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EXECUTIVE SUMMARY

PURPOSE

The purpose of this audit was to confirm how much the Department of Transportation
(Department) exceeded its Spending Plan for state fiscal year (SFY) 2019 and identify causes
of the overspending.

As directed by Session Law 2019-251 (Senate Bill 356), the audit scope included budget
adherence by department, division, and highway division; timeliness of federal reimbursement
requests and response to federal inquiries; controls and oversight of divisions and highway
divisions related to cash management, project coordination and delivery, and budget
adherence; efficacy of communication and coordination; and efficacy of cash management for
SFY 2019.

B ACKGROUND

North Carolina General Statute 143B-345 created the Department to provide for the necessary
planning, construction, maintenance, and operation of an integrated statewide transportation
system.

KEY FINDINGS

The Department planned to spend approximately $5.94 billion! in SFY 2019, but exceeded
that amount by $742 million (12.5%) and was in danger of falling below the statutory cash
floor.2 The Department exceeded its Spending Plan because the:

¢ Spending Plan was not based on cost estimates of the specific projects and operations
the Department scheduled for the fiscal year

e Chief Engineer’s Office® did not monitor highway division compliance with the Spending
Plan

¢ Chief Engineer’s Office did not enforce highway division compliance with the Spending
Plan

KEY RECOMMENDATIONS

e The Department should base its Spending Plan on specific projects and operations
scheduled for the fiscal year.

o The Chief Engineer’s Office should formally monitor each highway division’s spending
on a regular basis throughout the fiscal year to ensure that highway divisions don'’t
overspend, particularly for Operations & Maintenance, Preliminary Engineering, and
Disasters.

1 Comprised of the Department’s certified budget ($5.1 billion), amounts planned from GARVEE and Build NC
bond proceeds ($126 million), and an intentional spend down of cash ($670 million).

2 §143C-6-11 requires the Department to maintain a cash balance equal to at least 7.5% of total appropriations
for the current fiscal year.

3 The Chief Engineer oversees and directs the engineering and program activities of the Department’s 14 highway
divisions. The Chief Engineer’s Office consists of the Chief Engineer, the Director of Highway Operations, and
two Deputy Chief Engineers.



EXECUTIVE SUMMARY (CONCLUDED)

e The Chief Engineer's Office should delay contract approvals, implement mid-year
budget reductions, or take other corrective actions whenever highway divisions are
overspending budgeted allocations. The Chief Engineer should consider requiring any
necessary corrections on a quarterly basis.

MATTERS FOR FURTHER CONSIDERATION

e The Legislature should consider requiring a level of oversight for the Highway Fund
and Highway Trust Fund similar to the level of oversight provided for the state’s General
Fund.

e The Legislature should consider requiring the Department to periodically report on
advance construction* for oversight purposes. The outstanding advance construction
balance was $4.8 billions as of January 21, 2020.

4 Advance Construction is a project authorization technique that allows the Federal Highway Administration
(FHWA) to authorize a project without obligating (promise to pay) federal funds.
5 $4,760,287,878.
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AUDITOR’S TRANSMITTAL

The Honorable Roy Cooper, Governor

Members of the North Carolina General Assembly

J. Eric Boyette, Secretary, Department of Transportation
Michael S. Fox, Chairman, Board of Transportation

Ladies and Gentlemen:

We are pleased to submit this performance audit report titted Department of Transportation,
Cash Spending Plan. The audit objective was to confirm how much the Department of
Transportation (Department) exceeded its Spending Plan for state fiscal year 2019 and identify
causes of the overspending.

As directed by Session Law 2019-251 (Senate Bill 356), the audit scope included budget
adherence by department, division, and highway division; timeliness of federal reimbursement
requests and response to federal inquiries; controls and oversight of divisions and highway
divisions related to cash management, project coordination and delivery, and budget
adherence; efficacy of communication and coordination; and efficacy of cash management for
state fiscal year 2019.

The Department of Transportation Secretary, Eric Boyette, reviewed a draft copy of this report.
His written comments are included starting on page 27.

