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SUMMARY

The State has paid for questionable costs, has made excessive
payments, and has jeopardized federal funding because the Department of
Health Services (department) has not adequately procured and managed
the State's contracts for toxics-related services.

In contracting for toxics-related services, the department has
failed to follow state and federal requirements by authorizing
contractors to begin work without a contract, by not using competitive
bidding techniques or negotiating reasonable prices, and by
inappropriately using 1its emergency contract exemption provision.
Furthermore, the department's contracts do not clearly define all
allowable charges and do not protect the interests of the State because
the contracts contain vague provisions and fail to contain all standard
contract language. These contracting deficiencies resulted because the
department allowed engineers and other staff within the Toxic
Substances Control Division to procure contracts for toxics-related
services even though they were not experienced contract administrators
and did not have sufficient knowledge to adhere to state and federal
contracting requirements. As a vresult, the State has incurred
unnecessary and unreasonable costs and has jeopardized the receipt of
federal funds.

Furthermore, the department has poorly managed the State's
contracts for the cleanup of hazardous waste sites. For example, the
department paid for inappropriate costs, made payments twice for the
same personal services and equipment, and allowed contracts to continue
after it was not economical to do so. Because the department did not
regularly monitor the work of its contractors, eliminate duplicate
payments, or verify that contractors performed the work they were
required to do, the State has idincurred at least $1.4 million in
questionable or unreasonable costs. Additionally, although the
department terminated its contracts for the McColl Hazardous Waste




Disposal Site 1in November 1985, the State incurred approximately
$1 million 1in wunnecessary costs from June 1985 through October 1985
because the department did not terminate the contracts sooner.
Finally, the department does not always pay for labor, equipment, or
material at the rates included in the contract, it does not always
account for and track charges for different contract items, and it
sometimes delays payments to contractors. Consequently, the department
has paid contractors more than it should have, and it has jeopardized
the progress of work at one hazardous waste site. After we brought
these problems to the attention of department officials, the department
halted a $557,982 bayment to one of its contractors.

Despite its recent efforts to improve its contract procurement
process, the department is still experiencing problems not only in
procuring but also in managing its hazardous waste contracts. This
report makes a number of recommendations addressing these problems.
For example, to improve its procurement of these contracts, the
department should, among other things, continue to use the Office of
Procurement and Contracts, and it should ensure that this office is run
by an experienced and fully qualified contract administrator. The
department should also ensure that its own contracting staff are fully
trained in contract administration and that they adhere to state and
federal contracting requirements.

In addition, to improve its management of hazardous waste
contracts, the department should be sure that a properly trained
representative of the State is on site to monitor the work at a
hazardous waste site when that work is being performed for the State.
Additionally, the department should immediately undertake termination
or closeout audits of the major contractors at the McColl Hazardous
Waste Disposal Site to identify and collect all payments made in excess
of contract specifications and to recover all duplicate payments and
payments for work that was not performed.

ii




INTRODUCTION

The objective of California's hazardous waste management
program is to protect the public health and the environment from the
harmful effects of hazardous waste. This program regulates the various
activities involving hazardous waste: generation, storage, treatment,
and disposal. In addition, the program includes evaluating hazardous
waste sites, coordinating emergency response actions, and administering

resource recovery and health and safety programs.

Legislation

In 1972, the Legislature passed the hazardous waste control
law to ensure the safe generation, storage, treatment, and disposal of
hazardous waste, and it designated the Department of Health Services
(department) to administer the law. In 1976, the federal government
instituted a nationwide program for managing hazardous waste by
enacting the Resource Conservation and Recovery Act of 1976. This act
required the federal Environmental Protection Agency (EPA) to develop
comprehensive standards for controlling hazardous waste and to
implement a national hazardous waste management program. This act
allows a state to operate its own hazardous waste management program if
the EPA considers the state program to be substantially equivalent to

the federal program.



In 1980, the federal government enacted the Comprehensive
Environmental Response, Compensation, and Liability Act of 1980 to
provide, among other things, funds for use by state and federal
governments in responding to problems at hazardous waste sites. This
legislation enabled states to enter into cooperative agreements with

the EPA so that states could respond to hazardous waste problems.

Program Administration

In 1981, the department created the Toxic Substances Control
Division to continue the implementation and enforcement of California's
hazardous waste management program. The Toxic Substances Control
Division, which has its headquarters in Sacramento, has three regional
offices throughout the State and conducts its field inspection and

enforcement activities from these regional offices.

In addition to other responsibilities, the Toxic Substances
Control Division awards and administers contracts for the
identification, cleanup, transportation, and disposal of hazardous
waste throughout California. Since 1982, the Toxic Substances Control
Division has awarded over 160 contracts totaling more than $80 million.
These contracts have ranged from permitting state-funded emergency
responses by private companies to hazardous wastes discoveries
throughout the State to hiring a public contractor to determine the

toxicity of wastes.



In 1985, the EPA's Office of the Inspector General reviewed
the department's administration of its cooperative agreement with the
EPA. The objectives of the EPA's review were to determine the
effectiveness of the department's administrative controls, to ascertain
the State's compliance with federal agreements and regulations, and to
determine the reasonableness of the costs claimed under this agreement.
The EPA concluded that the department had not always established the
procurement and accounting procedures necessary to administer its

contracts.

Previous Auditor General Reports
On California's Hazardous
Waste Management Program

Since October 1981, the Auditor General has dissued six reports
on the State's hazardous waste management program. In October 1981,
the Auditor General reported on the department's efforts to issue
permits to hazardous waste sites, to enforce hazardous waste control
laws, and to control the transportation of hazardous waste. The report
concluded that, as a result of weaknesses identified in each of the
areas, neither the public nor the environment was sufficiently
protected from the harmful effects of hazardous waste. (Report P-053:
"California's Hazardous Waste Management Program Does Not Fully Protect

the Public From the Harmful Effects of Hazardous Waste.")

In October 1983, in response to questions from the Legislature

regarding the cleanup of the Stringfellow Toxic Waste Disposal Site,



the Auditor General reported on the Tletting of contracts and on
contractor compliance with contracts at this hazardous waste site. In
addition, the Auditor General reported on the effectiveness of the
interim cleanup of the site. The report included recommendations for
the future selection of contractors and discusses the possibility of
federal reimbursement for the costs of the cleanup. (Report P-244:
"Review of Selected Contracts for Cleanup of the Stringfellow Toxic
Waste Disposal Site.") A June 1984 follow-up to this report presents
an additional review of a contract award at the Stringfellow Toxic

Waste Disposal Site.*

In November 1983, the Auditor General issued a follow-up to
the 1981 report on the State's hazardous waste management program.
This report concluded that the department had issued few permits to
facilities that handle hazardous waste, had not effectively enforced
hazardous waste laws, and had not effectively monitored the
transportation of hazardous waste. (Report P-343: "The State's
Hazardous Waste Management Program: Some Improvement But More Needs To
Be Done.") A January 1984 report provides additional information on

the department's contracting process.*

Finally, in August 1985, the Auditor General reported on the
department's involvement in the cleanup of 125 hazardous waste sites in

California. This report concluded that the department required,

*Appendix B discusses the department's efforts to implement the
recommendations on contracting contained in this report.




reviewed, and monitored the progress of cleanups at the majority of
these sites. However, the report stated that the department did not
accurately report the quantities of hazardous waste cleaned up at 55 of
the 125 sites. The report also noted that the department did not have
uniform procedures for documenting the cleanup of hazardous waste
sites. (Report P-565: "The Department of Health Services' Involvement

in the Cleanup of Hazardous Waste Sites.")

SCOPE AND METHODOLOGY

The purpose of this audit was to examine the Department of
Health  Services' procurement and management of hazardous waste
contracts with private and public contractors between January 1, 1983,

and November 15, 1985.

To determine the department's role 1in procuring hazardous
waste contracts, we reviewed an audit vreport by the Environmental
Protection Agency of state and federal hazardous waste contracts. We
reviewed the scope of the work performed in this audit and determined
whether we could rely on its conclusions in order to limit the number
of contracts we needed to review. We then reviewed state and federal
contract procurement criteria, and we used the criteria to measure the
State's compliance during its procurement of contracts that were not

included in the EPA's audit.




To determine the department's role in administering hazardous
waste contracts, we reviewed the methods that the department used to
approve and pay invoices for work at hazardous waste sites. We
examined the department's method for ensuring that tasks contracted for
and the labor, equipment, and material used to perform these tasks were
performed or used by the contractor in compliance with the terms of the

contracts.

To determine the accuracy of the department's payments to
contractors and to determine whether the contractors performed work and
charged rates for this work in compliance with their contracts, we
reviewed invoices and supporting documentation sent to the State by
contractors performing toxics-related work for the State. We then
reviewed the records of these contractors to determine whether they had
actually performed the work and whether they had actually used the
labor, equipment, and material paid for by the State to perform this
work. We also reviewed the records of both the contractors and the
department to determine the time that the contractor waited before
receiving payment from the State for the work performed. We then
attempted to determine why any inaccurate payments, delays, or

noncompliance with the contract occurred.

Finally, to determine whether the department implemented
recommendations from previous Auditor General reports that addressed
contracting, we reviewed the recommendations and the department's

responses to them. We then interviewed department personnel and



reviewed department records to determine the extent to which the

department had implemented these recommendations.

We discussed the contents of this report with the private and
public contractors referred to, and we considered their comments in

preparing the final version of this report.



AUDIT RESULTS

I

THE DEPARTMENT OF HEALTH SERVICES
IS NOT CONTRACTING IN ACCORDANCE
WITH STATE AND FEDERAL REQUIREMENTS

The Department of Health Services (department) 1is not
contracting for toxics-related services in accordance with all state
and federal vrequirements and is not complying with all of the
provisions of its agreements with the Environmental Protection Agency
(EPA). The department authorized some contractors to work before a
valid contract was in effect, did not utilize competitive bidding
techniques or negotiate reasonable prices, and inappropriately used its
emergency contract exemption provision. Also, the department is
preparing contracts without necessary contract language and with vague
contract terms; consequently, the contracts do not clearly define all

allowable charges and do not protect the interests of the State.

These procurement deficiencies resulted because the department
allowed engineers and other staff within the Toxics Substances Control
Division to contract for toxics-related services even though they were
not experienced contract administrators and did not have sufficient
knowledge to adhere to state and federal contracting requirements. As
a result, the State has incurred unnecessary and unreasonable costs and
has jeopardized the receipt of federal funds. Despite recent efforts
to improve its award of contracts, the department is still experiencing

problems in procuring hazardous waste contracts.
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The Department Is Authorizing
Work Without A Valid Contract

The department has not always had valid contracts in effect by
the beginning date of the contract, and it has allowed some contractors
to begin work without a valid contract. This practice exposes the
State and the contractor to potential liability involving disputes
between the department and the contractor. Additionally, this practice
does not conserve the rights and interests of the State, and it

unnecessarily exposes the State to the risk of litigation.

PubTic Contract Code Section 10295 states that a contract is
not valid until approved by the Department of General Services or
signed by the contracting department if the contract is exempt from

approval by the Department of General Services.

0f the ten contracts we reviewed for compliance with
procurement requirements, we found that the department signed all ten
after the beginning date specified in the contract, and in four of
these ten contracts, contractors began work before the department
signed the contracts. For example, on May 24, 1985, the department
signed a contract with the IT Corporation to haul hazardous waste from
the Stringfellow Toxic Waste Disposal Site even though the beginning
date specified in the contract was February 15, 1985. The department
thus allowed the contractor to begin work without a valid contract.
The IT Corporation performed $762,000 worth of hauling services before

the department awarded the contract to perform this work. It appears
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in this instance that the department verbally authorized the contractor
to begin the work in February. The department had adequate knowledge
and sufficient time to execute this contract before the IT Corporation

began the hauling called for by the contract.

