAS:JK

cc: Ms. Meg Pfluger, Member

Texas Council on Purchasing from People with Disabilities
Mr. Terry Boyd, Member

Texas Council on Purchasing from People with Disabilities
Mr. Chuck Brewton, Member

Texas Council on Purchasing from People with Disabilities
Mr. Paul J. Capala, Member

Texas Council on Purchasing from People with Disabilities
Mr. Byron E. Johnson, Member

Texas Council on Purchasing from People with Disabilities
Mr. John W. Luna, Member

Texas Council on Purchasing from People with Disabilities
Mr. Bobbie F. Templeton, Member

Texas Council on Purchasing from People with Disabilities
Ms. Cathy J. Williams, Member

Texas Council on Purchasing from People with Disabilities
Mr. Jim Muse, Executive Director, GSC
Ms. Juliet King, Counsel to TCPPD, GSC
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Appendix 6:
Central Nonprofit Agency Responses

300 Highland Mall Blvd,, Suice 302 Austin, Texas TB752 (512) 451-8145

August 31, 2000

hir. John Young
Project Manager
Office of the State Auditor
PO Bax 12067
Austin, Texas T8711-2067

Drear Mr. Young:

Please find enclosed responses of the TIBH Board of Directors and staff to the
recommendations stated in the Audit Report on the Texas State Use Program, The page
numbers on the top of TIRH's responses comrespond to the page number on the audit
where there is the space for Manapement's Response. Also enclosed for your
convenience 15 a diskette, which contains these management responses.

We appreciate having had the opportunity to comment on the audit. If vou have any
questions or would like copies of any of the documents referenced in the management
reaponses, please call me at 451-81435,

Elonmapl

Lyndal R. Remmert
Presidemt

Sincerely,

LER:mr
Enclosures

Warking Topether for Tos
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Summary of TIBH Response

TIBH helieves that some information provided by this audit conceming TIBH and the program is
factuzily incorrect and cannot be substantiated and therefore, the conclusions and
recommendations drawn from this information are highly questionable.

There is insufficient data to support that:

» Disputes over open records and inadequate resources impede the Texas Couneil's
ability to oversee the State Use Program.

#* The Texas Council lacked access to performance and financial information by TIBH
to perform its oversight function.

= TIBH made quesiionable expenditures of 3468,000 that did not benefit CRPs.
» TIBH's R & D is inadequate.
* The Texas Council needs its own staff.

The audit staff acknowledged their unfamiliarity with the operational dynamics of a private,
nonprofit social enterprise selling commercial products and services on a sales commission,
There are fundamental operational differences between a state apency with appropriated funds to
accomplish a mission and a private corporation, which is paid after its mission has been
accomplished,

However, in considering recommendations regarding new legislation to clarify, give authority,
accountability, ete., it should be noted that neither the letter nor intent of the current legislation
(revised in 1995) has been followed. To come to the conclusion that the law is inadequate is
simply ignoring the fact that none of the stated problems occurred before 1996 with basically the
same law. Before legislation is amended as suggested by this report regarding proposed Council
staff, expanded reporting, expanded government (Council authority and oversight), expanded
requiremnents of TIBH and CRPs, the cost to the state and to all stakeholders should be
considered. The stakeholders articulated their opposition to the cost of expanded povernment
bureaueracy in the 1995 amendment hearings, 'Will more government employees be beneficial to
the program or will these proposals be a retreat from one of the most successful examples in
Texas of privatization?

TIBH Board and Staff
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The Gouncil Did Not Choose to Use the Oversight Authority in the
Legislation and Previous Administrative Rules to Access Records,
Review the Program, TIEH's Performance or Management Rate Even
Though The Appropriate Documents were Forwarded to Them.

The characterization that TIBEH is not providing financial and performance data to the Texas
Council o it could evaluate performance and commission rates is totally inaccurate, and so are
the conclusions drawn from that error of fact. TIBH, since the late 1980, has repularly provided
bath performance and financial data that was required in the legislation, Council’s rules, and in
the Memorandum of Agreement. These included a financial budget; a program budget;
performance goals and accomplishments; and the revenues (commission rates with estimated
gales) to fulfill its duties and aceomplish the program as outlined in Section 122.019. This was
done even though the 1995 amendments to Chapter 122 eliminated the need for a budget
proposal, Audited financial statements were also provided upon request. TIBH can document
delivery of these items to the Council. TIBH continued to provide this information during the
lawsuit even though some of these records were protected by court order. After TIBH dropped
the lawsuit, and upon request of the Council, additional records were made available to Council
members upon their request in July on three occasions. Some of these records were
appropriately marked “proprietary™ or “confidential,” as agreed with the Council and az
permitied under the Open Records Act. In addition, Council members have repeatedly been
invited to visit TIBH to assess performance, view what they want, or ask the questions they want
to ask. A few Council members have made full use of this invitation; some have not. The
Council is always welcome at TIBH offices.

TIBH currently has no pending requests on record for documents of any nature that have been
denied to the Council upon their request (A request for records involved with the 1998 open
records request by & third party competitor during the Council s competitive bid process has been
withdrawn).

The current legislation gives the Council access to program and revenue information, The
Council could have exercised its oversight authority. The fact is that the Council has chosen
since 1995 not to conduct any comprehensive review. In 1997 the administrative rules for the
review process that TIBH and the previous Councils had operated under were abolished. TIBH
has not had the benefit of:

s Any response by the Council after receiving financial and performance data from TIBH
cach year.

*  Any request to provide any additional information conceming a review or oversight
considerations in conjunction with commission rates, etc.

*  Any request to meet and discuss goals, program chjectives, etc.

«  Any opportunity to truly “negotiate™ a new contract until August 2 of this year.
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* Any new rules replacing those that were abolished in 1997 to address performance,
aversight, or review of the commission rate.

Competitive Bid - Multiple CNAs - Council Staff were all Rejected in
19495

The idea of competitive bid, multiple CMAs, and expanded government staff were addressed in
the proposed amendments to the 1995 legislation, and with substantial input from the
stakeholders, was rejected by the legislature, “Review and renegotiation” of a conteact or
agreement with the designated CNA was added to Section 122.019(d) to mimor the
administrative rules in place in 1995, The rules were abolished in 1997 by the current Council.
Both the acting chair and current chair were given the background on multiple CHNAs and
competitive bid on March 4, 1996 and April 10, 1996, {In addition, the entire State Use Program
i3 housed in the current purchasing code in Exemptions from Competitive Bidding). To state in
this audit that these issues were not resolved in the 1995 lepislative amendments ignores the
events of that session as reflected in the legislative history files.