This audit was conducted in accordance with Chapter 147, Article 5A of the North Carolina
General Statutes.

We appreciate the courtesy and cooperation received from management and the employees
of the Department of Transportation during our audit.

Respectfully submitted,

oo A vad

Beth A. Wood, CPA
State Auditor
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Chapter 147, Article 5A of the North Carolina General Statutes, gives the Auditor broad powers to examine all books,
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BACKGROUND

North Carolina General Statute 143B-345 created the Department of Transportation
(Department) to provide for the necessary planning, construction, maintenance, and operation
of an integrated statewide transportation system.

The Department is overseen by a 19-member Board of Transportation. Department operations
are led by the Secretary of Transportation, a member of the Governor’s cabinet.

The Department consists of seven divisions. They are the Division of Motor Vehicles, Division
of Aviation, Division of Bicycle & Pedestrian Transportation, Ferry Division, Public
Transportation Division, Rail Division, and Division of Highways.

Construction and maintenance of the State’s primary and secondary road systems are
managed by the Division of Highways and accounted for in the Department’s Highway Fund
and Highway Trust Fund. The primary revenue sources are motor fuel taxes,® federal funds,’
highway use taxes,® and various fees (including driver license, vehicle title, and vehicle
registration fees, etc.)®

In August 2014, the North Carolina General Assembly passed Session Law 2014-100 requiring
the Department to reduce the combined cash balance of the Highway Fund and the Highway
Trust Fund.

However, the cash balance continued to climb each year from $1.2 billion on June 30, 2014 to
$2.2 billion on June 30, 2017.

To reduce the cash balance, the Department accelerated transportation projects. The
Department reported spending $1.8 billion of the Highway Fund and the Highway Trust Fund
balances from July 2017 through March 2019 to accelerate State Transportation Improvement
Program (STIP) construction, accelerate highway operations and maintenance projects, and
fund disaster relief efforts including snow and ice removal.

Responsible parties discussed in this report include:

Chief Operating Officer (COO) — in addition to other oversight responsibilities, oversees
Fiscal and the high-level operations of the Division of Highways.

Chief Financial Officer (CFO) - oversees the Department’s financial operations, including
accounting operations, cash management, purchasing and support services. Reports to
the COO.

Funds Administration Manager - responsible for the oversight of the Department’s $5.94
billion total spend. Oversight includes executive budget analysis & spending reviews,
fiscally constrained business work plans, program fund optimization, cash management
and innovative financial fiscal guidance. Responsible for funding strategic initiatives, fiscal
analysis, and spending control.

6 $2.09 billion in state fiscal year (SFY) 2019.
7 $1.53 billion in SFY 2019.
8 $849 million in SFY 2019.
9 $978 million in SFY 2019.



B ACKGROUND

Chief Engineer - oversees and directs the engineering and program activities of the
Department’s 14 highway divisions, Transportation Safety & Mobility Division, the Central
Units and the Technical Services Division. Reports to the COO.

Division of Highways - responsible for building and maintaining over 80,159 miles of
highways and 18,540 bridges. Headed by the Chief Engineer’s Office.®

14 Highway Divisions — part of the Division of Highways. Responsible for building and
maintaining state roads and bridges in a defined geographic region. Each of the
14 divisions is led by its own division engineer who is responsible for the management
and oversight of the division.

Financial Planning Committee - a cross-functional team for the purpose of communicating
and coordinating so that projects can be delivered and cash balances can be kept within
targets. The committee consists of the CFO (Chair), COO, Chief Engineer, and other
executives to discuss financial updates, cash model, construction commitments,
preliminary engineering, maintenance, construction letting, etc.

Secretary

Chief Operating
Officer

(CO0)

Chief Financial
Officer Chief Engineer
(CFO)

Funds
Administration
Manager

14 Division
Engineers

Key terms discussed in this report include:

Certified Budget — the budget as enacted by the General Assembly including adjustments
made for (i) distributions to state agencies from statewide reserves appropriated by the
General Assembly, (ii) distributions of reserves appropriated to a specific agency by the
General Assembly, and (iii) organizational or budget changes mandated by the General
Assembly.