The Department Is Not Complying With
Competitive Bidding, Price Negotiation,
And Emergency Exemption Requirements

The department does not always competitively bid contracts
that should be competitively bid, appropriately negotiate the price for
a contractor's services when a contract is not competitively bid, and
appropriately use its exemption from state contracting requirements.
The department should have but did not competitively bid two of the ten
contracts we reviewed. Moreover, the department did not negotiate the
price of six sole-source contracts to obtain the best price available.
Finally, the department used its emergency exemption in awarding two
contracts even though both contracts had been competitively bid and had

gone through the department's lengthy evaluation process.

State Administrative Manual Section 1204 and Public Contract
Code Section 10348 require competitive bidding except in those rare
instances when the Department of General Services agrees that only one
contractor can provide the skills or knowledge that no other contractor
can provide. Two of the six sole-source contracts we reviewed should
have been competitively bid but were not. Both of these contracts were

with the Radian Corporation for phase II cleanup work at the McColl
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Hazardous Waste Disposal Site. The department justified using the
Radian Corporation because it had been the contractor on the first
phase of the cleanup project. However, we believe the department's
justification does not correspond to state contracting requirements
because the Radian Corporation was not uniquely qualified and was not
the only contractor that could provide the general engineering and
management services called for in the contract. Furthermore, in an
audit report released in August 1985, the EPA's Inspector General
stated that the original procurement of the contract for phase I had
limited competition, was therefore flawed, and was not a sufficient
justification on which to base future sole-source contracts. The total
cost of the phase II contracts is $695,462 and may be entirely the
State's financial responsibility if the federal government decides not

to pay its 90 percent share of the costs incurred on these contracts.

The Code of Federal Regulations (40CFR33.520) requires states
to conduct meaningful negotiations to obtain the best prices for
sole-source contracts. However, the department did not negotiate the
price of the six sole-source contracts we reviewed; four of these
contracts involved a total of $5 million in federal Superfund monies.
In one case, for example, the Radian Corporation's project manager for
the McColl Hazardous Waste Disposal Site said that the Radian
Corporation submitted a proposed cost schedule and budget, both of
which the department approved. To reduce costs, the department asked
the Radian Corporation to submit a revised budget based on a reduced

level of effort and scope of work. However, the department did not
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negotiate the price for any of the labor or services except for an
overhead rate for field services; negotiations took place only on the
work and resources to be included in the reduced scope of work. The
Radian Corporation was prepared to negotiate cost, but the department
approved the cost schedule and budget without any of the customary
price negotiations. Because the department did not negotiate the price
of the contract, the State has no assurance that it has obtained the
best price available. In addition, the federal government may choose
not to pay its share of costs if it does not believe they are

reasonable.

Finally, Health and Safety Code Section 25358.5 exempts the
department from the State Contract Act when the director of the
department determines that there may be an "imminent and substantial
endangerment" to the public health or welfare or to the environment
because of a release or threatened release of a hazardous substance.
This provision permits the department to more quickly process its
contracts by circumventing the normal state procurement procedures,
including a Tlegal review by the Department of General Services. The
department used this provision to award two contracts totaling over
$1 million to the 1IT Corporation so that it would be available to
respond to toxics-related incidents should they occur. However, the
department's use of the "imminent and substantial endangerment"
exemption was inappropriate. Both of these contracts were advertised
in the State Contracts Register, were competitively bid, and went

through the entire evaluation processes at the department. These
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processes took six and ten months, respectively. If there had been a
need to expedite the procurement of these contracts, the department
would not have started the competitive bidding process. Therefore,
after having gone through the bidding and evaluation processes, the
department had no need to invoke the "imminent and substantial
endangerment" exemption. As a result, the department may be preparing
and approving contracts that do not fully protect the interests of the
State. The EPA's Inspector General has also taken issue with the
department's use of the "imminent and substantial endangerment"

exemption in procuring for hazardous waste contracts.

The Department Is Preparing Contracts
Without Necessary Contract Language
And With Vague Contract Provisions

The department is awarding contracts that do not fully comply
with standard language requirements of either the State or the federal
government. These Tanguage requirements protect the State from costs
or Tliabilities that cannot be foreseen at the beginning of the
contract. None of the ten contracts we reviewed fully complied with
standard language requirements. Additionally, because of vague
contract provisions, the department has had difficulty in resolving

disputes with its contractors over the scope of work and costs.

The Code of Federal Regulations, the State's Public Contract

Code, and the State Administrative Manual specify the standard clauses

that must be included in contracts involving federal or state funds.
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Three of the seven contracts we reviewed that the department awarded
under 1its cooperative agreements with the EPA Tacked some of the
mandatory contract clauses pertaining to model subagreements, Tabor
standards, and federal cost principles. The federal government could
refuse to pay its share of costs for those contracts that it does not
believe are appropriately prepared. Furthermore, all seven of the
contracts that the department awarded under its cooperative agreements
with the EPA lacked from one to 11 of the 13 major clauses that we
tested and that were required by state regulations. These clauses
pertained to equipment purchases, evaluation of contractors'
performance, resolution of disputes, contract retentions, and purchase
approvals. Finally, two of the three miscellaneous contracts we
reviewed lacked state-required contract clauses related to contractor

evaluation, resolving disputes, and contractors' recordkeeping.

Additionally, because of vague contract provisions, the
department has had difficulty resolving disputes with its contractors
concerning the scope of work and the costs that are allowable under its
contracts. For example, one of the department's contracts with the
Radian Corporation did not fully describe those costs that were
allowable for travel, per diem, and moving expenses. The department
challenged these costs but is concerned that the contract language will
not permit denying the costs. Should the department's challenge fail,
the State may be required to pay more in travel, per diem, and moving

costs than it originally intended to under this contract.
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Reasons For The Deficiencies In
The Department's Contracting

While there may have been circumstances requiring the
department to authorize a contractor to begin work without a valid
contract or to award a contract without negotiating prices, most of the
deficiencies that we found in the department's contracting did not
result from a need to respond immediately to an emergency. Rather,
these deficiencies resulted because the department allowed the
engineers and other staff within the Toxics Substances Control Division
to contract for toxics-related services even though they were not
experienced in contract administration and did not have sufficient
knowledge to adhere to state contracting requirements such as writing
requests for proposals and bidding and awarding contracts.
Consequently, the State may have incurred unnecessary and unreasonable
costs and may have jeopardized federal funding for hazardous waste
contracts. Additionally, 1in December 1985, the EPA criticized the
State for many of the same procurement deficiencies we identified

during our audit.

Action Taken By The Department
In Its Recent Contracting

In response to earlier criticisms of 1its procedures for
procuring and awarding contracts for the cleanup of hazardous waste
sites, the department changed its methodology for procuring these types

of contracts. In Tate 1984, for example, the department created a new
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office to procure contracts and began using the Toxic Substances
Control Division only for advice on the request for proposal dealing
with the technical scope of the work. Not part of the Toxic Substances
Control Division, the new office, the Office of Procurement and
Contracts, 1is an administrative unit of the department and is staffed
with personnel who are more experienced in contracting procedures. The
Office of Procurement and Contracts is responsible for ensuring that

contracts meet state and federal requirements.

Despite its recent efforts to improve its awarding of
contracts, however, the department is still experiencing problems in
its procurement process. The department's procurement of zone

contracts illustrates these problems.

Chapter 376, Statutes of 1984 (Senate Bill 1465), provides
$100 million in bond money for the cleanup of sites on the 1list of
hazardous substance release sites for remedial action adopted pursuant
to Health and Safety Code Section 25356. The department intended to
select up to three contractors in each of three regions or zones in
California. These contractors would conduct cleanup investigations,
feasibility studies, and laboratory analyses, prepare remedial action
plans, and implement or oversee remedial actions. The department
appropriately advertised its intent to contract in the California State
Contracts Register and sent out a standard request for proposal (RFP)
for all zones. In vresponse to the RFP, the department received
proposals from 16 different contractors, with most contractors

submitting proposals for more than one zone.

-17-




In evaluating the proposals and qualifying the proposers, the
department awarded points based upon the contractors' technical
proposal. Of the 16 firms submitting proposals, 6 failed to meet the
minimum requirements of the RFP and were, therefore, eliminated. The
department asked the remaining 10 firms to submit business proposals
indicating their prices for labor, Tlaboratory tests, and equipment.
The proposers were also to list as a percentage of total cost the rate

for profit and overhead costs.

The department calculated final scores for each proposer,
ranked each proposal, and decided to award contracts to nine of the ten
qualified proposers. Seven of the nine firms signed contracts for the
period from June 1, 1985, to December 1, 1986. The contract awards for
each zone ranged from $2.1 million to $6.4 million. Two of the nine
firms offered contracts did not sign them because the department
rejected the firms' request to be released from Tiability for damages

resulting from work performed under the contract.

The department allowed firms to submit proposals for more than
one zone but decided to 1imit the awarding of contracts to only one
zone per firm. The department intended to award contracts to up to
nine different proposers, but only ten proposers qualified for
evaluation of the business proposals and selection as a contractor. In
effect, therefore, there was no real cost competition because the
department offered contracts to nine of the ten qualified proposers at

the rates included in their business proposals. These nine firms
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received contracts regardless of the prices they bid. Public Contract
Code Section 10344 requires agencies to give substantial consideration
to the proposed contract price in relation to other criteria. We did
not find any evidence that the department attempted to determine the
reasonableness of the proposed prices. As a result, the department
selected proposers that did not necessarily receive the highest scores
or bid the 1lowest prices. For example, in the north coast zone, the
proposer that ranked sixth in total points and submitted the sixth

highest cost proposal received a contract.

Public Contract Code Section 10344 and State Administrative
Manual Section 1213 state that agencies must award contracts to the
responsible bidder with the Tlowest price or to the bidder with the
highest scored proposal. However, both the Public Contract Code and
the State Administrative Manual also allow an agency to reject all bids
when it determines that the bids are not really competitive. They
further state that an agency is not required to award a contract if the
agency receives no proposals containing bids offering a reasonable
contract price. The department could have exercised its option to
reject all ten bids and asked the ten firms to submit revised business

proposals.

In addition to not obtaining the most reasonable prices for
the zone contracts, the department prepared zone contracts containing
some vague payment provisions. The RFP required proposers to bid rates

for specific work components, including various rates for Tlabor,

-19-




laboratory tests, and equipment as well as percentages for profit and
overhead. However, the RFP and the contract did not require the
contractor to specify the cost components of the overhead percentage.
As a result, there is the potential for disputes between the department
and the contractors as to the classification of such items as
photocopying, computer and word processing, telephone calls, and

postage.

State Administrative Manual Section 1212.2 requires each
contract to clearly express the amount to be paid and the basis upon
which any payment 1is to be made. Because the basis for determining
overhead in these contracts is vague, contractors could charge the
State twice for the same costs, once as a percentage of overhead and
again as "other direct costs." These are multimillion dollar
contracts, and the potential exists for significant amounts of excess

charges by and payments to contractors.

Finally, zone contracts do not comply with all federal
contract regulations. Although the primary funding source for these
contracts is state money, the department would 1ike to wuse zone
contracts in the future to perform work under federal cooperative
agreements. Consequently, the department attempted to meet all federal
requirements in  procuring its current contracts. However, the
department failed to do so. For example, the contracts contain
"cost-plus-percentage-of-cost" payment provisions that are specifically

prohibited by the Code of Federal Regulations (40CFR33.285). In
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procuring the contracts, the department required proposers to bid
profit and overhead separately as a percentage of labor costs. The
department contends that the payment provisions essentially conform to
federal requirements and that the net effect of the provisions is the
same as that of accepted federal Tlabor/hours contracts. However,
unless the department resolves this issue with the EPA, the State may
lose the ability to be reimbursed by the EPA for work done by zone

contractors on federal Superfund sites.

The department continues to have problems in its contracting
because it has not fully implemented an appropriate methodology for
writing complete RFPs, evaluating RFPs, and writing contracts that will

comply with federal regulations.