Records - Access was Clearly Defined in 1995 Legislation

Amendments w Section 122,009 in the 19935 legislation further clarfied the CNA’s private and
proprietary records by limiting review “specifically” to state purchases of products and services,
The Council’s aceess to records was not addressed because TIBH had always supplied the
requested records as defined in the administrative rules that were in place (until abolished in
1997 by the current Counecil). TIBH has continued to supply these documents and records
although the rules were abolished with no replacement rules conceming records. The records
issue, transition procedures, and property rights are to still be worked out by TIBH and the
Council according to commitments to each other during formal mediation. It is doubtful that
statutes can be written to define all of these izsues.
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The Program Can Be Accountable Without the Expense of a Council
Staff

TIBH does not agree that the Council lacked adequate resources to independently review and
analyze the program and that the solution to this is to create a staff. The four areas of need
outlined in this section of the report would have been satisfied had the Council members availed
themselves of the information and resources available to them through TIBH and GSC and had
not eliminated previous rules for the conduct of the program.

Amended legislation in 1995 gave the Council legal, administrative, and clerical support from
GSC, and also set up a procedure under 122.019(f) for the Council to adjust the management fee
to offset these added costs. Not since 1995 has the fee been adjusted. TIBH has only been asked
to provide some $25,000 annually to the Council even though it was originally estimated to cost
an additional $50,000 annually.

e Anindependent review of cost analyses, pricing proposals, and contract proposals could
have been accomplished by GSC if the Council had expanded its budget request of TIBH
to provide more commission dollars to GSC.

e GSC has always had the statutory responsibility under the law even before the financial
legislative aid afforded them in 1995 to provide exception reporting. Did GSC not
include these duties in its normal budget request to the legislature since 1979?

¢ Following the process outlined in the current law, and reviewing the financial
performance and management fee proposals supplied by TIBH on an annual basis, would
have accomplished much in satisfying the four needs listed.

However, should audit verification of CRP reports on labor ratios, wages, and benefits to people

.. with disabilities etc., be now needed to verify the annual report, should these costs not be
covered by State appropriations for a government body (GSC) that already has a staff in
existence? Increasing commission on sales will only add to the cost of the products or services
of the CRPs...making them less competitive, thereby limiting job opportunities for people with
disabilities and negatively affecting the positive cost/benefit ratio the program now enjoys. As
an alternative with very little added cost:

e The Council should use the provisions under the law for more administrative support
from GSC.

e GSC, under the Council’s direction, compile the State Use Wage Report, which is the
basis for the annual report, and prepare the annual report as now defined in Section
122.022, Reports, in the legislation.

e TIBH, relieved of the above duty, use its earned commission revenue to selectively audit
the CRP reports submitted to the Council.
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TIBH agrees that the management fee rate should be re-evaluated as it is specified in the current
legislation. Since 1993, TIBH has regularly supplied financial information, budgets, and
program budgets 1o support the management fee rate. The Council has never chosen to review
them with TIBH and has made no changes to the rate.

With regard to cost data, it is not difficelt for TIBH to assign costs to large functional areas such
a5 contract manageiment of payment processing. [n fact, it is done every year in the functional
program budget that is shared with the Council. To suggest that the costs be tracked to provide
cach individual fee for service to cach CRP on each contract is a prohibitively expensive
propasition. [t is clearly apparent that the big contracts help subsidize the small contracts. TIBH
has always had a limited number of complaints from CRPs with large contracts about the subsidy
of smaller contracts. It is a matter of bottom-line financial consideration of the individual CRP,
versus the commaon good of the propram with more opportunities for people with disahilities.
Recognizing this, thers is a movement nationwide to establish only one rate for both products
and services, as used in the Federal Program. This program is a social enterprise. It should not
routinely eliminate product or service contracts operating at a loss because of bottom-line profit
considerations as a for-profit company might do.

The services provided by TIBH are relatively the same for all CRPs. These services include
initial marketing for new contracts, specification and pricing negotiations, execution of contract
documents, setting up invoicing and payment procedures, and reporting to the Couneil,
Additional services include training of CEP staff, contract management in regards to monitoring
quality and performance, and assisting with contract problem resolution.

TIBH should be and is actively invalved i the nepotiation and exsecution of renewal contracts
since the same processes and reporting systems are in effect as they are for new contracts, The
extent to which TIBH is involved in these additional services is dependent upon the depree of
difficulty the CRP may be experiencing with a particular contract or with specifications or
pricing issuss.

A small number of the larger CRPs do not want TIBH involved and choose not to avail
themselves of these services. In the past, bypassing TIBH has led to contractual abuses by CRPs
gontracting with political subdivisions, Involvement in renepotiations by TIBH, as well as
involvement in new contract negotiations, is the check and balance to prevent this abuse. TIBH
should be involved in the initial nepotiation and or renegotiations to help solve performance
15515,
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TIBH has Made no Expenditures that were not Made in the Interest of
Texans with Disabilities

The Board reserves the right to authorize its own expenditures. The auditor's conelusions and
recommendation about expenditures are totally without merit for the following reasons:

» Lawsuit Expense — Had the law as writlen been followed by the Couneil regarding
“review and renegotiate” of the CNA and the treatment of private records, there would
have been no lawsuit expense. TIBH did not initiate the need for this expense. The suit
involved a need for an objective interpretation of Chapter 122, by the Courts. For an
organization of its size, TIBH has had lower-than-average litigation expenses during its
existence; lawsuits have been rare. The State has chosen (o prolong the lawsuit with its
appeal, afier TIBH dropped the lawsuit,

+ Lobbyist Expense — From a CRP survey, the second most important thing that TIBH does
for CRFPs is to monitor legislation, and TIBH has done this over the years to protect the
program against harmful legislation.

missing, TIBH acted responsibly. At its own expense, TIBH continued to pay CRPs
prior o the required 30-day period without disruption to the CRPs, so workers with
dizabilitics could be paid. The missing warrants did not hurt the CRPs or program, it
only reduced TIEH's fund balance,

* R &D- TIBH was fulfilling its duties as prescribed in Sec. 122.019(b) “The services of
a central nonprofit agency may include marketing and marketing support services, such
as":

(3) “research and development of products and services™;

Any conclusions that TIBH expenditures, (actually TIBH investments in the future of the
program) do not benelit Texans with disabilities should consider that the persons with disabilities
have already benefited from the program when TIBH has camed and has been paid its
commission. The B & D), contract negotiation, marketing, PR, education, accounting services,
contract management, payvment to CEPs, and a suceessful sale of a product have already
occurred, More important, the person with a disability has aleeady had the opportunity to work,
perforiried the work, and has already been paid wages for his work, TIBH earns its revenue
identical to any vendor, and any reasonable suggestion from the CRPs or Couneil on how TIBH
revenues can be better utilized is always appreciated. However, to suggest that government
{Council) become deeply involved in managing a private vendor's eamings and day-to-day
expenditures destroys the whole concept of privatization and implies that the private citizens
(TIBH Board and manapement) are incapable of authorizing legitimate expenditures for the
benefit of the program,
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TIBH had Already Strengthened Controls in January 2000 to Eliminate
the Missing Warrant Problem

TIBH agrees that additional financial controls are necessary and will include a Financial
Manager in its 2001 budget. TIBH took the necessary first steps in January to prevent another
occurrence of warrants being unaccounted for, stolen or destroyed. In processing approximately
750,000 transactions and approximately $485 million in warrants suceesstully over the last 20
years, TIBH had not faced this particular problem before. Since establishing some additional
controls in January, no additional incidents of missing warrants have occurred.

