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May 10, 2004

Mr. Robert Durkee

Finance Committee Chair

Eanes Independent School District
601 Camp Craft Road

Austin, Texas 78768-2018

Dear Mr. Durkee:

We have performed an assessment of the construction management activities of Eanes
Independent School District (“EISD™) as part of our existing internal audit contract. Our
assessment focused on analyzing the construction management activities and the associated
controls in place to determine whether construction-related costs are managed appropriately.

Our assessment was performed from October through December 2003 in accordance with the
terms of our engagement letter dated June 12, 2003 and the applicable Standards for the
Professional Practice of Internal Auditing as prescribed by the Institute of Internal Auditors.

The attached report includes a description of the project objectives, an executive summary and
the results of our assessment, Management responses were obtained for each issue identified and
follow the findings in the Specific Findings and Recommendations section of this report. The
assessment and the resulting recommendations are based on the existing business conditions
present at the time of this assessment.

This report is intended solely for the information and use of EISD and is not intended to be and
should not be used by any other party with the exception of oversight entities that request copies
of the report.

We appreciate the cooperation and excellent assistance provided to us by EISD management and
staff. Their input and assistance were instrumental in the performance of our procedures.

Sincerely,

‘biﬁt‘:ﬂti Touche LLP

Member of
Deloitte Touche Tohmatsu
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Ob !' ectives

The primary objective of this assessment was to determine whether EISD has established a construction
management program with an effective set of internal controls that assist in appropriately managing
construction-related costs. These controls include:

* A monitoring program is in place to make sure that construction management activities conform to
contract stipulations.

* Payments are appropriately monitored and tracked.

* Payment requests are appropriately processed and that costs represent allowable activities at rates
stipulated in the contract.

* Ovwvercharges are appropriately identified and questioned.

* Payment and approval of project invoices received from contractors are processed correctly and
timely.

# For activities outside those outlined in the construction contract, change orders are appropriately
initiated, reviewed and approved.

* Payments for costs associated with an approved change order represent true value received and are
calculated at agreed-upon rates.

* (Overall construction costs are monitored in conjunction with established budgets and the capital
appropriation process, and routine communications are made to the School Board regarding
construction activities and costs.

In conducting this assessment, we interviewed selected members of EISD management and staff, as well
as the School Board Chair of the Facilities Committee. We reviewed seven contracts totaling $28.6
million to determine whether controls were in place and that the construction management process was
working as EISD intended. A list of the seven contracts reviewed is located in Appendix I of this report.
And lastly, we identified a number of opportunities for improvement that are highlighted in the Executive
Summary and further explained in the Specific Findings and Recommendations section of this report.




Executive Summarl

Overall Conclusion

EISD has established a construction management program to review and evaluate construction-related
costs; however, a number of opportunities exist for EISD to improve the controls in the program to
appropriately manage construction related-costs. We identified approximately $663,000 of questionable
payments to contractors that should be further examined by EISD as to whether reimbursements to EISD for
these payments are warranted. These questionable payments represent approximately 2% of the total
contract payments reviewed.

Key Recommendations

*  EISD should consider developing and implementing standard construction agreements that
adequately protect the interests of EISD. The contracts should be clear, concise and free of ambiguous
terms.

=  EISD should consider establishing additional guidelines for contractors to follow for the submission
of payment requests. These guidelines should require that sufficient supporting documentation and
appropriate explanations be provided with the payment request.

e  EISD should consider appointing a single EISD employee to perform a review of payment requests
rather than the cursory review that is currently being performed.

e The Change Order Policy approved on August 28, 2002 should be complied with or consideration
should be given to further revising the procedures to reflect current practice.

* Requirements for change order requests should be clearly communicated to the contractors. EISD
should also consider improving its internal procedures to improve the overall management of change
orders.

* The physical maintenance of construction agreements and payment documents should be improved.

* Formal documented policies and procedures for the construction management process should be
developed and communicated to relevant staff for consistent and timely application.