CONCLUSION

The Department of Health Services 1is not contracting in
accordance with state and federal requirements. The
department 1is authorizing some contractors to work without a
valid contract and is not complying with requirements for
competitive bidding and negotiating prices. Furthermore, the
department has inappropriately used the "imminent and
substantial endangerment" exemption. Finally, most of the
department's contracts do not contain all of the standard
language required by the State or the federal government, and

some have vague contract provisions.
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In an effort to improve its award of contracts, the department
changed its procurement procedures and established the Office
of Procurement and Contracts, which is staffed by personnel
who are experienced in contracting procedures. However, the
department still exhibits some of the procurement deficiencies

that existed before it attempted to improve its contracting.

RECOMMENDATIONS

The Department of Health Services should continue to use the
Office of Procurement and Contracts to contract for
toxics-related services. However, the department should
provide this office with an experienced and fully qualified
contract administrator. In addition, the department should
require the Office of Procurement and Contracts to summarize
all applicable state and federal requirements and prepare a
manual or checklist against which to judge contracts before
they are approved. Further, the department should ensure that
its own contracting staff are fully trained and that they
adhere to state and federal contracting requirements.
Finally, the department should use the "imminent and
substantial endangerment" exemption only in those instances

that are justified.

Additionally, the department should assure that all

appropriate state and federal contract clauses are included
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and that vague contract Tlanguage is clarified when it
reprocures the zone contracts. In the interim, the department
should wuse task orders to correct the deficiencies we

identified in the current zone contracts.

Also, the vreprocurement of the zone contracts should assure
competition by following a two-step procurement process,
including simultaneous submission of contractors' technical
and business proposals. If insufficient responses are
received to effectively assure competition, the department

should negotiate the prices with the qualified contractors.
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THE DEPARTMENT OF HEALTH SERVICES'
CONTRACT MANAGEMENT IS DEFICIENT

The Department of Health Services has poorly managed the
State's contracts for the cleanup of hazardous waste sites. For
example, the department paid for inappropriate costs, made payments
twice for the same personal services and equipment, and allowed
contracts to continue after it was not economical to do so. Because
the department did not regularly monitor the work of its contractors,
eliminate duplicate payments, or verify that contractors performed the
work they were required to do, the State has incurred at Teast
$1.4 million in questionable or wunreasonable costs. Additionally,
although the department terminated its contracts for the McColl
Hazardous Waste Disposal Site in November 1985, the State incurred
approximately $1 million 1in unnecessary costs from June 1985 through
October 1985 because the department did not terminate the contracts
sooner. Finally, the department does not always pay for labor,
equipment, or material at the rates included in the contract, it does
not always account for and track charges for different contract items,
and it sometimes delays payments to contractors. Consequently, the
department has paid contractors more than it should have, and it has
jeopardized the progress of work at one hazardous waste site. After we
brought these problems to the attention of department officials, the

department halted a $557,982 payment to one of its contractors.
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Management Of Contracts For
The McColl Hazardous Waste Site

The McColl Hazardous Waste Disposal Site represents the
largest effort approved by the EPA to excavate and dispose of hazardous
waste. The cleanup was expected to take up to 17 months at a projected
cost of $21.5 million. The department has not, however, adequately
managed this cleanup project. The department paid inappropriate costs
for labor, equipment, and material, made payments twice for the same
personal services and equipment, and allowed the contracts to continue
after it was not economical to do so. As of November 1, 1985, the
State had been billed approximately $7.4 million for work at the McColl
Hazardous Waste Disposal Site. At least $1.4 million of this total is
for questionable or unreasonable costs, and approximately $1 million is
for wunnecessary costs because the department did not terminate the

contracts sooner.

In August 1984, the department contracted with Canonie
Engineers, Inc., to remove hazardous waste from the McColl Hazardous
Waste Disposal Site. The contract called for $1.9 million in
"mobilization" costs. "Mobilization" includes the planning, personnel,
and equipment needed to begin work. The contract allowed Canonie
Engineers, Inc., to bill the mobilization items as a lump sum based
upon the percentage of the work completed. The contract specified that
following the receipt of written monthly progress reports, the State
would reimburse the contractor monthly, in arrears, for actual
expenditures based on lump sum and unit prices in accordance with other
provisions of the contract.
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In billing the State for reimbursement, Canonie Engineers,
Inc., was to submit progress reports describing the work completed and
invoices supporting the costs incurred or substantiating the value of
items included on the invoice. For invoices from September through
December 1984, Canonie Engineers, Inc., billed the State $1.5 million
for mobilization costs. However, in its request for portions of its
Tump sum payment for mobilization, Canonie Engineers, Inc., included
items for which it had not yet incurred any costs and items that were
not available to perform work. Our review of equipment purchase
invoices, equipment delivery dates, subcontractor billings, and project
progress pictures shows that Canonie Engineers, Inc., billed for a
percentage of work completed before having completed that amount of the
work. The department paid these invoices without requesting a schedule
of values or proof of all actual costs and without requesting

substantiation of the actual work completed.

For example, on October 1, 1984, Canonie Engineers, Inc.,
billed the State $408,000 for an air enclosure. On December 3, 1984,
the State paid $367,200 of this bill, withholding 10 percent for
retention. However, Canonie Engineers, Inc., did not order the air
enclosure until November 7, 1984, paying a deposit of $104,870 on
November 13, 1984, and the remaining amount on April 5, 1985, four
months after Canonie Engineers, Inc., was reimbursed by the State.
Moreover, for September 1984, Canonie Engineers, Inc., included in its
justification for partial payment of the lump sum for mobilization two

pieces of heavy equipment that it claimed to have purchased to perform
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work under the contract. However, Canonie Engineers, Inc., Teased with
an option to purchase rather than purchased the equipment, and the
equipment was not available to perform work until December 1984.
Furthermore, Canonie Engineers, Inc., did not actually make any
payments until January 1985. The total value of this equipment was
$381,000. According to Canonie Engineers, Inc., the contract does not
require the contractor to pay cash for equipment before billing for
Tump sum items completed under the contract. At the department's
request, the Radian Corporation, the original project coordinator,
reviewed the invoices that included the costs of the air enclosure and
the heavy equipment. The Radian Corporation recommended that the
department not pay for these costs until the air enclosure and
equipment had been delivered to the site. The department did not

accept this recommendation, however.

On January 3, 1985, the EPA's administrator decided to require
that wastes from the McCol1l Hazardous Waste Disposal Site be placed in
a double-lined hazardous waste disposal facility, as specified by new
1984 Resource Conservation and Recovery Act standards. This and other
problems at the McColl Hazardous Waste Disposal Site delayed the start
of site cleanup. In the January 1985 invoice, Canonie Engineers, Inc.,
began billing the State for delay and standby costs, but at Teast two

items included in these costs were questionable.

First, in January 1985, Canonie Engineers, Inc., began billing

the State $91,000 per month in delay costs for "extended home office
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overhead," which represented indirect costs generated by Canonie
Engineers, Inc.'s., home office. In June 1985, the Radian Corporation
informed the department that the monthly charge of $91,000 for overhead
costs was unreasonable because it was not allowed by the contract.
However, on July 9, 1985, the department obtained an opinion from its
legal counsel stating that delay costs for "extended home office
overhead" could be negotiated with Canonie Engineers, Inc., under the
contract. On September 11, 1985, the department issued a $910,000
change order to the contract with Canonie Engineers, Inc., to pay it
for  "damages" incurred during the delay from January through
October 1985. This change order authorized the payment of $728,000,
representing 80 percent of the total; the balance, approximately 20
percent, was held subject to audit to determine actual overhead costs.
The amount of the damages was based upon Canonie Engineers, Inc.'s,
calculation of the proportion of estimated home office overhead that it

attributed to the contract with the State.

In calculating damages, Canonie Engineers, Inc., used a
formula that it stated had been used in similar situations by the
courts to assess delay charges during suspension of work. By issuing
the change order, the department established this formula as the method
of determining Canonie Engineers, Inc.'s, actual damages. However,
this formula did not ensure that the amount paid to Canonie Engineers,
Inc., for damages would represent actual damages sustained during the
delay. Additionally, the amount of damages that Canonie Engineers,

Inc., derived under the formula could increase if Canonie Engineers,
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Inc., increased its overhead expenses. For example, damages could
increase if Canonie Engineers, Inc., chose to increase the amount of
profit sharing paid to its employees or if 1its parent corporation
increased the management fee it charged its subsidiary. We belijeve
that damages should be based on reasonable overhead fees and profits

foregone as a result of the delay.

Second, Crosby and Overton, Canonie Engineers, Inc.'s,
subcontractor, proposed to charge the State $135,000 per month in
standby costs for the 22 tractors and 40 trailers that it planned to
use at the site. Crosby and Overton agreed to accept $75,000 per month
if the tractors and trailers could be used elsewhere during the delay.
The Radian Corporation, in conjunction with Black and Veatch, Inc., its
engineering subcontractor, reviewed the reasonableness of these standby
costs and concluded that the $75,000 in monthly standby costs would
have been reasonable only 1if the tractors and trailers had been
available at the McColl Hazardous Waste Disposal Site. The Radian
Corporation said that the department should negotiate a more reasonable
price if permission is granted to use the equipment on other jobs. The
chief of the Toxic Substances Control Division's Program Management
Section granted Crosby and Overton permission to use the equipment on
other jobs and agreed to the $75,000 per month in standby costs. We
could not determine if the $75,000 per month was a reasonable amount
for damages caused by the delay without knowing the potential value of
using the equipment elsewhere. Between January 1, 1985, and

October 31, 1985, the State was billed nearly $2.3 million in delay and
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standby costs. As of October 31, 1985, the State had paid $1.5 million

of this total.

In addition, the State appears to have made payments twice for
the same personal services and equipment. For example, by authorizing
change orders, the department allowed Canonie Engineers, Inc., to bill
the State for personnel used for special projects even though the State
continued to pay operating costs for some of these same personnel. In
one case, the State was billed at least $45,000 for the services of
three people working at the McColl Hazardous Waste Disposal Site
between January and July 1985. These people were part of an on-site
management team; therefore, portions of their cost were included under
the original contract. Also, portions of their time were included and
under contract change orders for special projects. Canonie Engineers,
Inc., stated that the special project's invoices were for excess time
required by the contractor as a result of the extra work requested by
the State. However, we question the reasonableness of the total
charges for these three people because the State paid for part of their
time on special projects and for other parts of their time at the
McColl Hazardous Waste Disposal Site even though work was curtailed at

the site at that time.

It also appears that Canonie Engineers, Inc., included the
purchase of various pieces of heavy equipment in its justification for
billing portions of the Tump sum mobilization item. Similarly, it

justified under another 1lump sum bid item the purchase of an air
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enclosure. Subsequently, Canonie Engineers, Inc., billed the State
$295,000 1in standby charges for this equipment and the air enclosure
between January 1985 through October 1985. Canonie Engineers, Inc.,
believes that the State did not gain ownership and lease rights to this
equipment and air enclosure under the 1lump sum provisions of the
contract and that Canonie Engineers, Inc., was therefore entitled to

the monthly standby charges for these items.

Finally, the State allowed the contracts at the McColl
Hazardous Waste Disposal Site to continue after it was not economical
to do so. On May 31, 1985, the Superior Court of Kern County ruled
that the department must comply with the California Environmental
Quality Act regarding work at the McColl Hazardous Waste Disposal Site.
The court order required the department to determine the environmental
impact of dumping the waste from the McColl Hazardous Waste Disposal
Site, and it precluded the department from authorizing contractors to
perform any work at the site until an environmental impact report was
approved. Since the department knew that it would take at least 12
months to prepare the environmental 1impact report and because the
department was incurring operating, delay, and standby costs averaging
approximately $315,000 per month, the department should have exercised
its option to notify its contractors by June 1, 1985, that their
contracts would be terminated within ten days. Instead, however, the
department continued to incur costs under these contracts until at
least October 1985, five months later. In November, the department

jssued a notice of termination to the Radian Corporation and Canonie
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Engineers, Inc. The department's contract termination proceedings were
prompted by the EPA's withdrawing federal funds for cooperative
agreement contracts associated with the McColl Hazardous Waste Disposal

Site.