10 The Chief Engineer’s Office consists of the Chief Engineer, the Director of Highway Operations, and two Deputy
Chief Engineers.



BACKGROUND

Department’s Spending Plan - This is the total dollars “intended” to be spent by the
Department. The “Spending Plan” is comprised of: current year appropriations certified in
the Department’s budget, cash not spent in prior years, and bond proceeds from planned
sales of NC Build Bonds or GARVEE bonds.
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OBJECTIVE, SCOPE, AND METHODOLOGY

The audit objective was to confirm how much the Department of Transportation (Department)
exceeded its Spending Plan for state fiscal year 2019 and identify causes of the overspending.

As directed by Session Law 2019-251 (Senate Bill 356), the audit scope included budget
adherence! by department, division, and highway division; timeliness of federal reimbursement
requests and response to federal inquiries;? controls and oversight of divisions and highway
divisions related to cash management, project coordination and delivery, and budget
adherence; efficacy of communication and coordination; and efficacy of cash management for
state fiscal year 2019.

To achieve the audit objective, auditors interviewed Department personnel as well as
personnel at the Office of State Budget and Management and the Office of the State Controller.
Auditors reviewed Department policies and procedures, financial information, project
construction schedules, and Department communications including reports, memos, and
emails. Auditors also reviewed state and federal transportation laws relevant to highway
construction and cash management.

Because of the test nature and other inherent limitations of an audit, together with limitations
of any system of internal and management controls, this audit would not necessarily disclose
all performance weaknesses or lack of compliance.

As a basis for evaluating internal control, auditors applied the internal control guidance
contained in professional auditing standards. However, our audit does not provide a basis for
rendering an opinion on internal control, and consequently, we have not issued such an
opinion. See Appendix on page 23 for internal control components and underlying principles
that were significant to our audit objective.

We conducted this performance audit in accordance with generally accepted government
auditing standards. Those standards require that we plan and perform the audit to obtain
sufficient, appropriate evidence to support the findings and conclusions in relation to our audit
objectives. We believe that the evidence obtained provides a reasonable basis for our findings
and conclusions based on our audit objectives.

IWhen evaluating budget adherence, auditors determined that there is no legally adopted budget that accounts
for the Department’s total spending. The Highway Fund and Highway Trust Fund certified budgets only reflect
current year revenue estimates and appropriations and do not reflect the Department’s Spending Plan. The
Department spends significantly more than its certified budget because its Spending Plan includes current year
appropriations, unexpended appropriations accumulated in prior years, and bond proceeds. (See “Matters
for Further Consideration” on page 13)

When evaluating timeliness of federal reimbursement requests and response to federal inquiries, auditors
determined that the Department was submitting weekly reimbursement requests and had requested the maximum
allowable reimbursement each year. Consequently, no additional work was performed for this issue. However,
auditors determined that the Department does not report to the Legislature about a $4.8 billion outstanding
balance that is “potentially” reimbursable to the State. (See “Matters for Further Consideration” on page 16.)
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RESULTS AND CONCLUSIONS

The Department of Transportation (Department) planned to spend approximately $5.94
billion!! in state fiscal year 2019, but exceeded that amount by $742 million (12.5%) and was
in danger of falling below the statutory cash floor.12 The Department exceeded its Spending
Plan because the (1) Spending Plan was not based on cost estimates of the specific projects
and operations the Department scheduled for the fiscal year, (2) Chief Engineer’s Office!? did
not monitor highway division compliance with the Spending Plan, and (3) the Chief Engineer’s
Office did not enforce highway division compliance with the Spending Plan.

11 Comprised of the Department’s certified budget ($5.1 billion), amounts planned from GARVEE and Build NC
bond proceeds ($126 million), and an intentional spend down of cash ($670 million).