It iz fortunate that TIBH had the financial resources and line of credit to pay the CRPs while
warrants are being re-issued. The CRPs did not suffer any direct financial loss because of the
problem. TIBH considers this matter an open investigation and will refer it to law enforcement
agencies if criminal prosecution is appropriate.

TIBH i= also in the midst of the conversion of its 1 5-year-old sccounting system to a new system
that will provide casential reporting and facilitate detziled financial analysis by management.
This conversion was scheduled for completion in the summer of 2000, The old system had been
extensively customized over the years. TIBH searched for 4 new system requiring minimal
modifications and custom programming. The timing of the audit interrupted TIBITs system
cotversion, which s now underway.

TIBH has, for several vears, recognized some reporting deficiencies in the current accounting
system. Some of those deficiencies are indirectly referenced in the audit recommendations. The
new system, once implemented, will provide the necessary tools enabling management to
quickly detect problems amd employes actions such as those occurring last fall. TIBH agrees
with the assessment that the missing warrants was an isolated incident confined to a brief me
period, TIBH alzo strongly believe that conclusions of this isolated incident cannot be applied to
the entire program and all of its assets, The weaknesses in our financial reporting and
monitoring delayed our detection of the cause of the problem from September until December.
Aupgust 15 the end of the stale’s hiscal year and often agencies fall behind in the processing of
vouchers, especially at year-end. Even with new reporting systems in place, TIBH may have not
detected the problem until early October. The specifie situation where TIBH suspected an
employer deliberately and routinely destroyed warrants began in mid December.

TIBH has already implemented appropriate financial and internal contrels to protect such
behavior in the future. However, all of the controls that could ever be implemented would not
puarantee that future employees would always do their jobs and not deliberately destroy
company documents and records, The controls and the reperting capacity of the new accounting
system will give TIEH the missing tools to rapidly detect problems.

Any company of agency is vulnerable to intentional and malicious actions by emplovees, TIBEH
has taken every reasonable siep to safeguard its assets and will continue to dramatically increase
maonitoring and analysis capacity with the new accounting and reporting system.
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Oiher recommendations concerning cash receipts, accounts receivable, and collection functions
will be implemented where possible.
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TIBH Board of Directors Has a Cash Reserve Goal

TIBH Board policy has always been to establish a reserve cash poal of 6 months operating
expense and to accomplish this by budpeting a 5% exeess of revenues over expenditures in each
annual budget. This has been difficult o attain without an increase in commissions becaunse:

+ CRPsindicated a need for assistance with equipment purchases and the Board decided to
assist with grants since 1995 of some $295,000,

+ (CRPsneed help with early payment and in order to save contracts and jobs for Texans
with disabilities, TIBH initiated carly payment procedures, which cost TIBH some
535,000 in interest for the last 5 years.

Bath of these actions were TIBH long-term investments in the program at a TIBH expense of
some $R30,000,

However, TIBH will, in the future, base its commission requests to build a 6-month cash reserve.
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Uninsured Bank Balance

The $200,000 uninsured bank balances are at no risk to TIBH. If Bank of America were to fail,
the compensating balances on deposit would be offset against the loan balances. This was
confirmed with F.D.LC. Bank of America is one of the largest banks in the 115, and provides
TIBH its current line of credit of $3.25 million. TIBH on a daily basis has Joan balances in
excess of $1 million dollars for early payment funds to CRPs. When TIBH loan balances reduce
below excess deposit amounts, TIBH will transfer funds to another financial institution. TIBH
has begun transfering funds to other financial institutions.
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The Council Needs Rules

TIBH agrees that the Council should establish rules to establish @ monitoring function for CRPs
ard who will perform these functions. The Council has direct contact and the necessary
information as often as it desirés to monilor performance of TIBH.
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TIBH will do 20 as soon as the Council adopts clear rules and definitions regarding CRP
eligibility.
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Product complaints are closely monitored, tracked, and recorded. Each quarter this report is sent
1o the CEPs for their review. These docwments were shown to the audit staff and are available
upon request. The emphasis of TIBH on service complaints is to solve them, not track them.
However, TIBH will establish procedures to record and track service complaints,
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TIBH Does Assess the Reasons for Staff Resignation

TIBH does assess the reasons for stafl resignation. Of the feld marketing staff who resigned,
compenzation, benefits, or the availability of resources was not determined to be a factor in any

of these resignations.

The resignations were due to a feeling of lack of job security brought about by the unceriainty of
TIBH's continved management of the program, difficulty in working with CRPs who challenge
the CHA authority and duties as prescribed by law, and the inability of some of the employees to
mest TIBH s performance standards,

TIBH will continue to pursiue other market options to employ Texans with disabililies.
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TIBH will conduct another price survey before the end of the year.
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TIBH has an Adequate R&D Program that has Provided for more
Products than any other State Use Program

This conclusion about R&D appears to be based on non-factual information and is totatly
illogical as well as unreasonable. TIBH R&D efforts are not designed to be totally exclusive
with the whole product or service proposal merely being handed to a CRP when TIBH has
finished the proposal. Since TIBH has absolutely no production control over CRP, all products
have been rescarched and developed in a partnership relationship, with TIBH addressing the
requested needs of the CRP in the Research & Development stage, This gives the CRP an
investment in or stake in producing a successful produet. This approach has provided more
product lines and jobs than any other State Use Program. The only exception Lo this procedure is
copiers, where TIBH took a much more direct role in the research and development because of
the lack of CRP financial resources.

Facts - Computers

» TIBH was informed by GSC in 1993 when questioned by TIBH that the State Use
Program had prierity over QLSW purchases. This was reaffirmed in the QISY catalog
purchasing guidelines (documentation provided wpan request).

+ TIBH had done research on computers in the late 80°s and again in the 90°s, and in fact,
the Council set computers aside, but the previous CRIP backed out of the project. TIBI s
B &0 showed that computers had a lepitimate value as a product candidate for the
program.