On February 27, 1986, we discussed the results of our review
with representatives of the department. On February 28, 1986, the
department stopped the most recent payment issued to Canonie Engineers,

Inc. This payment totaled $557,982.

Monitoring Of Hazardous Waste Contracts

The department is neither providing regular on-site monitoring
nor always able to verify that contractors performed the work specified
in their contracts. Consequently, the State 1is paying for services

that it did not receive.

California's Public Contract Code describes the manner in
which state agencies are to pay contractors for their work.
Section 10261 of the Public Contract Code states that an agency will
not make payments in excess of a certain amount of actual work
completed. State agencies, such as the Department of Transportation
and the Department of General Services' Office of the State Architect,
that Tlet contracts for public construction projects typically appoint
an on-site project manager to monitor the contractor's progress and

performance.
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Although the department contracts with different firms
throughout the State to provide a variety of services or perform
various kinds of work, the department does not adequately monitor these
contracts at the work site. For example, on June 1, 1984, the
department entered into a contract with the Radian Corporation to
monitor the work of Canonie Engineers, Inc., at the McColl Hazardous
Waste Disposal Site in Fullerton. On August 21, 1984, the department
relieved the Radian Corporation of the monitoring responsibilities and
decided to have department staff monitor the work. Then, on
November 12, 1984, the department decided to monitor the work at the
McCol1l Hazardous Waste Disposal Site from Sacramento rather than at the
site in Fullerton. Our review of the calendar of the department's
project monitor shows that the project monitor was at the McColl
Hazardous Waste Disposal Site only 25 days during the five months

between January and May 31, 1985.

The 1lack of vregular on-site monitoring contributed to the
contract management problems discussed 1in the preceding section.
Regular on-site monitoring would have enabled the department to
evaluate the amount of work that contractors actually performed and
thus determine the basis for payment to contractors. As mentioned
earlier, for example, Canonie Engineers, Inc., was paid by the State
for costs that it had not yet incurred and for items before they were
available to perform work. The State's failure to provide regular
on-site monitoring also jeopardizes its eligibility for $21.5 million

in future federal reimbursements. The cooperative agreement between
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the department and the EPA for cleanup work at the McColl Hazardous
Waste Disposal Site requires the department to maintain a

representative at the site full time.

In another instance, the department contracted with the
IT Corporation to provide responses to hazardous waste emergencies
throughout the State. We reviewed 20 invoices submitted by the
IT Corporation and found that the department could not determine the
amount of work actually performed in 6 of these invoices. Without an
on-site monitor, the department cannot be sure that the 1labor,
equipment, and material for which the contractor has billed the State
were in fact used at the site. We determined that the department paid
the IT Corporation over $500 for Tabor that the IT Corporation did not
use in responding to hazardous waste emergencies. We brought this to
the attention of the IT Corporation, which said it would issue a credit

to the State for the full amount.

In explaining the department's inability to verify the amount
of 1labor, equipment, and material used, an emergency response liaison
officer for the department said that the department did not have
sufficient personnel to monitor the work at each hazardous waste
emergency site. However, we found no evidence that the department had
ever requested additional personnel to provide this monitoring. The
liaison officer further stated that Tlocal governments requesting
emergency responses can often verify the labor, equipment, and material
used at the site. However, local governments did not always provide

this verification in the past.
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Payments To Contractors

The department does not always pay for labor, equipment, and
material at the rates included in the contract. In addition, the
department does not always account for and track charges for different
contract items, and it sometimes delays payments to contractors. As a
result, the State has paid more than it should, and in one case, it has

jeopardized the progress of cleanup work at a hazardous waste site.

Hazardous waste contracts state the rates that the department
should pay for goods and services and the method by which the
contractor should bill for its costs. The contracts also didentify
those costs that are eligible for payment. The department is
responsible for reviewing contractors' invoices and identifying those
costs that are not eligible for payment to ensure that the State pays
only costs that are reasonable. State Administrative Manual
Section 8422.1 requires agencies to determine that contractors'
invoices comply with the provisions of the contract, that invoices
containing errors are corrected or returned to the contractor, and that

payments have not already been made.

The department's contracts contain payment provisions. For
example, the department's contracts with the Santa Ana Watershed
Project Authority and the Radian Corporation state that progress
payments will be made in arrears and at the completion of tasks, but

not more often than once a month. The department's contract with the
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Santa Ana Watershed Project Authority also requires payment within 60

days following receipt of the contractor's invoice.

However, because the department is not adequately reviewing
invoices submitted by contractors, the department is paying more than
what is stipulated in its contracts. We examined a sample of
contractors' invoices for all ten of the contracts we reviewed for
contract compliance and found rate discrepancies in three of these
contracts. For example, the department overpaid the Radian Corporation
$4,700 for overhead costs at the McColl Hazardous Waste Disposal Site.
The rate billed by the Radian Corporation was over 40 percent higher
than the field rate proposed by the Radian Corporation. When we
brought this discrepancy to the attention of the Radian Corporation,
the Radian Corporation agreed that the billing was at a higher rate and
indicated that it was aware of the error and that it was preparing an

adjusted billing to reflect the proper rate.

In another case, the department paid the IT Corporation for
labor, equipment, and material at rates higher than those specified in
the contracts. As a result, the State paid $680 more than it should
have for labor, equipment, and material. We also brought this to the
attention of the IT Corporation, which said it would issue a credit to

the State for the full amount.

In addition, the department did not account for and track

changes for different contract items. For example, the department
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recejved an invoice from Canonie Engineers, Inc., for approximately
$1.9 million for work and delay costs at the McColl Hazardous Waste
Disposal Site. The department did not pay approximately $786,000 in
charges, which include contract retention amounts, unapproved items,
and disallowed costs, and forwarded a payment for $1.1 million.
However, the department did not indicate to Canonie Engineers, Inc.,

which charges had been reduced and why they had been reduced.

The department's failure to adequately account for and track
charges for different contract items means that the department could be
billed for costs that it has already paid. Furthermore, because the
department does not provide detail on which charges have been reduced,
a contractor cannot determine which charges have been paid by the

department and can only speculate about why some have been reduced.

Finally, the department is delaying payments to contractors.
In one instance, the department delayed payment on or did not pay 13
invoices submitted by the Santa Ana Watershed Project Authority.
Although the department was required to pay invoices within 60 days of
receipt, for 6 of these invoices, the department took from 66 to 156
days to pay the contractor. Furthermore, as of February 13, 1986, the
department had still not reimbursed this contractor for the remaining 7
invoices it had vreceived as of December 5, 1985, Because of late
payments by the department, the Santa Ana Watershed Project Authority
was unable to use state money to pay its subcontractors that were

working on the Stringfellow Toxic Waste Disposal Site. These
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subcontractors threatened to discontinue work unless they were paid for
the work they had completed, thereby potentially delaying progress on
the cleanup of this facility. To prevent this delay, the Santa Ana
Watershed Project Authority was forced to use its own funds to pay the
subcontractors until the department forwarded the payments that were

overdue.

Some of the delays in the payment of invoices have resulted
because the department has requested documentation that is often not
required by the contract. In one instance, for example, department
officials requested information on employee salaries even though this
information was not vrequired under the terms of the contract.
Department officials could not explain why some invoices had been
delayed during the department's technical and accounting review

processes.

CONCLUSION

The Department of Health Services is not effectively managing
its hazardous waste contracts. The department paid the
excavation and hauling contractor at the McColl Hazardous
Waste Disposal Site for questionable costs, made payments
twice for the same services and equipment, and allowed
contracts at the McColl Hazardous Waste Disposal Site to
continue when it was not economical to do so. Furthermore,

the department is not regularly monitoring its contracts to
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ensure that work is performed. Consequently, the department
may pay at Teast $1.4 million in questionable and unreasonable
costs at the McColl Hazardous Waste Disposal Site. In
addition, the department does not always pay the correct
contract rates for labor, equipment, or material, and it does
not always account for and track charges for different
contract items. As a result, the State has paid contractors
more than it should. Finally, the department sometimes delays
payments to contractors, and in doing so it has jeopardized

the progress of cleanup work at one hazardous waste site.

RECOMMENDATIONS

The Department of Health Services must improve its management
and monitoring of hazardous waste contracts. The department
should be sure that a representative of the State is on site
when work at a hazardous waste site is being performed for the
State. The representative should be a state employee or an
independent contractor properly trained in project monitoring.
On emergency response incidents, the State should either
assure that the representative of the 1local government
requesting such assistance monitors the work of the
contractor, or the department should utilize Department of
Health Services regional employees or other state agency
employees paid for under interagency agreement. In addition,
the department should pay its contractors only for actual work

performed and only at the rates included in the contracts.
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The department should immediately undertake termination or
closeout audits of the major contractors at the McColl
Hazardous Waste Disposal Site to identify and collect all
payments made in excess of contract requirements and to
recover all duplicate payments and payments for work that was
not performed. In those instances when the contractor billed
for equipment 1in advance of delivery to the site, the
department should negotiate a reasonable interest charge that
the contractor should pay for the unreasonable use of state
and federal funds. Finally, the department should account for
and track all payments to contractors, and it should not delay

unnecessarily its payments to contractors.
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We conducted this review under the authority vested in the
Auditor General by Section 10500 et seq. of the California Government
Code and according to generally accepted governmental auditing
standards. We Timited our review to those areas specified in the audit

scope section of this report.

Respectfully submitted,

AS W. HAYES

Auditor General

Date: March 12, 1986

Staff: Kurt R. Sjoberg, Chief Deputy Auditor General
Eugene T. Potter, Audit Manager
Gary L. Colbert
Michael J. Evashenk, CPA
Fred S.C. Forrer
Noriaki Hirasuna, CPA
Mark A. Lowder
Linda A. McClendon
Wendy T. Rodriguez, CPA
Nancy C. Woodward, CPA
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APPENDIX B

THE DEPARTMENT OF HEALTH SERVICES' IMPLEMENTATION OF
PREVIOUS AUDITOR GENERAL RECOMMENDATIONS ON CONTRACTING

In January and June 1984, the Auditor General issued reports
supplementing the information contained 1in earlier reports. This
supplemental information dealt specifically with the Department of
Health Services' contracting for hazardous waste management. Below are
the recommendations from these two reports and a summary of the

department's efforts to implement them.

"The Department of Health Services'
Superfund Program: Follow-Up Information,"
(Report P-343.1, January 23, 1984)

Recommendation #1

To clarify the responsibilities of all participants in the Superfund
program contracting process, the Department of Health Services should
develop and maintain a contracting procedures manual for Superfund
program contracts that describes all steps involved in the contracting

process.

Status

The department drafted a contract procedures manual for the Superfund

program in February 1985. However, the department never formally
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distributed the manual for wuse 1in procuring the Superfund program
contracts. The chief of the Office of Procurement and Contracts stated
that his staff are developing a procedures manual that will address

federal as well as state and departmental contracting requirements.

Recommendation #2

To expedite the Superfund program contracting process, the Department
of Health Services should continue to identify steps in the contracting

process that can be performed concurrently or that can be eliminated.

Status

In its response to this recommendation, the department indicated that
it had proposed implementing five specific remedies to expedite its
contracting process. The department proposed (1) completing the fiscal
review and approval while developing the contracts, (2) sending the
draft contracts to the contractors earlier in the process,
(3) notifying the contract management section of the proposal due dates
when the request for proposal is finalized, (4) requiring evidence of
contractor liability insurance earlier in the process, and
(5) requesting budget revisions before review by the budget section.
We did not verify that the department actually implemented these
proposed remedies, but for the contracts we reviewed, we determined

that the department reduced the average contract processing time.

-46-



Recommendation #3

To further accelerate the Superfund program contracting process, the
Department of Health Services should consider giving Superfund program

contracts priority during departmental reviews.