12§ 143C-6-11 requires the Department to maintain a cash balance equal to at least 7.5% of total appropriations
for the current fiscal year.

13 The Chief Engineer oversees and directs the engineering and program activities of the Department’s 14 highway
divisions. The Chief Engineer’s Office consists of the Chief Engineer, the Director of Highway Operations, and
two Deputy Chief Engineers.
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FINDING, RECOMMENDATIONS, AND RESPONSES

THE DEPARTMENT EXCEEDED ITS SPENDING PLAN BY $742 MILLION

The Department of Transportation (Department) exceeded its Spending Plan for state fiscal
year (SFY) 2019 by $742 million and was in danger of falling below the statutory cash floor.*

As a result, it became necessary for the Department to lend over $1 billion from the State
Highway Trust Fund to the Highway Fund,*® the North Carolina General Assembly to provide
the Department with approximately $220 million® from the General Fund, and the Department
to delay $144 million'® in payments to contractors.

The Department exceeded its Spending Plan because the:

e Spending Plan was not based on cost estimates of the specific projects and operations
scheduled for the fiscal year

o Chief Engineer’s Office did not monitor highway division compliance with the Spending
Plan

o Chief Engineer’s Office did not enforce highway division compliance with the Spending
Plan

The Department Overspent by $742 Million

The Department planned to spend approximately $5.94 billion’ in SFY 2019, but exceeded
that amount by $742 million (12.5%) as shown in Table 1 below.

Table 1 — SFY 2019 Department Spending vs. Forecast

In millions
Expenditure Category Spending Plan Actual Spending Difference % Difference
Construction?8 $3,310 $3,434 $124 3.7%
Operations & Maintenance® $1,596 $2,174 $578 36.2%
Other Modes20 $364 $438 $74 20.3%
Other2. $671 $637 $(34) )%
Total: $5,941 $6,68322 $742 12.5%

Source: Department SFY 2019 Cash Model Baseline Forecast vs. Actual and auditor analysis. Analysis did not
include determining whether expenses were properly categorized.

14§ 143C-6-11 requires the Department to maintain a cash balance equal to at least 7.5% of total appropriations
for the current fiscal year.

15 According to the Department, the loan would not have been necessary if the Department reclassified planned
federal aid projects as State projects. However, if reclassified, the Department would not have been able to
request federal aid to fund these projects.

16 The Department’s overspend in SFY 2019 resulted in necessary actions taken in SFY 2019 and SFY 2020.

17 Comprised of the Department’s certified budget ($5.1 billion), amounts planned from GARVEE and Build NC
bond proceeds ($126 million), and an intentional spend down of cash ($670 million).

18 Construction expenditures include larger capital projects (over $10 million) that require 4 to 5 years to complete, GARVEE
Expenditures, State Transportation Improvement Projects (STIP), and Right-of-Way (ROW) Expenditures. Map Act
Settlements are included in ROW Expenditures which accounted for only $13 million (10.5%) of the $124 million overage in
Construction.

19 Operations and Maintenance expenditures include contract resurfacing, pavement preservation, bridge replacement, bridge
preservation, roadside environment, general maintenance reserve and disaster funding.

20 Other modes expenditures include public transportation, ferry, railroads, and airports.

2L Other expenditures category includes administration, transfers, state aid to municipalities, debt service, etc.

2 Agrees to 2019 NC Comprehensive Annual Financial Report. However, does not include $4 million of accruals since Table 1
shows spending on a cash basis.
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FINDING, RECOMMENDATIONS, AND RESPONSES

To develop the SFY 2019 Spending Plan, the Chief Financial Officer (CFO) delegated authority
to the Funds Administration Manager (Manager). The Manager developed the Spending Plan
with input from each of the Department’s divisions.