#  The new CRP bringing computers to the Council was already manufacturing them in the
commercial market, TIBH verified value added by people with disabilities. There was
no question about the capability of the CRP with regard to production capabilities.

*  1fGSC had the knowledge of a potential conflict with the QISV lepislation, why did GSC
not object and/or change its Administeative Code and inform everyone? Why was there a
request for an Atlorney General’s opinion if GSC knew QIS had priority?

Conclusion: To blame TIBH s R&D effort for thiz problem has no basis in fect. TIBH had no

reason to suspect any conflict after the guidance provided by GSC in their documents and
policies.

Facts — Copiers

This was an R&D project where TIBH expended hours of extra human resources and substantial
funds because CRI's did not have the resources, This project was intended to be researched,
developed, and transferred to @ CRP for the state purchasers of refurbished copiers, providing a
consistent source of copiers for the CRP and a consistent market to sell them back. To criticize
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B&D efforts in finding out whether persons with disabilities were capable of performing this
work effectively (which they can do) reflects a clear misunderstanding of TIBH's R&D role.
TIBH found out it could not be a financial success in the competitive commercial market — but
that was not the total object of the RE&D,

la TIBH's opinion, this project is still a viable project for some CRPs, but with all the
questioning of higher tech sot-aside produets such as computers, CRPs might be reluctant 1o try
it.

Conclusion: TIBH's R&D efforts with regard 1o copiers were extensive, thorouph, and more
complete than normally performed because the CRPs did not have the revenues 1o do this, The
audit staff’s conclusion that this is inadequate R&D is tedally unfounded. TIBH did in fact do all
the things correctly that the audit staff is using as a basis to conclude that TIRH R&D is
inadequate.
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This Recommendation in Itself is not Adequate to Enhance
Compliance

One needs purchase exceplion information on a day-to-day basis, as the exception occurs to be of
any real help to the CNA and CRPs in their marketing efforts. The CNA and CRPs need to have
information about noncompliance as it oceurs. They need to identify if:

¢ There a mismatch in specifications or delivery.

¢ There a CRP performance problem (complaints).

s There lack of knowledge about the program.

s There a speeific lack of knowledge about products or services.
Although a quarterly exception report to the Council may be of some value 1o formulate overall

policy as the recommendation suggests, it will be of little short-term value in the day-to-day
operations of the CNA and CRPs.

TIBH believes that if GSC does not have the means to accomplish immediate notification of
exception purchases, it would be much better to amend the legislation to require all agencies, or
at least agencies of a cerfain size 1o have State Use Coordinators such as is being utilized for
HUB purchases. TxDot has had a State Use Coordinator for years and the program has greatly
benefited. The State Use Coordinatar would be the key source of purchase exception

information.
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General Services Commission Responses
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General Services Commission CHARMAN
1701 San Jacinto - PO, Box 13047 uJMLr'\-':E;f:';l\mm;
Austin, Texas 7871 1-3047 e P
Web Site: www.gee. atate x .08 e Rl n
{512) 463-3035 EXROUTIVE GIREETOR
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VIA HAND DELIVERY
September 1, 2000

Mr. John Young, Project Manager
State Auditor's Office

Robert E. Johnson Bldg.

1501 North Congress Ave., Ste. 4-224
Austin, Texas 78701

RE: Audit Report on the Texas State Use Program
Dear Mr. Young:

The General Services Commission (GSC) response to the issues identified in the
capticned report is as follows:

Section 1: The Council lacks adequate authority and resources to oversee
the State Use Program.

The Council maintains that all records pertaining to the State Use Program are subject
to the Public Information Act. Insofar as disclosure of TIBH data to the public is
disputed, the procedures mandated by the Act will be followed.

Section 1-A: The Council lacks adequate financial and performance
information to effectively oversee the State Use Program.

G5C concurs that the lack of staff hampers the Council’s ability to monitor the State Use
Frogram. While GSC has provided legal advice and clerical support to the Council, GSC
is not staffed or appropriated monies to do this.

While this statement is accurate as to the past history between the Council and the
CNA, TIBH has provided all documents requested by the Council's letter of June 29,
{See attachment 1-A). Records were provided with the understanding that TIEH
considered all documents provided to be privileged (confidential proprietary data) and
that the Council would notify TIBH when any Open Record request is made for this
information.
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Mr. John Young
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Page 2

The Public Information Act states the procedure for the owner of records to prove an
exemption from public disclosure to the Office of the Attorney General. The Attorney
General, not the Council, will make any decisions regarding the issue of open records as
it pertains to TIBH data in accordance with the Act,

Recommendation:
GSC agrees with the first three recommendations and will provide legal support to the
Council in its effort to provide input to the legislature regarding these
recommendations.

GSC defers to the Council’s discretion regarding the fourth recommendation. Execution
of these duties will be dependent on funding for staff.

The GSC is currently providing assistance to the Council in drafting rules that will
encompass the report data described in the fifth recommendation.

Section 1-B: The Texas Council on Purchasing from People with Disabilities
lacks sufficient staff to effectively oversee the State Use Program.

GSC is in agreement with the staffing needs of the Council. In view of the dollar
amount of products and services purchased under the Program and the complexity of
the duties required to adequately support the Program, the following full-time employee
positions are suggested as a starting point for consideration:

» Program Director to advise the Coundl regarding policy, budget reguirements,
program plan, program management and oversight;

= Cost Accountant to review and analyze pricing proposals, new product and service
contracts;

= Attorney to advise the Council regarding legal issues arising during the course of the
administration of the State Use Program;

= Purchaser to advise the Council regarding actions on product proposals for the
Program:;

» Program Analyst to monitor state compliance with the Program;

« Field Inspector to monitor and verify self reported data from the CRPs

» Administrative Assistant to perform administrative support functions for the Program

GSC also agrees that the access to TIBH records is of limited use without staff to review
and analyze documents for the Council. Staff could also research and analyze ssues
that are anticipated to arise regarding product and service proposals, and other matters
before the Council rather than putting the Council in a position to rely on outside
sources which may not provide timely information.
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Recommendation:

GSC agrees with the recommendation regarding the need for staffing. GSC
recommends that the funding be obtained from Legislative appropriations in order to
avoid 2 conflict of interest with TIBH or other central nonprofit agencies.

However, G5C does not agree that it should continue providing legal support for the
Council.  The legal involvement for the Coundil has been overwhelming due to the
mentioned lawsuits and disagreements between the CMA and the Council. As there
appears o be no relief in the near future, GSC believes that the Coundl should be
provided full time legal staffing.

Section 2: The Council has no administrative rules or documented policies
for deciding which goods and services are suitable for the State Use Program.