Status

The department established a priority processing system for Superfund
program contracts. The priority system uses cover sheets that list due
dates and completion dates for the processing and review of Superfund

program contracts.

Recommendation #4

The Department of Health Services should develop and implement an
effective system for monitoring and scheduling Superfund program
contracts. This system should establish milestones for all steps in
the contract process, and it should monitor these milestones to ensure
that they are achieved as planned. The Toxic Substances Control
Division's weekly status report on contracts should identify these
milestones so that management can identify delays and take corrective

action.
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Status

The department has not yet implemented a contract management system
that establishes milestones for all steps in the contract process or
that detects any fiscal or workplan implementation problems. However,
the department is developing such a system and is continuing to use a
monthly report that supplies information on the development and status

of the contract.

Recommendation #5

In letting contracts, the Department of Health Services should follow
procedures that meet the intent of provisions of the State Contract Act

and the State Administrative Manual.

Status

Although the department has made some improvements in 1its contracting

procedures, as we discuss 1in section I of our current report, the

department is not always contracting 1in accordance with state

requirements.
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"Contracts for Cleanup of the Stringfellow
Toxic Waste Disposal Site: Follow-Up
Information," (Report P-244.1, June 4, 1984)

Recommendation #1

To dimprove its contractor selection process, the Department of Health
Services should clearly describe how the interview process, 1if used,

will affect the selection of the final proposal.

Status

The department did not use interviews to evaluate and select a final
proposal on those contracts tested by the Auditor General. However, in
procuring the zone contracts, the department did include a provision in

the request for proposal to use a clarification process.

Recommendation #2

The Department of Health Services should ensure that the evaluation

formulas used to rank proposals are analytically sound.

Status

In procuring the zone contracts, the department properly applied

evaluation formulas described in the request for proposal. However, as

we discuss in section I of our current report, the department 1limited
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the awarding of contracts to only one zone per firm, and only ten firms
qualified for the nine zone contracts; consequently, there was no real

cost competition.

Recommendation #3

The Department of Health Services should reject proposals with material
deviations from the request for proposal at the time the deviation is
identified, and the department should explain in writing the reason for

rejecting the proposal.

Status

In testing the department's contracts, we did not identify any accepted
proposals that should have been rejected because of material deviations
from the request for proposal requirements. Also, in evaluating the
zone contract proposals, the department adequately documented reasons
for rejecting proposals and sent written notice to bidders whose
proposals failed to meet the minimum requirements of the request for

proposal.
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STATE OF CALIFORNIA—HEALTH AND WELFARE AGENCY GEORGE DEUKMEJIAN, Governor

DEPARTMENT OF HEALTH SERVICES

714/744 P STREET
SACRAMENTO, CA 95814

(916) 445-1248

Thomas W. Hayes

Office of the Auditor General
660 J Street, Suite 300
Sacramento, CA 95814

Dear Mr. Hayes:

On November 22, 1985, Governor Deukmejian asked the Auditor
General to review "the adequacy of the Toxic Substances Control
Division's contracting procedures at federal waste cleanup sites
and include recommendations of procedural changes". He made this
request because of his continuing desire to improve the State's
response to toxic hazards. His goal, and mine, is to develop

the most effective state cleanup program in the nation.

I would like to commend the Auditor General for the thorough and
expeditious manner in which the Governor's concerns have been
addressed. I am also pleased to have the opportunity to respond
to the report, P-582.1, "The Department of Health Services Needs
Better Control of Hazardous Waste Contracts".

Overall, the Department of Health Services agrees that it needs
to continue to improve its control mechanisms with regard to
hazardous waste contracts. Therefore, a number of the
recommendations included in the report will be implemented as
soon as possible. For example:

The Department intends to take immediate steps to improve the
level of expertise of our contract staff. This includes
assignment of a fully qualified contract administrator as well as
experienced and well-trained contracts unit staff.

We will continue to take steps to insure that contract management
processes fully comply with all applicable federal and state
guidelines. This extends to provisions dealing with insuring
maximum competition in contracting procedures, use of our
emergency contract exemption authority, and preparation of
contracts which include all necessary and required clauses.

In addition, the Department will immediately and aggressively
conduct an audit of our contract with Canonie Engineers, Inc. for
cleanup services at the McColl hazardous waste site. Any and all
inappropriate charges to the State will be identified, and
actions will be taken to recover any resulting payments that may
have been made.
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The Department will also be taking immediate steps to insure that
a representative of the State is on-site at hazardous waste sites
when state contractors are performing work. We also intend to
improve on site monitoring of work done on emergency response
incidents.

Attached you will find additional comments with respect to
specific findings and recommendations of this report. Because of
the complexity of the many issues raised, we will continue to
develop additional comments and responses, and we would welcome
the opportunity to discuss some issues further with you and your
staff.

Specifically, we would like to explore several areas of your report
relating to actions of the Department with regard to contracts
for toxic cleanup work at the McColl hazardous waste site.

For example, the report criticizes several specific payments DHS
made to Canonie Engineers, Inc., including those for mobilization
costs, home office overhead costs, and delay charges for the
hauling subcontractor at McColl. These items are authorized by
the State's contract with Canonie. The questions raised in the
report address the issues of the timing and amount of the charges
and payments. These questions can be answered definitively only
through a further audit of the detailed documentation supporting
the Canonie billings. As indicated above, we accept and support
your recommendation to immediately conduct this audit and closely
review the specific items mentioned in the report.

The report also criticizes the Department for delays in the
termination of McColl site contracts once an environmental impact
analysis had been ordered by a court prior to the cleanup work
proceeding. Clearly, the Department could not have terminated
McColl contracts immediately upon issuance of the court's
decision without full consideration of potential avenues of
appeal, possible alternative actions allowing some continued
cleanup work, and a general assessment of the impact of contract
termination on our fundamental goal of protecting the public
health. EPA has supported our actions in this regard.

Finally, let me emphasize again that the paramount goal of our
toxics control program is to take whatever actions are necessary
to protect the public health from the potential hazards caused by
toxic wastes in our environment. Indeed, some of the report's
criticisms stem from efforts to speed up toxic cleanup and cut
through red tape. To assist us in accomplishing our goals, the
Governor requested your involvement in determining what steps
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need to be taken to improve our system of responding to toxic
control issues. We thank you for your useful suggestions.

s

Kenneth W. Kizer,
Director

Sincerely

Attachment
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DEPARTMENT OF HEALTH SERVICES RESPONSE TO
AUDITOR GENERAL'S REPORT P-582.1,
"THE DEPARTMENT OF HEALTH SERVICES NEEDS
BETTER CONTROL OF HAZARDOUS WASTE CONTRACTS"

DHS Comments and Response to Part I

Auditor General Conclusion:

"DHS is not contracting in accordance with state and federal
requirements."

DHS Response:

The audit report states, "Zone contracts do not comply with all
federal contract regulations. Although the primary funding
source for these contracts is state money, the Department would
like to use zone contracts in the future to perform work under
federal cooperative agreements. Consequently the Department
attempted to meet all federal requirements in procuring its
current contracts. However, the Department failed to do so. For
example, the contracts contain "cost-plus-percentage-of-cost"
payment provisions that are specifically prohibited by the Code
of Federal Regulations (40 CFR 33.285). In procuring the
contracts, the Department required proposals to bid profit and
overhead separately as a percentage of labor costs. The
Department contends that the payment provisions essentially
conform to federal requirements and that the net effect of the
provisions is the same as that of accepted federal labor/hours
contracts. However, unless the Department resolves this issue
with EPA, the State may lose the ability to be reimbursed by the
EPA for work done by zone contractors on federal Superfund
sites."

This paragraph of the audit report creates the impression that
the zone contracts do not comply with all federal regulations by
referring to payment provisions as an "example". In fact, the
appropriateness of the payment provisions is the only significant
area indicated by EPA in its informal response to our request for
an audit of the procurement of the zone contracts. Further, in
the informal response an EPA representative made the observation
that if there were 20 possible points for a good procurement, the
zone procurement probably had 19, the potentially missed point
being payment provisions. It should also be noted that no final
determination of the procurement's compliance with federal
regulations has been made by EPA and that EPA staff have only
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indicated that the payment provisions give the appearance of
cost-plus-percentage-of-cost provisions. OPC has responded to
this concern in a letter dated January 27, 1986 to the
Environmental Protection Agency.

The audit report implies that the State is or will be losing
federal funds if EPA withholds approval of the procurement. The
Department has not issued and does not intend to issue task
orders to zone contractors to work on Federal Superfund sites
before EPA approval of the contracts is received.

Auditor General Conclusion:

"The department is authorizing some contractors to work without a
valid contract ..."

DHS Response:

In an eagerness to get the work started in some cases, DHS staff
has authorized work to begin before the contract was officially
signed. DHS will not allow this in the future and will work to
constrain its eager staff in this regard.

Auditor General Conclusion:

"DHS is not complying with requirements for competitive bidding
and negotiating prices."

DHS Response:

The audit report states that "in a recent procurement effort for
regional removal and remedial action contracts conducted by the
Department's Office of Procurements and Contracts there was no
real cost competition because the Department offered contracts to
nine out of a total of ten qualified bidders at the rates
included in their business proposals; DHS made no determination
of reasonableness of the proposed prices; and the Department
selected proposals that did not necessarily receive the highest
scores or bid the lowest prices. Since the bids were not
competitive and nothing requires the awarding of a contract if
the agency receives no proposals containing bids offering a
reasonable contract price, the Department should have rejected
all ten bids and asked the ten firms to submit revised business
proposals."

The Department of General Services (DGS) in a written decision as
a result of a protest to the procurement upheld the validity of
the selection and evaluation procedure chosen by the Department



and the manner in which the procurement evaluation and selection
team applied the procedures contained in the RFP. DGS approved
the seven contracts submitted to it for review and approval as a
result of this procurement effort. (See Attachment A.)

With an RFP, the Department proposed to make multiple contract
awards up to a maximum of three awards in three separate regions.
Public Contract Code Section 10340 requires advertisement in the
contract register and solicitation of all prospective bidders
known to the procuring agency. If this is done and less than
three bids are obtained, the procuring agency can seek a sole
source contract. Otherwise, this section (with a few other
express exceptions) requires receipt of a minimum of three bids
for any contract to be awarded as a result of a formally
advertised procurement. In such cases, adequate competition is
presumed. The Department obtained bids from sixteen proposers
(most submitting bids in more than one region) for up to nine
contracts. More than three bids were received for each contract
from these sixteen initial proposers. The three-bid minimum
requirement was met on the basis of the bids submitted by these
sixteen proposers.

The Department met the requirements of Section 10344 of the
Public Contract Code and Section 1213 of the State Administrative
Code in scoring bidders' technical and business proposals. This
procurement was conducted pursuant to Public Contract Code
Section 10344 (c) which allows a contract to be awarded to a
bidder whose combined technical and business proposals receive
the highest score, even if that bidder's bid price is higher than
that of another bidder. The Public Contract Code Section

10344 (c) requirement that consideration be given to a bidder's
proposed contract price in relation to other criteria has been
interpreted by DGS to be satisfied if price evaluation is at
least 20 percent of the overall score. That requirement was met
by the scoring methodology contained in the RFP and utilized by
the scoring team.

The Department awarded contracts to proposers receiving the
highest scores as determined by the selection procedures set
forth in the RFP and otherwise followed the requirements of
Public Contract Code Section 10344(c). The Department considered
the overall reasonableness of bid prices.

DHS is accepting the Auditor General's recommendation for a
better trained and knowledgeable contract procurement and
management staff. In any future instances when negotiation is
the appropriate course of action, DHS will aggressively negotiate
the best price for the State.

If it is determined that the Department's processes concerning
the procurement of the zone contracts are incorrect in any
regard, steps will be taken to insure that future procurements
conform to all requirements of state laws and regulations.

(3)
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Auditor General Conclusion:

"DHS has inappropriately used the 'imminent and substantial
endangerment exemption'."