SPECIFIC FINDINGS AND RECOMMENDATIONS

Construction Contracts

Develop Agreements That Protect the Interests pf EISD

EISD uses standard construction agreements available from the American Institute of Architects (“AIA™)
and customizes them for contracting purposes. The contract documentation of the seven contracts
reviewed indicates that EISD is including several of the key elements essential in construction contracts;
however, several additional clauses are necessary to further protect EISD's interests. Specifically:

e Two contracts did not stipulate the nature and amounts of insurance coverage to be carried by the
contractor

« Three contracts did not provide for the securing of a performance bond by the contractor
s Three contracts did not state procedures to be followed where extras or revisions are required
e Three contracts did not contain a “right to audit” clause in regard to contractor’s records

s None of the contracts reviewed provided explanations on how “back billing” to the contractor for
services supplied by the location is to be handled

Ambiguous clauses were also noted in the contracts that can and have led to different interpretations by
EISD and the contractor. In some instances, it appears that EISD may be paying out more than required
by the contracts. The specific areas in question are as follows:

e “...(H)and tools not customarily owned by the construction workers” are part of costs to be
reimbursed.” A list is not presented within the contract to inform the parties of what are and are not
considered to be hand tools customarily or not customarily owned by the construction workers.
Approximately $2,300 was paid out for hand tools that could be considered as those customarily
owned by the construction workers. If it is determined that these hand tools are tools that are
customarily owned by the construction workers, EISD will have overpaid the contractors $2,300.

* The contracts do not clearly state how direct costs are to be handled and whether direct costs are to be
covered by the construction manager’s fee. Approximately $266,500 in direct costs was processed in
the payments reviewed. These costs were paid in addition to the construction management fee. Ifit is
determined that these truly represent costs that should have been covered by the construction
management fee, EISD will have overpaid the contractors $266,500,

EISD faces the risk of potential losses or other financial exposure by not having the correct vehicle to
adequately protect its interests.

Recommendation

EISD should develop and implement standard agreements that adequately protect its interests. The
contracts should be clear, concise, and free of ambiguous terms and contain the elements described above.
EISD should also consider consulting with counsel to clarify the ambiguous clauses in the current
contracts and consider taking further action, such as recovering these costs if warranted.




Client Response

We concur. The contract between EISD and Baird Williams for the current renovation at the high school
will be reviewed by McGinnis, Lockridge & Kilgore. An addendum will be executed to be clear, concise
and free of ambiguous terms.

EISD will also have our attorneys review the contracts identified to determine whether it would be
possible to recover the questioned costs.




Construction Pazments

Establish Additional Guidelines for Payment Requests

EISD utilizes the standard Application and Certificate for Payment form available from the AIA for
contractors to request payments. The ALA Application document has not been modified to meet the needs
of EISD.

Contractors submit documentation, such as invoices, account statements, receipts and payment requests
from subcontractors to support the amount of each payment request. The payment request form completed
by the contractors is not cross-referenced to the supporting documentation or a transaction report, which
makes it very difficult for EISD to adequately review the request. Additionally, variances between the
payment request and supporting documentation are not explained within the documentation.

Our assessment indicated several costs that should be further questioned and investigated by EISD:

* Total charges and credits of $1,489 and $(6,075), respectively, were not supported by documentation.

* General charges, such as raw materials, labor and installation charges, totaling $324,650 were paid
without a breakdown of the components,

e Charges totaling $42,125 that are considered to be part of the Basic Services Fee were separately
reimbursed by EISD.

¢ Nonreimbursable shipping charges of $211 on the Avnet contract were paid.

« A difference of $26,392 between the amount billed and the contracted amount for Avnet was noted.
This difference is currently in dispute with Avnet.

¢ Charges of $24,400 were paid using funds from an unrelated project.

* A cumulative variance of approximately $16,963 was noted belween payment requests and
supporting documentation. Although explanations were later provided, explanations should have been
provided to EISD when the payment requests were originally submitted.