In its meeting on June 16, 2000, the Pricing Subcommittee adopted the definition of
direct labor as defined by federal law in 41 CFR Ch, 51-1.3: "all work required for
preparation, processing, and packing of a commaodity or work directly refated to the
performance of a service, but not supervision, administration, inspection or shipping.”
This criteria will be used as a policy guideline by the subcommittee to evaluate the
proposed goods and services for the program. Approval by the Council is usually
obtained on positive recommendations from the Pricing Subcommittes.

Although not formally adopted as a policy by the Coundil, the goal of a 75% direct labor
by disabled persons is currently used by the Coundil as a guideline for approval of
goods or services. (See Attachment 2).

Recommendation:

GSC legal support to the Council will advse that criteria for products and services be
addressed in the Council’s proposed rules.

Section 3: The management fee for the Central Nonprofit Agency should be
re-evaluated.

GSC agrees that the management fee needs to be analyzed to determine its
reasonableness. However, legislation authorizing staffing and appropriations for this is
needed to assist the Council in undertaking this complex and laborious task.

The expenditures of TIBH on items that do not directly benefit CRPs were unknown to
the GSC and the Council before the State Audit. This situation underscores the need for
staffing to assist the Council with its oversight duties.
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Section 3-A: Cost data maintained by the Central Nonprofit Agency is
inadequate to fully evaluate alternative management fee rates.

The Council needs staff to assist with the evaluation of alternative management fees
rates and their impact on TIBH's ability to provide services to smaller CRPs. GSC did
not have information before the State Auditor's Report about TIBH's lack of a cost
model to allocate direct and indirect costs for each CRP.

The Council and GSC have recognized for some time that the cumrent fee structure
subsidizes the less well funded CRPs, but have not had the staffing to perform analysis
of fee structures.

Recommendation:

Although GSC supparts the recommendation for analysis of alternative fee rates, it is
probably unrealistic to expect this from a Councl| without staffing.

Requirements for additional cost data from TIBH would be needed if there were staffing
to review the data and perform a management fee analysis.

Section 3-B: TIBH has made questionable expenditure decisions.

Until the State Auditor's Report, GSC had no knowledge about the 650 lost state
warrants, the amount of expenditures for suing the Coundl, lobbyist fees and
unsuccessful research costs. The report does not elaborate on the purpose for the
lobbylst expenses so the GSC has no other comment regarding this item.

The loss of the state warrants provokes great concern regarding the integrity of TIBH'S
internal financial controls. Since each state agency's warrants are processed through
the State Comptroller of Public Accounts, GSC would not be able to put controls in place
from its area of operations.

The expenditures for the lawsuit are also guestionable. Since TIBH non-suited the
Council, it is in the same position it was before the lawsuit in regard to the issues it
sought to litigate---the Council’s right to select a CNA through a compefitive bid process
and designation of certain records submitted to the Council as open records. There is
no statutory right for TIBH to have a monopaly as the permanent CNA and the Public
Information Act controls the process for determining whether specific documents
submitted to the Council are apen records (1.e. subject to public disclosure).

Research and development expenses could be more cost-effective if more time were
spent on research of the state's procurement statutes and rules, Market research
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would also identify the services and products, purchased by governmental entities, that
could be supplied by the CRPs.

Recommendations:

GSC concurs that thers Is a need for report formats that are meaningful for the Council
to be able to review all relevant categories of expenditures for use as an evaluation tool
for a CNA. However, it is within the Council’s discretion to determine and prioritize its
requirements for information within its ability to accomplish its duties with its limited
access to staff.

Section 4:; TIBH lacked adequate financial controls to safeguard resources of
the State Use Program.

Prior to the State Auditor's Report GSC had no knowledge of the lost warrants totaling
£3.6 milllen and uninsured bank deposits of $217,000. These findings engender
concern about the Integrity of TIBH's financial management procedures. These findings
also support the need for legislation to enable staffing for the Councll. A program that
generates receivables of this magnitude is at great financial risk without professional
full-time staff to thoroughly analyze, evaluate and report on the progress and
operations of the program.

Section 4A: TIBH lacked adequate financial controls owver payment
processing and collections.

The State Auditor's findings regarding the length of time TIBH took to identify missing
warrants with the consaquential incursion of $87,000 of interest indicates the need for
more professional staffing by TIBH and an overhaul of its collections and financial
reporting systems.

Recommendations:

GSC concurs with the State Auditor's recommendations regarding cash receipts,
accounts receivable and collection functions and further recommends that similar
reports be generated for each of the CRPs and that state purchases be coded to enable
these reports to be generated specifically on state purchases.

Section 4-B: TIBH has uninsured bank balances of approximately $217,000.

GSC had no information regarding this situation prior to the State Auditor's Report. If
these uninsured bank balances represent receivables to the CRPs, then all such funds
should be placed in federally insured accounts. If these funds represent TIBH'S
management fees, then TIBH should decide whether it could absorb a loss due to
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insolvency of its bank. Commingling of funds (CRPs' with TIBH'S) would represent
anather issue.

R ndation:

GCS concurs with the first recommendation to the extent that excess funds relate to the
CRPs' receivables.

Regarding the second recommendation, since TIBH has all relevant datz in its
passession, GSC believes that it should develop a policy to address reserve needs of the
State Use Program using historical data, projections and rational assumptions to
present to the Council for its approval. Investment policies and procedures regarding
non-CRP and CRP funds with supporting documentation should also be submitted to the
Council for its approval.

GSC agrees that cash reserve needs of the program should be considered when
reviewing the CNA'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's eligibility to
participate in the program.

Staff would be required to monitor and verify program compliance of the CNA, review
managerial and financial control of CRPs, and analyze documentation on CRPs' eligibility
to participate in the program.

Statutory authority would be necessary to require documentation for financial and
managerial control from CRPs. Under the current statutory scheme, CRPs contract with
the central nonprofit agency to be represented by the CNA and for other services
performed by the CNA. Under Human Resources Code §122.009 Records, only the
records of the CMA and Coundil are available for inspection.

Section 5-A: There is no monitering or verification of CRP compliance with
State Use Program policies.

Without staff, the Council cannot monitor policy requirements, including verification of
worker disability, relating to the Program. TIBH is correct in its assertion that it has no
authority to audit or monitor the CRPs' records,  Although TIBH could require access to
documentation in its contract with CRPs, the Coundil is not currently staffed to review
reports on this issue.
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Recommendations:

GSC supports the first three recommendations in principle, but advises that statutory
authority and staff would be required to support administrative rules regarding
monitoring and inspection of CRPs' records,

GSC will recommend to the Council that it include verification of worker disability in its
proposed rules; however, the Council's ability to independently verify data will be
severely compromised without staff to perform this function,

Section 5-B: The Council lacks a policy on related party contracts and
transactions by participating CRPs.