DHS Response:

The audit report states that "the 'imminent and substantial
endangerment' provision in the Health and Safety Code which
permits the Department to more quickly process its contracts by
circumventing the normal state procurement procedures was
inappropriately used to award two contracts totaling over

$1 million to the IT Corporation so that it would be available to
respond to toxic incidents should they occur."

When the original off-highway contract was developed in 1982, the
Department did use the exemption discussed in the audit report.
However, during the procurement of its current off-highway
contract, the Department did not use the exemption listed under
Health and Safety Code Section 25358.5.

Auditor General Conclusion:

"Most of DHS' contracts do not contain all of the standard

language required by the state or federal government and some
vague contract provisions."

DHS Response:

The audit report states that "all seven of the contracts awarded
under EPA cooperative agreements lacked one to eleven of the
thirteen major state required clauses regarding equipment
purchases, evaluation of contractor's performance, resolution of
disputes, contract retentions, and purchase approvals, and two of
the three contracts reviewed lacked state required contract
clauses related to contractor, evaluation resolving disputes and
contractor's record keeping."

The audit report does not state which thirteen state required
clauses were lacking in which of the ten contracts awarded under
EPA cooperative agreements, nor does the report cite applicable
SAM or California code sections in support of the contention that
these thirteen clauses are required. Our legal office has taken
the position in the past, at least for the zone contracts (and
has so informed DGS), that hazardous waste site characterization,
remedial investigation and clean-up activities contracted for
are, for purposes of interpreting state laws and regulations,
services contracts with equipment and materials purchases being
merely incident thereto. Some of the ten contracts awarded as a
result of EPA cooperative agreements also fall into the services
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contracts category. Some of the examples of clauses described as
mandatory in the audit report appear to be state SAM and Public
Contract Code requirements only for consultant services contracts
(See Section 10370 Public Contract Code: evaluation of
contractor performance), or public works contracts, construction
or consultant services contracts. (See Sections 10240 and
10381(c) of the Public Contract Code and SAM Section 1204
pertaining to use of disputes clauses. SAM only recommends use
of a disputes clause in services contracts.) Furthermore,
contract retentions are considered discretionary in contracts for
services or consulting services contracts (See Public Contract
Code Sections 10346 and 10379). In short, after reviewing the
examples mentioned in the audit report, it is not clear whether,
in determining the list of thirteen mandatory contract provisions
and applying them to each of the ten contracts, the auditors took
into consideration the fact that each type of contract described
in the Public Contract Code must meet a separate and distinct set
of requirements.

If it is determined that state-mandated contract provisions have
been left out of a particular type of contract, we expect that
the Department's procurement manual and additional training of
contract personnel will eliminate this deficiency in the future.

Auditor General Recommendation:

"DHS should continue to use the Office of Procurement and
Contracts (OPC) to contract for toxics-related services."

DHS Response:

Agree. DHS will continue to use OPC to contract for toxics-
related services.

Auditor General Recommendation:

"DHS should provide OPC with an experienced, and fully qualified
contract administrator."

DHS Response:

Agree. DHS will provide OPC with an experienced, and fully
qualified contract administrator.
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Auditor General Recommendation:

"DHS should require OPC to summarize all applicable state and
federal requirements and prepare a manual or checklist
against which to judge contracts before they are approved."

DHS Response:

Agree. DHS will prepare a summary of all applicable state and
federal requirements and a manual against which to judge
contracts before they are approved.

Auditor General Recommendation:

"DHS should ensure that its own contracting staff are fully
trained and that they adhere to state and federal contracting
requirements."

DHS Response:

Agree. DHS will ensure that its own contracting staff are fully
trained and that they adhere to state and federal contracting
requirements.

Auditor General Recommendation:

"DHS should use the 'imminent and substantial endangerment!
exemption only in those instances that are justified."

DHS Response:

Agree. DHS will use the "imminent and substantial endangerment"
exemption only in those instances that are justified.

Auditor General Recommendation:

"The department should assure that all appropriate state and
federal contract clauses are included, and that vague contract
language is clarified, when it reprocures the zone contracts."

DHS Response:

Agree. DHS will assure that all appropriate state and federal
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contract clauses are included, and that vague contract language
is clarified when the zone contracts are reprocured.

Auditor General Recommendation:

"When zone contracts are reprocured, competition should be
assured by following a two-step procurement process, including
simultaneous submission of the contractors technical and business
proposals. If insufficient responses are received to effectively
assure competition, the Department should negotiate the prices
with the qualified contractors."

DHS Response:

We have some concerns with this recommendation. Simultaneous
submission of proposers' technical and business proposals is used
in the RFP process, but is not included in the two-step process
described in Government Contract Bidding, Second Edition, used in
the regional contracts and in the procurement of the major Medi-
Cal fiscal intermediary contracts. The two-step process
specifically incorporates the submittal of the business proposal
subsequent to the clarification and evaluation process of the
technical proposal.

This two-step process is the best method to use in any
procurement where the requirements and work are particularly
complex and different.

The purpose of the clarification process is to help the
Department understand and evaluate the technical proposal to
ensure the Contractor's understanding of and agreement to fulfill
state requirements. The result is that all competitors have
increased chances of gaining a complete and equal understanding
of all of the requirements of the work for which they will bid.
The benefit is that there will be minimal or no misunderstandings
upon which bids will be based. This reduces potential for
protests to the award, difficulty in contract implementation and
contract disputes.

If it is determined that the Department's interpretations of the
two-step process procurements are incorrect in any regard, steps
will be taken to insure that future procurements conform to all
requirements of state laws and regulations. Please note that DGS
has upheld the zone contract procurement. (See Attachment A-DGS
Statement of Decision.)

Auditor General Recommendation:

"DHS should amend its task orders under the zone contract to
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correct the deficiencies identified by the auditors."

DHS Response:

Agree. DHS has already developed a process to ensure that task
orders are specific, establish reasonable levels of effort and
costs, and comply with the contracts and applicable state law.

DHS Comments and Response to Part II

Auditor General Conclusion:

"The department paid the excavation and hauling contractor at the
McColl Hazardous Waste Disposal Site for questionable costs, made
payments twice for the same services and equipment, and allowed
contracts at the McColl Hazardous Waste Disposal Site to continue
when it was not economical to do so."

DHS Response:

A principal finding of fact that evidently led the Auditor to
this conclusion concerns payment of the "extended home office
overhead" to Canonie Engineers, Inc. The Auditor cites a
statement from Radian Corporation that the "overhead" items were
not allowable under the contract. Prior to negotiating Canonie's
claim for delay costs, the Department's legal office reviewed the
provisions of the Canonie contract and advised Department
personnel that Radian's conclusion that "overhead" items were not
allowable was based upon a misinterpretation of clear language in
Canonie's contract. (See Attachment "B" for complete legal
analysis and relevant contract provisions.) The legal office
advised that contract sections 11.3.2 and 11l.6.1 entitled Canonie
to recover reasonable home office overhead expenses as part of a
claim for increase in contract price made under Article 11.2 of
the contract if such expenses were incurred as a result of
performance delays caused by a suspension of work at the site.
Based upon the advice of legal counsel, the Department negotiated
a mutually acceptable price for overhead expenses associated with
Canonie's delay claim and documented that agreement in a change
order as required by Article 11.2 of the contract. EPA staff
reviewed the change order submitted by the Department, back-up
documentation and Canonie's certified cost and pricing data and
on, September 9, 1985, granted approval subject to final contract
closeout audit.

One item of billing questioned by the auditor related

to standby costs for the Crosby and Overton tractors and
trailers. The Contractor claimed $135,000 per month for these
particular standby costs. The Department negotiated this amount
down to $75,000 with the provision that these items could be used
elsewhere. To the extent this equipment was used elsewhere,
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thereby making the $75,000 per month payment unreasonable, we
will seek reimbursement via post-audit.

Another finding of fact that leads the Auditor to this conclusion
concerns the payment to Canonie for the air enclosure and the
heavy equipment. The Auditor states, "The Radian Corporation
recommended that the Department not pay for these costs without
adequate documentation. The Department did not accept this
recommendation, however." Radian made a recommendation on

June 5, 1985 concerning documentation for stand-by costs for
equipment idled by a delay in starting work. The recommendation
did not concern documentation of purchases. On June 18, 1985,
the Department forwarded a request for documentation on this item
to Canonie. Canonie responded with information on August 5, 1985
including: invoices for the purchase of tractors and trailers,
support for additional operating costs, purchase price for each
piece of equipment, date and type of acquisition, and estimated
useful life of the equipment. The change orders for stand-by
costs were not negotiated until the recommended documentation was
received. Similarly, the report indicates the Department
authorized payments totaling $1.5 million for mobilization costs
by December of 1984 when Canonie was not, in fact, "mobilized
enough to begin excavating and hauling until June 1985".

The Department agrees that a portion of these invoices

should not have been paid when they were paid without obtaining
documentation of actual costs incurred. However, it should be
noted that all of these costs were appropriate and fully authorized
under the terms of the contract, even though the timing of the
payment may have been flawed. We intend to review our payment
processes to insure that this situation does not reoccur.
Furthermore, during our detailed audit of the Canonie contract we
will review these items to seek repayment plus interest for any
unreasonable use of state and federal funds.

The report cites duplicate billings under the Canonie contract.
The Auditor claims that $45,000 for the services of three Canonie
personnel should not be paid in change orders #5 and #8 because
the cost of those personnel is already covered by (and Canonie
had already billed under) the contract for these items. These
two change orders have not yet been executed by the Department.
They will not now be executed until a detailed audit of
contractor's records insures that no duplication of payment will
occur.

The auditor's other example of duplicate billing relates to
equipment purchased by Canonie for this contract. The contract did
not specify that equipment purchased for the site cleanup became
the property of the State. This is consistent with the EPA
cooperative agreement which provides that the State is not to take
title to equipment purchased for cleanup at the McColl site. The
contract called for payment of $1.9 million for mobilization.
Equipment purchase was incidental to that mobilization. The only
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other costs associated with that equipment are standby costs
incurred by Canonie due to suspension of work at the site.
Payment to Canonie for costs of equipment idled by a delay is
appropriate under this contract. Although this may represent a
contractual obligation in this case, we will closely review this
matter during our contract audit and seek to negotiate future
contracts that do not include provisions which have this result.

The Auditor mentions that upon hearing of his findings, "the
Department halted a $557,982 payment to one of its contractors."

The Department considers this a prudent action until the

Department has fully evaluated the Auditor's findings in regard
to the contract.

Auditor General Conclusion:

The Department "allowed all contracts at the McColl Hazardous
Waste Site to continue when it was not economical to do so".

DHS Response:

The Department took into account a number of factors in regard to
the decision to continue the contracts and pay the attendant
delay costs. These factors were:

1. It was not immediately apparent that the court decision would
not be appealed. Decisions on the appeal of complicated court
cases require appropriate deliberation and consultation.

2. Foremost in the priorities of the Department is a desire to
mitigate the possible negative public health impact of the
site on the citizens of Fullerton. Termination of the
contracts for McColl and repeating the procurement process
would have delayed the clean-up significantly. Avoidance of
that delay was a major consideration.

3. EPA agreed with the decision to continue the contracts by
participating in their 90 percent share of the cost. The EPA
decision to terminate in October 1985 was precipitated by a
shortage of Superfund money caused by the absence of funding
authorized by Congress. EPA fully supported the continuation
as long as there were funds available.

4. There was considerable speculation at the time about possible
legislative or congressional action to alter the situation in
such a way to allow the work to resume.

In summary, the DHS did not make this decision in a vacuum, and a
careful review of all the facts provide considerable
justification for the decision.
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Auditor General Conclusion:

" .. the Department is not regularly monitoring its contracts to
ensure that work is performed."

DHS Response:

Although we agree additional monitoring efforts should be
undertaken, DHS has made efforts to have much of this monitoring
done by contract. :

Auditor General Conclusion:

"The State has paid contractors more than it should."