EISD could potentially be paying for overcharges or unauthorized or unsupported charges by not
establishing guidelines to require the submission of sufficient documentation and explanations for
payment requests.

Recommendation

EISD should establish additional guidelines for contractors to follow for the submission of payment
requests. These guidelines should require that sufficient supporting documentation and adequate
explanations be provided with the payment request. Additionally, EISD should consult with counsel to
interpret contract terms where necessary and seek reimbursement from contractors on items determined to
have been paid out erroneously.

Client Response

EISD is in the process of developing guidelines for contractors to follow when submitting payment
requests.




EISD will consult with our attorneys to determine whether we may seek reimbursement of the identified
questioned costs,

Appoint Employee to Review and Approve Claims

Currently, EISD relies on the project architect to perform a review of payment requests from contractors
to determine whether “the Work has progressed to the point indicated and the quality of the Work is in
accordance with the Contract Documents.” The architect reviews the payment requests and certifies that
“. . . the Construction Manager is entitled to payment in amount certified.” However, per review of the
terms of the contract, the architect is not responsible, as part of certifying payments, for reviewing “‘copies
of requisitions received and other data requested by the District to substantiate the Construction
Manager’s right to payment.” While EISD is performing some level of review on supporting
documentation behind payment requests, it has not been detailed enough or consistent enough to identify
the types of issues communicated in this report.

The Business Office maintains hard copies of construction contracts. Given the complexity of the
contracts and the extent of documentation involved with payment requests, it is difficult to sort through
the contract when determining whether charges are in accordance with contract terms. Reviewing manual
copies of the contracts for verifying costs is a very tedious process, and personnel may forgo such reviews
in an effort to get the contractors paid timely. '

EISD risks paying for overcharges or unsupported or unauthorized charges due to relying on an architect
to review payment requests instead of assuming full responsibility for careful, thorough reviews of
charges prior to payment,

Recommendation

Given the extent and magnitude of the potential questioned costs identified within this report, EISD
should consider appointing an EISD employee to closely review and approve payment requests. To
facilitate this process, EISD should require that contracts and cross-referenced payment requests be
submitted electronically for review when verifying that charges are in accordance with contract
stipulations.

Client Response

Kim Builta will be the key Business Office contact for the review of payment requests. Charles Teichner
will review the payment requests to determine whether the work has been performed to date. Once
approved by Mr. Teichner, the payment application will be forwarded to the Business Office for proper
processing,

EISD will consider including in the guidelines being developed that electronic contracts and payment
requests be submitted.




Change Orders

Change Order Policy Should Be Complied With or Revised

Change Order Policy was approved on August 25, 1999 that specifies cost limits on change orders and the
components required in the change order form. The policy states that the form will identify the project,
project number, vendor, project description, location and other information as needed. The form is to be
reviewed and signed by the Assistant Superintendent for Business Affairs and the Superintendent of
Schools. Any change order that requires a change in scope requires review by the Facilities Committee
and approval by the full board. Change orders shall not exceed the following cost limits: Executive
Director of Facilities, Planning and Operations, $5,000; Superintendent of Schools, $10,000; and
Facilities Committee, §25,000.

EISD did not fully comply with the Change Order Policy. Specifically, several changes in scope were
made to the Avnet contract without processing a change order as required by the procedures. Qur review
of this contract indicated that the project drastically changed from what was originally agreed upon. Most
of the responsibility for this contract was handled by the Information Technology Department, and the
department members may not have possessed the knowledge to effectively manage a project of this
nature. As a result, usual control processes, such as processing change orders, were overlooked.

Recommendation

The Change Order Policy approved on August 25, 1999 should be complied with or further revised to
reflect current practice,

Client Response

EISD is in the process of reviewing policies to determine whether changes are appropriate. The Change
Order Policy will be included in this review, and changes will be made as necessary.