Recommendation:
GSC concurs.

Section 5-C: Documentation and record maintenance on CRPs’ eligibility to
participate in the State Use Program are inconsistent.

GSC has only been apprised of this situation from the State Auditor's report.
Recommendation:
GSC concurs.

Section 5-D: Complaints about State Use Program products and services are
not consistently tracked.

GSC staffers have heard TIBH's reports regarding complaints only in response to
questions from the Council during guarterly meetings but was not aware that TIEH
lacked a database and tracking system.

Recom tion:

GSC concurs and recommends that TIBH also report its findings and responses to the
Council an a regular basis,

Section 6: TIBH's marketing and financial support assists CRPs.

GSC commends TIBH for its support to the CRPs. The program's success is indicated by
the 71%: Increase in sales over the last four years from $36.6 million to $51.7 million.
However, the magnitude of the State Use Program and the findings in the State
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Auditor's Report underscore the need for state resources in the form of staffing, office
space and appropriations. This level of support 5 needed for the Council to attain
optimum performance of its oversight functions and to ensure the financial integrity and
continuity of the program.

Section 6-A: Marketing is a key function for the State Use Program,

GSC will be issuing a guestionnaire to all state agencies to assist the Council in
determining the efficacy of TIEH"s marketing Initiatives and customer satisfaction. GSC
has also ohserved that TIBH has not prepared a professional report to the Council
showing estimated additional costs for set-aside products as a result of using Grainger
Industrial Supply for warezhousing and catalog sales. One of the goals of the State Use
Program is to provide products and services that offer the best value.

Recommendation:

G5C concurs with the need for TIBH to implement strategies to retain marketing staff
and pursue options to increase product sales. GSC also recommends that TIBH
coordinate with GSC during its development of electronic purchasing of set-aside
products.

Section 6-B: TIBH has prepared standard pricing structures for some service
contracts,

TIBH has been notified by GSC that the 75% guideline applies to work which is
performed by a disabled person when assisted by an able bodied individual. TIEH has
misinterpreted the 75% guideline to apply to temporary services so that one fourth of
the positions can be filled with able-bodied persons. This scheme is inappropriate for
consideration in the pricing structure of the temporary commodities code list. (See
attachment 6-B).

Recommendation;

GSC concurs with the recommendation that the Councll should periodically review
temporary service rates but belleves that the CNA should present a market rate
comparison to the Council upon request. This activity should be a part of the CNA's
market research,

Section 6-C: TIBH provides financial and technical assistance to CRPs,

GSC commends TIBH for its services and support to the CRPs in the form of advance
payments, technical assistance grants, and flexibility in its management fee collections.
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TIBH could enhance its support by generating sales of CRP products and services to the
private sector and developing an electronic purchasing system,

Section 7: TIBH does not adequately research products developed for the
State Use Program.

G5C acknowledges that TIBH does not adeguately research purchasing laws, market
demand or the impact of pricing structures proposed to the Council.  Most recently, the
Council approved pricing changes for copy paper which are tied to the quarterly pulp
index, TIBH did not research the |ong-term Impact of this pricing scheme on the CRPs'
copy paper sales,

GSC purchases the copy paper for Its copy service. This operation is self-funded
through reimbursements from other state agencies for massive copying jobs.  When
the price of the copy paper rises on a quarterly basis, this situation plays havec with
agency budgets. Furthermore, state agencies may go to a private sector copy service
to save money. If the GSC copy service can no longer fund itself, the operation will
terminate and cause a substantial negative impact to the copy paper sales of the CRPs.

B m i
G5C concurs with the State Auditor's recommendations.

Section 8: GSC does not provide compliance exception reports to the Council
as required by statute.

The GSC will provide the Council with a list of state agencies not in compliance with the
State Use Program when a procurement audit is completed by the staff. GSC performs
post procurement awdits on 10% of all purchases of goods and services by state
agencies.

The GSC is aware of the exceptions reporting issues and should have a better capability
for addressing this issue through the electronic procurement system.  The Coundl has
been verbally advised in the past of major exception trends in agencies’ purchases.
Staff presented these findings at formal Council meetings and Subcommittes meetings.
GSC staff reported when state agencies found that the commodity set-aside program
was not meeting specific needs; howsever, formal reports were not filed for record,

All state agencies are expected to transition Into the electronic purchasing system by
2003, This will oocur in phases as over 250 agencies and institutions of higher
education will be involved. The GSC will coordinate and facilitate a focus group
comprised of the top ten spending agencies to further develop methods of reporting
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purchase exceptions for the Councll, provide educational apportunities and draft rules
a5 Necessary,

All agendies are encouraged to submit a Vendor Performance Form for purchases that
imvolve exceptional or unsatisfactory performance. (See Attachment B). Those related
to TIBH will ailso be submitted to the Coundl upon its request. The format and
frequency of these reports will be based on the Council's reguirements for this
information.

Recommendation:

GSC agrees as to the requirements of the statute but can only comply to the extent
above described,

GSC legal support will advise the Councl of its support for amendment of the
requiremeants of the statute,

The substantial efforts of the State Auditor's staff are very much appredated as are the
insightful analyses and helpful observations regarding the State Use Program, The
issues Identified and  detailled recommendations provide an  epportunity  for
improvements in the oversight and management of the program.

A copy of our response has been distributed to the Council and related GSC staff.

Sincerely,

Qo oo
il Lawrence

Deputy Executive Director
DL U rrh
ot Dr. Robert A, Swerdlow, Chair

Tewxas Council on Purchasing
From People with Disabilities

James Terry Boyd, Member
Texas Council on Purchasing from
People with Disabilities
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John W. Luna, Member
Texas Council on Purchasing from
People with Disabilities

Chuck Brewtan, Member
Texas Council on Purchasing from
People with Disabilities
Meqg Pfluger, Member
Texas Council on Purchasing from
People with Disabilities
Paul 1. Calapa, Member
Texas Council on Purchasing from
People with Disabilities
Bobbie F. Templeton, Member
Temxas Council on Purchasing from
People with Disabilities
Byron E. Johnson, Member
Texas Council on Purchasing from
People with Disabilities
Cathy 1. Williams, Member
Texas Council on Purchasing from
People with Disabilities
Juliet King, Legal Counsel
Ann Dillon, General Counsel, GSC
Erica Goldbloom, Council Coordinator, GSC
Paul Schlimper, Division Director, CPS, GSC
Morma Barrera, Program Director, CPS, GSC