DHS Response:

Although contractors may have received excessive payments, it is
our intent to fully recover these amounts under the DHS post-
audit authority. We agree that a reliance on post-audits for
contract or payment compliance is not the most effective means of
contract management. However, the possibility for recovery under

post-audit is real and protects the State from excessive payments
to contractors.

Auditor General Conclusion:

"The Department does not always pay the correct contract rates
for labor, equipment, or material, and it does not always account
for and track charges for different contract items."

DHS Response:

The DHS organized a Site Mitigation Management Unit in October
1985. The organization of this unit is for the exact purpose of
addressing this concern.

Auditor General Conclusion:

"The Department sometimes delays payment to contractors."

DHS Response:

In the cases cited, the DHS acknowledges that some payments have
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been slow. In the case of the SAWPA contract, the contractor
performed work outside the contract without prior approval and

without the proper change orders thereby contributing to the
delays.

Auditor General Recommendation:

"The Department should be sure that a representative of the State
is onsite when work at a hazardous waste site is being performed
for the State."

DHS Response:

DHS concurs and will take steps to implement.

Auditor General Recommendation:

"On emergency response incidents, the State should either assure
that the representatives of the local government requesting such
assistance monitors the work of the contractor, or the Department
should utilize DHS regional employees or other State agency
employees paid for under interagency agreement."

DHS Response:

DHS has already essentially adopted this recommendation. DHS is
now asking local government to verify the work and provisions
have heen made to have regional employees respond on site to
emergencies. However, it should be noted that an emergency
response is just that and the necessity for an on site state

presence must not prevent a speedy and complete response to an
emergency.

Auditor General Recommendation:

"... the Department should pay its contractors only for actual
work performed and only at the rates included in the contracts."

DHS Response:

Of course, DHS concurs. The need to have the ability to amend
contracts for a work task that often changes should also be
recognized as an obvious necessity.
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Auditor General Recommendation:

"The Department should immediately undertake termination or
closeout audits of the major contractors at the McColl Hazardous
Waste Site to identify and collect all payments made in excess of
contract specifications, and to recover all duplicate payments
and payments for work that was not performed."

DHS Response:

DHS concurs and will take immediate steps to begin such an audit.

Auditor General Recommendation:

"In those instances when the contractor billed for equipment in
advance of delivery to the site, the Department should negotiate
a reasonable interest charge and the contractor should pay for
the unreasonable use of State and federal funds."

DHS Response:

DHS concurs. In those cases where the close-out audits discover
such circumstances, the DHS will attempt to recover the funds
plus interest owed to the State.

Auditor General Recommendation:

"... the Department should account for and track all payments to
contractors, and it should not delay unnecessarily its payments
to contractors."

DHS Response:

DHS concurs. The DHS is attempting to deal with the many process
demands caused by the dual EPA-DHS roles in contract payment and
management.
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BEFORE THE DEPARTMENT OF GENERAL SERVICES
OF THE STATE OF CALIFORNIA

In the Matter of Protest of the
Proposed Award of Contracts for
Uncontrolled Hazardous Wastes
at Various Sites

FLUOR TECHNOLOGY, INC.

ADVANCED TECHNOLOGY DIVISION, CASE NO. 85-59

Protestant,

STATEMENT OF DECISION
V. .

DEPARTMENT OF HEALTH SERVICES,

Awarding Agency.
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FOR PROTESTANT:  FLUOR TECHNOLOGY, INC., MICHAEL T. KAVANAUGH, ESQ.
DIANE R. SMITH, ESQ.

FOR PROPOSED AWARDEES: FLUOR TECHNOLOGY, INC., EMIL J. PARENTE, PRESIDENT
: ECOLOGY AND ENVIRONMENT, INC., RONALD L. FRANK, VICE PRESIDENT
CANONIE ENGINEERS, INC., R. G. BRISETTE, PRESIDENT
TETRA TECH, INC., ROBERT E. YELIO, PH.D., PRESIDENT
CH2M HILL, 8. G. HALL, VICE PRESIDENT
McTCALF & CDJY. INC., FRENKLIN L. BURTON, VICE PRESIDENT
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PROTEST OF FLUOR TECHNOLOGY

This matter came on for hearing before Michael Kelley, decignated
hearing officer for the Department of General Services on June 25, 1985, at
Sacramento, Caiifornia.
The protestant and proposed awardee, Fluor Technology, was represented
by Al Sacker, Raymond Dligal, Frank Collins, Michael Kavanaugh, Diane Smith,
and John Burton.
The awarding agency, Department of Health Services, was represented
by Theodora Simpson, Virgil Toney, Everett Uldall, Judi Frantz, Odette Nichohl,
Stan Phillippe, Pilo Sacas, Marcia Sorrick, and Carol Freels.
A proposed awardee, Radian Corporation, was represented by Murray Weils.
A proposed awardee, Metcalf & Eddy, was fepresented by Clinton Whitney.
A proposed awardee, UBE, was represented by Jeffrey Yarne and Jim Jordan.
A propcsed awardee, CH2M Hill, was presented by Phil Hall.
A proposed awardee, Dames & Moore, was represented by Ken Strom.
A proposed awardee, Tetra Tech, was represented by Victor Yaméda.
A proposed awardee, Ecology & Environment, was represented by Joe Petrilli.
On Hovember 10, 1984, the Department of Heaith Services released RFP 84-(:%
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o » groung: for tne protest Of contracts awaraed under the
provisions of Public Contract Code section 10344 a:g’found in Public Contract
Loge sectlion 103@5 anc are as foliows:

A. The agency failed to follow the procedures specified ir either
subaivision {(b) or {c) of section 10344.

B. The agency failed to apply correctly the standards for reviewing
Tre Toemit ::“;i.é:en;s Ur evaiuating tne proposals as specified in the RFP.

C. The agency used the evaluation and‘selection procedure in
subdivision (b) of section 10344, but is proposing to award the contract to
a bidder other than the lowest responsible bidder.

D. The agency used the evaluation and selection procedure in
subdivision (c) of section 10344, but failed to follow the methods for
evaluating and scoring the proposals specified in the RFP. |

E. The agency used the evaluation and selection procedure in
subdivision (c) of section 10344, but is proposing to award the contract to
a bidder other than the bidder given the highest score by the agency evaluation

committee.

DISCUSSION OF ISSUES

RFP 84-045 established an award procedure under Public Contract Code
section 10344 (c), for multiple contracts in each of three gecgraphical regions.
A11 proposals were ranked by region according to the highest total score. Pro-
posers could submit & proposal for any or all of the three regicnal contracts.

The secord anc third highest sceorers in each region were also eligibie for contrect
award in trat the [ecartment of Health Services reserved the right to enter
into three contracts witr three di“fe-ert contractors in each ¢f Lhe three

geographice: areas. “he 7inal score of & proposer consisted of & combination

prcposal score and a weighted business proposal score.
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y proposers

were notifiec thnet contracts were Deing awarded to first, second, and third
<

<ier CONTretior: il eelh T Tne Tnree regions as ioilows:

Northern California North Coast Southern California

T. Radian 1. ChH2M Hill 1. Tetra Tech

2. Metcalf & Eddy 2. Canonie 2. Ecology & Environmen{-
>ooUET M J. Jemes 4 Modre 5. Fiuor/weston

Paragraph 6.31, page 6-14 of the RFP requires each contractor to
"furnish to the State a certificate of insurance stating that there is liability
insurance presently in effect for contractor with a combined single limit (CSL)
of not less than $5,000,000 per occurrence."

Paragraph 6.32, page 6-15 of the RFP states as follows: "The
contractor agrees to indemnify, defend, and save harmless the State, its officers,
agents, and employees from any and all claims and losses accruing or resulting
to any and all contractors, subcontractors, materialmen, laborers, or any other
person, firm, or corporation who may be injured by the contractor in the perfor-
mance of this contract."

Exhibit 6-1 of the RFP, page 2 of 2, which is the reverse side of the
State's Standard Form 2 contract, reads at paragraph 1 as follows:

"The contractor agrees to indemnify, defend and save harmless the
State. its officers, agents and employees from any and all claims and losses
accruing or resuiting to any and all contractors, subcontractors, materialmen,

Taborers and any osther perscn, firm or corporaticn furnisning or suppiying

S

Wors, SETVICEs, RETZTar: or suppiiss in connection with the performance of
this contract, and from env end @i ¢ aims and T1oeces accrung or reculiting

sor, Five or Corucration wac ney be injured or demacec hv The contractor
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standard indemnification provision, the Department of Health Services allowed
gach contrector an oppertunity to incluce ¢ modifying provision referred to

as paragraph H, in its contract.
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of the Standard Agreement, the State agrees, to the extent legally permissible
and subject to the availability of funds, to hold harmless, indemnify and defend
the contractor for any loss or liability for damages sustained by or on the
part of any person or entity as a result of co;tfactor's legal, non-negligent
performance under this contract. In the event that any applicable legislation
which 1imits or eliminates any 1{iability otherwise applicable to éontractor in
connection with any aspect of this contract is enacted following execution of
the contract, such legislation shall, to the full extent of its terms be
extended to the contractor hereunder."
As of May 23, 1985, Department of Health Services had received
signed contracts incorporating paragraph H from seven of the nine awardees.
From and after the above date, Department of Health Services has
been unable to finalize mutually acceptable contracts with the third tier
contractor in the Northern California Region, UBE, and Fiuor/Weston, the
third tier contractor in the Southern California Region.
The pesition of tne protestant, Fluor, which is also a proposed
awaraec, nay De summarized as feilows:
The requirement that a contractor indemnify the State, and the
plezinc of unliTites 1ia5ility with the contracior is not & reasonatle

-

busiress arrangemsnt. The potential liability from pollution and hazardous
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incidents i¢ such thzt it should be sharec by the Stezte cf Celiferniz.

Fluor asserts tnatl poliution coverage insurance within the umprella

of a comprehensive 1iability policy is no longer available within the insurance
industry, and even if such a pclicy were currently in effect and held by &
contractor, such policv will Yapse upon its term and no contractor will be z2hle
to obtain the same renewal coverage at 2 time which will definitely occur within
the term of the 18-month contracts at issue.

Assuming the requisite insurance will not be available, the result
will be unlimited liability exposure for contractors which will solely leave
corporate assets as a source to meet pollution related risks and toxic torts,
the consequence of which will be that the public will not be adequately protected.
Such being the case, Fluor states no one bidder can be financially responsible
given the specific RFP at issue and the specific contract at issue.

Because the factor of insurability is an element of finaﬁcia] stability
and financial responsibility, the inability to get 1iability insurance for
inherent pollution risks similarly reflects a lack of responsibility. Financial
stability is a pass/fail factor in the RFP at page 5-18, and as such, the
Department of Health Services has failed to follow the RFP in that it did not
consider insurability as an element of financial stability. As to this issue,
Fluor cites Public Contract Code section 10345 (d) as its basis for protest.
"(d) The agency used the evaluation and selection procedure in subdivision (c)
of section 10344 but failed to follow the methods of evaluating and scoring
the proposals specified in the RFP."

In summary, Fluor indicated that its protest was timely filed, that
it is degiruus of beirg a contractor, end that it only wants & reascnable
business arrangement and the ability *o negotiate reasonabtie terms so that it

is not burdened witln uniimtied Tieciity.
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Tne positior of Heeltr Services may be summarizes 2t foliows:

Tne Department of health Services foilowed all requirements of the
State Administrative Manual (SAM), including the SAMirequirements pertaining
+0 hazardous contracts, in its RFP and contract procedures. It has also
€01lowed 211 reaguiremente of Public Contract Code section 102824, 2¢ well as
all of the requirements of RFP 84-04%.