Ena Wady, Division Director, Internal Audit, GSC

Hiyegalkangoormespondencety sung-audirstporesFinal, doc
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ATTACHMENT 1-A

Texas Council on Purchasing ROBERT A SNE LMW, Ph D
From People With o CECHAR
Disabilities COUNGIL MEWEERS
1711 San Jacinfo - B0, Box 13047 A
Austin, Texas 78711-3047 EYRON & Ao
{512) 463-3244 BOBAIE . TEMPLETON

June 29, 2000

Lyndal R, Remmert
President, TIBH Industries
300 Highland Mall Blvd.
Austing Texas TATS2

Dear Mr. Remmert:

Thank you for your letter dated May 15, 2000. As you requested, the following Council
members will arrive at your offices to begin the inspection and designation of
documents for copying. Please have all requested documents on hand and ready for
inspection at your offices al the dates and times shown below,

Council Member Byron E. Johnson will arrive at your offices on July 7, 2000 at 10:00
A M. to inspect and designate for copying;

= Al TIBH's Imtermal Audits for the past four (4) years to the present;
= Al Documents showing TIBH's current Line of Credit; and
= the last four (4) of TIBH's Internal Quarterly Product Reports,

Council Member Meg Plluger will arrive at your offices on July 13, 2000 at 10:00 A.M. to
inspect and designate for copying;

All eurrently active contracts between TIBH, CRP’s, State and Political subdivisions:
All TIBH's Marketing Action Plans for the last four (4) years to present; :

All TIBH's Marketing Surveys for the last four (4) years to present; and

All TIBH's Budgets for the last four (4) years to present,

Council Members John W. Luna and Chuck Brewton will amive at your offices on July
26, 2000 at 10:00 A.M. to inspect and designate for copying;

= Al Job Descriptions for the last vear to present;
= All Organizational Charis for the last two (2) years to present; and
* Al Office and Property Leases from January 1, 1999 to prasent,
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June 29, 2000
Page 2

The Councll will continue to give reasonable notice as to date, time and decumenis
requested as transfer of TIBH documents to the Council continues.

In your May 15 letter, you state that there may ba some delay in production of TIEH
documants. All the documents listed come from the list of documents that was provided
by TIBH and Mr. Douglas Becker to the Council, the General Services Gommission
(G5C) and the Office of the Attomey General (QAG). Since this is your list of
documants and you have been given reasonable notice of the Council members arrival,
the Council believes that thera should be no delay in the production of any TIBH
documents requested,

The final paragraph of your letter again raises your concams about the relaase of
proprietary and private TIBH documents. Briefly, the Council believes all documents
ralating to the State Use Program are subject to the Open Records Act and must be
produced by TIBH to the Council. Under Attomey General Opinion ORS8-1051 [April
27, 1998) only an order of the court may prevent Councll access to these doecumeants.
Since TIBH filed non-suit in the recent litigation no order exists to prevent the Council
fram demanding and acquiring TIBH documents relating to the state use program.
Muorsover, the Council may use these documents 1o fulfill its statutory obligation to
oversee the mamagement and accounting of the program.

However, if TIBH feels that a particular document is proprietary in nature you may usa
the following statutory procedure under the Open Records Act:

1. TIBH must proeduce the document 1o the Gouncil for copying in s non-redacted
and uncenscred form, TIBH may mark it as proprietary;

2. The Council will keep the document in its files. However, if that decument is
requested under the Open Records Act the Chuncil will honor TIBH's concems
and give notice to TIBH of the request;

3. Upon timely nofice from TIBH to the Council that TIBH contends the document to
be proprietary in nature the Council will tender a request to the OAG for an
opinion as to whether the document falls under the exceptions containad in the
Open Records Act. The Council will accepl the OAG's determination.

The use of this procedure will enable TIEH to mark the very small number of documents
it believes fall under the exception contained in the Act and to receive notice of any
Open Records requasts to see these documents, The Council will have all the
documents it requires on hand to fulfill its statutory duty of oversight and contral of the
State Use Program.
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June 29, 2000
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Sinceraly,

K’f/‘*/ W Sreriatin

Robert A. Swerdiow, Ph. D. /2 < /

Chaimnan

co: Terry Boyd, Member
Texas Council on Purchasing from People with Disabilities

Chuck Brawton, Member
Texas Council on Purchasing from People with Disabilities

Paul.). Calapa, Membear
Texas Council on Purchasing from People with Disabilities

Byron E. Johnson, Member
Texas Ctncil on Purchasing from People with Disabilities

John W, Luna, Member
Texas Council on Purchasing from People with Disabilities

Meg Pfluger, Member
Texas Council on Purchasing from Feople with Disabilities

Bobbie F. Templeton, Member
Texas CGouncil on Purchasing from People with Disabilities

Cathy J, Williams, Member
Texas Council on Purchasing from People with Disabilities

Juliet U, King, Legal Counsel
General Services Commission

AN AUDIT REPORT ON THE
PAGE 76 STATE USE PROGRAM SEPTEMBER 2000



Letter o Lyndal Remmert - Document Viewing by Council
June 28, 2000
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Douglas Becker, Esq,
Gray & Beckear

Rande Harmrell, Asst, Attomey General, Financial Litig atu:un Division
Office of the Aflarney General

Adrian Henderson, Financial Litigation Divisian
Office of the Attormey General

Erica Goldbloom, Council Coordinator
Ganaral Services Commission
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bee:  Ann Dillon, General Counseal
General Servicas Commission
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ATTACHMERT 2

TEXAS COUNCIL ON PURCHASING FROM PEOPLE WITH
DISABILITIES

Performance Subcommittes
Aule Revision Definition Approved June 25, 1999
for Recommendation to Council

Value Added Statement

Itis the intent of the council that the CRPs providing services or products to state agencies and
pofitical subdivisions should purchase raw materials or companents through competitive bidding
whenever possible and should make an appreciable contribution to the reforming of raw
matarials, the assembly of components, packaging of other products manufactured at
rehabilitation facilities, or a combination thereof. A CRP may not act merely as a receiving and
shipping facility. In addition, in arder to be aligible to provide suitable products and senvices
under this chapter, it is the intent of the council that & CRAP must establish and maintain as least
75% handicapped direct labor hours in its operation. Violation of amy portion of this section may
result in suspension.
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ATTACHMENT &-B

August 31, 2000

Mr. Lyndal R. Remmert

President

Texas Industries for the Blind and Handicapped, Inc.
300 Highland Mall Bhvd., Suite 302

Austin, TX 78752

Dear Mr. Remmert;

Thank you for your clarifying response of July 26, 2000, regarding the set-aside
temporary services contract and the employment of able-bodied persons under
the contract. T cannot agree with your interpretation of the application of the
contract for use by state agencies.