The Department of Health Services met with officers in the Department
of General Services' Insurance Office specifically for the purpose of addressing’
insurance coverage, which has been a long-teﬁﬁ problem in the area of toxic
waste and pollution. Health Services also asserts that the protestant has
not stated any of the grounds of protest as set. forth in Public Contract Code
section 10345, and that the protestant is solely speculating as to future
occurrences with respect to insurance availability. Health Serviceg states
that all bidders were informed for some time by virtue of the terms of the RFP,
of the need for insurance and the requirement of indemnification. Lastly,
Health Services indicates that it found all proposed contract awardees to be
responsible, including Fluor, that Fluor's protest was not timely filed, and
that Health Services has been prepared to proceed with the contracts awarded
to each of the nine contract awardees.

The Department of Health Services requested that the Departmént of
General Services release for approval the seven signed contracts with the
non-protesting awardees, on the basis that those contracts are outside of
zhe scope of, and are not affected by, Fluor's protest of its own contract.

The summary position taken by the proposed awardeec that were present
was that each was anxious to perform its contract, that each had assumed a
business risk in signing its contract, and that each was uncertain as to
wnetner it could cbtain in the future its current type of insurance upon its

expiration.
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In view of the submitted written meterials and the presentation made
du=inc the course of the hezring. i+ ¢ founc ar foTowe:
1. Public Contract Code section 10345 requires a protest to be
file¢ prior to the contract awarc.
2. Public Contract Code section 10345 requires that a protest be
filed bv 2 bidder.
3. RFP 84-045 is severable, and may be segregated into separate
and distinct RFP's, one for each of the three tiers in each of
three regions.
4. Fluor Technology is a bidder solely with respect to the
third tier RFP in the Southern California Region.
5. A contract award occurred for each of the nine awardees set
forth in the Notice of Intent to Award when the final contract
2 documents were tendered for signature to each awardee by the

Department of Health Services in the May 3, 1985 letter signed

by Virgil J. Toney.

6. The protest of Fluor, as to its contract and all other
contracts, is not cognizable because its protest was filed after
the award of its contract and all other contracts.

7. The protest of Fluor as to all contracts other than its own,
is not cognizable because it is & bidder solely as the third tier
RFP in the Scuthern California Region.

e. B

w

ed uponr the aforementioned fincdings and as previousiy ruled

by the urdersigned &t the hearing, ail of the subject ccntracts,

)
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with tnz exzeptior ¢f the rontract v itk UBE, anc ths contract with
-

Flucr. ara released for apprcv.l by the Department ¢f Gereral Services

as being cutside tne scope of the protest at issue.
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Region, assuming that Fluor Technology filed a timely protest,

Fluor has failed to demonstrate that anv of the crounds of protest
exist, as set forth in Public Contract Code section 10345.

1. With respect to all otner RFP's, assuming tnat Fiuor Technologv
was & bidder and fiied a timely protest, Fluor has failed to demon-
strate that any of the grounds of protest exist, as set forth in
Public Contract Code section 10345.

11. The Department of Health Servicés properly followed the
procedures specified in subdivision (c) of Public Contract Code
section 10344. T

12. The Department of Health Services correctly applied the standards
for reviewing the format requirements and evaluating the proposals

as specified in the RFP.

It is, therefore, decided that the protest of Fluor Technology, Inc.,

be, and the same is hereby denied.

- .
DATED: \ ,ghéo\ \\, \ . %ik‘

ST /7 //
”7,9 L/ { ' (" —

MICHAEL ‘YELLEYX HEARING omcm
DEPARTMENT OF GENERAL SERVICES/
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DECLARRTION (OF SERVICE BY MAIL

1 am over eighteen years of age, and not a party to the within

entitled action; my buciness address is 21 Capitol Mall, Room £3E,

Sacramento, California. 95814: I served a copv of the attached

STATEMENT OF DECTSION - PROTEST CASE NO. 85-59

on each of the following, by placing same in an envelope(s) addressed as fol]ows:.

Michael T. Kavanaugh, Esq.

McKENNA, CONNER & CUNEO
Attorneys at Law

3435 Wilshire Boulevard
Los Angeles, CA 90010

Ms. Diane R. Smith
FLUOR TECHNOLOGY, INC.
3333 Michelson Drive
Irvine, CA 92714

Mr. Emil J. Parente, President

FLUOR TECHNOLOGY, INC.

ADVANCED TECHNOLOGY DIVISION

3333 Michelson Drive
Irvine, CA 92714

Mr. Ronald L. Frank, Vice President
ECOLOGY & ENVIRONMENT, INC.

195 SUGG RCAD
Buffalo, 1i.V. 14225

Each said envelope was then, on

Mr. R. 0. Brisette, President
CANONIE ENGINEERS, INCORPORATED
1408 North Fremont

Chesterton, Indiana 46304

Mr. Robert E. Yelio, Ph.D., Vice
President

TETRA TECH, INC.

630 North Rosemead Boulevard

Pasadena, CA 91107-2190

Mr. B. G. Hall, Vice President
CH 2M HILL

2200 Powell Street

tmeryville, CA 94608

Mr. Franklin L. Burton, Vice President
METCALF & EDDY, INC.
1029 Corporation Way
Palo Alto, CA 943203
(continued on next page)

JULY 11, 1385

sealed and deposited in the United States Mail at Sacramento. California, the

county in wnich 1 am employed, with the postage thereon fullv prepaid.

-

I decliare .mder penzltv of perjury that the foregoinc is true end

&t Secramento. Caiifornis.

— o~ e , , .
$eeT. Or HEALTH SERVICES

OfF. 2z OF LEGA: SEFMCED
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DECLARATION OF SERVICE BY MAIL

Py X
FEET .-

Mr. Kenneth A. Strom, Associate
DAMZS & MOORE

8925 Folsom Boulevard/Suite M
Sacramento, CA 95826

Mr. A. 7. Ten Broeke, Asst. Vice President

RADIAN CORPORATION
P. 0. Box 9948
Austin, Texas - 78766

Mr. Jim Jdordan

UBE (A Joint Venture)
130 Jessie Street

San Francisco, CA 94105

Theodora F. Simpson, Esq.
Office of Legal Services
Department of Health Services
714/744 P Street

Sacramento, CA 95814
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ATTACHMENT B

Crhange Order lNumber GCne to Canonie's contact added thirtce

mandatory federal contract clauses to that contract. Mandatory
Clause #5 provides that 1if the department orders the contractor
in writing to suspend, delay or interrupt all or any part of the
contract work or if an act of the department or a failure to act
suspends, delays or interrupts contractor's work for an
unreasonable period of time, contractor shall be entitled to "an
adjustment for any increase in the cost of performance [under the
contract] (excluding profit) necessarily caused by such
unreasonable suspension, delay or interruption". The increased
costs must then be reflected in a written contract modification.
A cost adjustment under Clause #5 is precluded if any other
provision of the contract expressly provides for or expressly
precludes an adjustment for any specific increase in cost of
performance. Costs incurred more than twenty days before the
contractor gives written notice of the act or failure to act
involved are not recoverable. Contractor must assert his claim
for a cost adjustment in writing "as soon as practicable after
the termination of such suspension, delay or interruption, but
not later than the date of final payment under the [contract]".*

That same Change Order Number One substituted a new paragraph
15.1 to page 21 of the contract General Terms and Conditions.
That paragraph allows the department to give verbal notice
(confirmed in writing) of a partial or total suspension of work,
it also provides for an increase in "contract price or an
extension of the contract time, or both, directly attributable to
any suspension if he makes a claim and is entitled to an increase
or extension under the terms of this Contract".

Black and Vetch, Radian's subcontractor, reached a determination
that Canonie should not be entitled to any increase in the
contract price for home office overhead associated with
Canonie's delay claim. That conclusion appears to have been
based on the theory that the contract (under General Terms and
Conditions Article 11 at 11.5) contained an unambiguous, express
contract term within the meaning of mandatory Clause #5 and
paragraph 15.1 which clearly excluded any home office expenses as

an item of cost for purposes of pricing a contractor's claim for
adjustment.

The department's legal office reviewed Article 11 in its entirety
and determined that Article 11.3 contract language allowed the
department to pay a contractor's "claim for an increase or
decrease in the contract price" in one of three ways (1)
application of contract unit prices where present (Article
11.3.1); (2) "by mutual acceptance of a lump sum" (Article
11.3.2) or (3) on the basis of determinations made in accordance
with Article 11.4 through 11.8 (see Article 11.3.3). The third
method of pricing described in Article 11.3.3 was not mandatory.
Article 11.5 did not operate as an overall restriction on the
department's ability to use the second method of pricing to reach

*AUDITOR GENERAL NOTE: Because of its length, the copy of.the contragt tha;
the department included in its response has not been reprinted. It is available
for review at the Office of the Auditor General.
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agreement on a mutually acceptable lump sum covering Canonie's
delay claim. Nor did it require disallowance of home office
overhead costs if the department determined that Canonie's cost
and pricing proposal and other factors supported a claim for
increased home office overhead costs.

The department's legal office further concluded that even if the
third method of pricing the adjustment were used (Articles 11.4
through 11.8), Article 11.5 language did not, despite Black and
Vetch's contentions in fact, preclude payment of home office
overhead expenses at all. Rather, Article 11.5 stated that those
items of expense would be considered part of the Contractor's Fee
under Article 11.6 rather than as part of the Cost of Work as
defined in Article 11.5. Since Article 11.6 allowed the
department to compensate the contractor for overhead and profit
(Contractor's Fee) either by a fee based on described percentages
of the various portions of the cost of the work (see Article
11.6.2) or by arriving at a mutually acceptable fixed fee in
negotiations with the contractor (see Article 11.6.1), the legal
office advised that it would be appropriate for the department to
consider home office overhead as an item of increased cost
associated with the delay and attempt to reach agreement on the
fixed amount to be paid. (See attached for relevant contract
provisions.) *

Canonie submitted certified cost and pricing proposal information

in support of its claim. Canonie's attorney advised that the
home office overhead expenses were computed using the "Eichleay
formula". The legal office reviewed the appropriateness of using

the Eichleay formula and, on the basis of independent’ research,

determined that this formula was the formula most frequently used

in construction contracts to price delay claims. (See Government

Contract Changes, Federal Publications Inc., author Ralph C.

Nash, Jr., First Edition and 1981 supplement, chapter 16, "Costs

of Delays Related to Changes", pages 385 through 402 (pages 394-
395 in particular; (attached) see also Eichleay Corp., ASBCA

5183, 690-2 BCA para. 2688, 2 G.C. para. 485.)

Utilization of the Eichleay formula is also consistent with the
concept that, in pricing a delay claim, a contracting officer
must base his/her decision on what constitutes a reasonable
amount for a price adjustment on the best information available
at the time price negotiation is taking place. Actual historical
cost information must be used where available. Projections of
cost are permissible when prospective pricing is necessary.
Canonie provided actual historical cost and projected cost
documentation in support of its Eichleay computation prior to
price negotiation.

We also point out that, on July 8, 1985, a meeting was held
between the EPA Inspector General and department staff regarding
extended office overhead. At that meeting, EPA indicated that
the extended overhead portion of Canonie's delay claim would
gualify for funding under the cooperative agreement if proper
documentation was provided. After the department negotiated a
price for the delay claim with Canonie, the department submitted

*AUDITOR GENERAL NOTE: Because of its length, the copy of the Government Contract
Changes that the department included in its response has not been reprinted. It
is available for review at the Office of the Auditor General.
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the costs to EPA with a request for EPA review. In Septenber of
1985, EPA notified the department that their Inspector General
reviewed the documentation submitted including Canonie's

certified "Cost or Price Summary" and granted approval pending
final contract audit.

In summary, the auditors' reliance on Black and Vetch's contract
interpretation is misplaced. The department stands by its
interpretation of the contract, which has apparently received
approval in principle from the U.S. EPA.

TS:cmw
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CC:

Members of the Legislature

O0ffice of the Governor

O0ffice of the Lieutenant Governor
State Controller

Legislative Analyst

Assembly Office of Research

Senate Office of Research

Assembly Majority/Minority Consultants
Senate Majority/Minority Consultants
Capitol Press Corps