Article 2155.132(e) Government Code requires that any commodity or service
procured by state agencies in excess of $2,000 be competitively bid. The only
exception to this law Is for emergency procurements under very limited
conditions as established by commission rule 113.2(13). While the Council may
set-aside direct labor positions for handicapped persons, it has no authority to
set-aside positions for non-handicapped persons.  The 75/25 policy you
mentioned applies when a CRP has to provide supervision for handicapped
persons such as in roadside park maintenance or janitorial services. The
contract we are focused on provides employees to state agencies who are
supervised by state agencies not CRP's or TIBH staff. As I recall the discussion
during the presentation to the full Council by the contractor, the statement was
made that the cost of recruitment and training of handicapped persons for this
contract was included In the hourly rates of the positions and that is where the
75/25 ratio comes into play for this service,

In summary, state agencies cannot accept any employees under your confract
that are not disabled if the cost of the labor will excesd 2,000 which is the
statutory non-competitive bid limit.  Your contractor should be so instructed. To
provide the agencies with proper guidance in the legal use of this temporary
labor services contract, I will be issuing a notice to advise agencies of this
direction.
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Mr. Lyndal R. Remmert
August 31, 2000
Page 2

Thank you for your continued cooperation with the state and for your dedication
to proving constructive employment for handicapped persons,

Sincerahy,

S DTS fr
Paul E. Schlimper, CPPB
Director of Central Procurement Services
(512) 463-3443
e-mail: paul. schlimper@asc.state b, us

PES:sw

cc: Mr. John W, Luna, Member
Texas Council on Purchasing from People with Disabilities

Mr. Chuck Brewton, Member
Tewxas Council on Purchasing from People with Disabilities

Ms. Meg Pfluger, Member
Texas Council on Purchasing from People with Disabilities

Mr. Paul 1. Capala, Member
Texas Council on Purchasing from People with Disabilities

Mr. Bobbie F, Templeton, Member
Texas Council on Purchasing from People with Disabilities

Mr. Byron E. Johnson, Member
Texas Council on Purchasing from People with Disabilites

Ms. Cathy 1. Williams, Member
Texas Council on Purchasing from People with Disabilities

rir. Jim Muse, Executive Director, GSC

Mr, David A Lawrence, Depuly Executive Director for Operations, GSC

Ms. Erica Goldbloom, Coundil Coordinator, GSC
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ATTACHMENT & Vendor Performance Form

Instructions: Complets this form to report exceptional or unsatisfactory vendor performance (o the General Services Commission,
Vemdor Relations Section, 1711 San Jacinto Blwvd, PO Box 13047, Avstin, TX TET1E-3047 or FAX 10 (512) 463-1323. Please forward a
. copy of this to the vendior and keep o copy for your apemcy records.  Type or uss back ball point pen to complete form.

GEC Purchase Order No. Eiequisition Mo

PO Daie ClaeeTiems or Comtraz: [0 Tewday®s Date

To: Wender Mame, Address, Ffax number and VD Musnier and 5 digin CMTEL ¥

oo Al.r:.r-lur"’:u-ﬂp Wember Mame and Adklress ||;l|t-ll-l=-i:l<|l.ll]l: cumlac name
aiidl filioess fuimber)

(05
AR
EHE
LSS
El B
ADIBY
02
ADZ1
0y
023
1024)
40as)
1036
(0383
1087
i)

o]
010
[5)
(100
(102}
(105)
(1103
(1EL)

100}
(007}
(=00
(051}
(12
(3
[2L5)
(246

Mature af sepodt (Check all applicable baxesy:

POOR FERFORMAMNCE

Late Diclivery

Falluge oo deliver

Dielivery madr al wreng destination

Failire 00 ddentily shipmests per comracn terms
Shiar weight or count

Yemdar shipped incarssl merchalive

Failure to replace damaged goods

Shw replacemess of damaped poods

Faildere ro pick up incosract shipment

Tnjpregei peowlie packaging

Faibare 1o follow palletizing instructions
Failare o meet specificationy

Poor product quaiy

Poxwr prochect perfoomancs

Faitere 1o respond wo leteer or phone call
Faitare fo prompily potily G50 Agemey/ Co-Op Member ionesming
mranulaciere discontinuaton of @ bem

Por customes service (Reguires commen)
Unwatharized substitution

Falure 1o supply performance bond (within requised nme)
Unzatisfaciony installalion

Service nol perfoamed within specifications
Reepair parts ml availsble

Ingcerect involces

Faaled insgectsoe (GSC LISE ONLY)

AL -OF MEMBER

1T Wrimen nitice weveal B lale delivery
T+ Writien notice issued for ke delivery
Inapesises-Randam (35C USE ONLY )
Inspecion. Requesied {GSC LEE ONLY)
Damapes Assessed

Vendor commended

Shipment rejecicd

Wendor {ed

Dietailied explanation (Ficase be spezifis: setach addilionn] sheets if mouried i

RESOLUTION CODES

{202y Complain swhthdrawe

{206y  Wendor failed to receive purchase order

207y Dedrvery magde alter lats nolice senl

(2Ey  Perforsmance cormectad

(2107 Material or ibzm replaced

{212y Equipment perfomance comeced

(217 Perfummance bond roceived

2201 Ievosce coirecied

{228y hem canceled from contract (Vendor fadlore: verdor initsied)
{220y e camcaled Trnm conorest (Vendor feilare-sae saimeal)
{23 hem canceled from coatract (Mo fomlt of wendor)

§238)  Eniee order canceksd

{235) Eniire coneract caaccled (% oodor Baulty

{230)  Enuse cotrast cescebed (Mo fault of veador)

{217 Damages paid

12461 Vemler counssicl

1249)  Owder complesed

i 1231 Corredd shapmeel seecved

{232) Damages not paid-Y'endor suspended (GSC USE CNLY)
{253 Perfermance not coareciad-GA0 scton tkes (GSE USE ORLY)

EXCEPTIONAL PERFORMAMNCE

002)  Shipment eade ealy upon agesciyioo-of mesmber quea
1031 Product mpgrade substituton seggesied and accepied

{060 Exceptions] CUSDOSET SETvice TEspOnss

(063 Exceptional service prowided for reium of products

651 Provided wchicalirpisimplscl-up peislanes wien ndl regoned
(8]  Price reduciion for large order

0] Werdor comecnded

YWemdor Instructions: Cemplete and refurn entire form with abinchments to GSC |see above nddress) within £ working days.

Véndir Respoas: [Allach additional sheets if reqared)

“endir Rrzponza Compleed by

_Printed Name and Signature Tizle

Fhone Mo [tz

GSC USE ONLY:  Purchaser code snd commsnts
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