As part of the planning process, the Manager developed a baseline forecast and presented it
to the Financial Planning Committee.?® Forecasts drive the Spending Plan and were developed
for three main areas:

e Revenue
e Construction (includes preliminary engineering)?

e Operations & Maintenance (includes disaster spending)

The forecast methods varied but included use of more sophisticated statistical software for the
revenue forecast and was limited to the use of historical and seasonal data for the Operations
and Maintenance forecast. Additionally, the disaster spending forecast used neither statistical
nor historical data. The same predetermined amount was used for each year.

The SFY 2019 Spending Plan was discussed and finalized during Financial Planning
Committee meetings in July and August 2018.

The Chief Engineer then allocated a portion of the total spending plan to each individual
highway division based on planned projects, historical spending levels, and other factors.

There was no formal documented process for communicating goals, objectives, and
responsibilities for complying with the Spending Plan. According to the CFO, the Chief
Engineer was responsible for communicating to the division engineers of the 14 highway
divisions and ensuring that the plan’s objectives were met.

Procedures for updating, monitoring, and complying with the Department’s Spending Plan
were limited to the following:

e The Manager updated the cash model monthly with actual expenditures and adjusted
forecasts as needed to reflect significant changes (new laws, policy changes, etc.).

e The CFO reviewed daily cash balances and monthly financial statements. He noticed
in November 2018 that the Department may be in danger of falling below the statutory
cash floor and reported his observation. The CFO has no direct authority over highway
division spending. Therefore, the CFO reported it to the Chief Operating Officer (COO),
who has the authority.?®

e The Financial Planning Committee held monthly meetings to discuss the Spending
Plan status. The Committee only makes recommendations. As a body, it had no
authority to make decisions or implement corrective action. However, the COO, CFO,
and Chief Engineer were all committee members.

23 The Financial Planning Committee includes all program directors and the Chief Engineer as members, but not
the Division Engineers of the 14 highway divisions. The Financial Planning Committee meets to discuss updates
on the spending plan, but the Committee does not make decisions about corrective actions.

24 preliminary Engineering includes the efforts required to plan and design a highway project for construction. It
begins when a specific highway project first receives funding authorization for and/or design activities. The
delivery of the construction documents for project letting marks the end of Preliminary Engineering.

25 Both the CFO and the Chief Engineer report to the COO.

7



FINDING, RECOMMENDATIONS, AND RESPONSES

e The 14 individual highway divisions were responsible for monitoring their own spending
plan, made all cash decisions including whether to increase or decrease spending, and
were allowed to spend in excess of allocated amounts by borrowing from the next
year's allocation. The Chief Engineer's Office?® was responsible for providing
oversight and had the authority to stop overspending.

Resulted in Need for Additional Funding

Because the Department exceeded its Spending Plan, the following three actions were
necessary to ensure the Department had adequate funding to continue operations.

First, the Department loaned approximately $865.3%” million from the State Highway Trust
Fund to the Highway Fund during SFY 2019.28

Second, the General Assembly provided the Department with $220 million from the General
Fund in SFY 2019 and SFY 2020 as follows:

e $90 million to cash flow expenditures related to disaster relief

e $64 million as initial funding to establish an emergency reserve to respond to major
disasters

e $36 million for disaster relief and related costs, including Hurricane Dorian

e $30 million to accelerate repayment from the General Fund to the Highway Fund for
economic development costs and Hurricane Florence reimbursements from the Office
of Recovery and Resiliency

Third, the Department delayed nearly $144 million in payments owed to seven contractors in
SFY 20202 to preserve cash and prevent work stoppage due to unavailability of funds. The
Department negotiated a payment schedule with contractors that delayed payments for up to
five months. In return, five of the contractors®® agreed to receive interest payments totaling
nearly $2.4 million.

Caused by Not Basing Spending Plan on Cost of Specific Projects and Operations

The Department exceeded its Spending Plan because it did not ensure that spending
estimates for preliminary engineering and operations and maintenance were based on cost
estimates of the specific projects and operations scheduled for the year. Additionally, the
Department did not use readily available historical spending data to estimate disaster
spending.3!

26 The Chief Engineer’s Office consists of the Chief Engineer, the Director of Highway Operations, and two Deputy
Chief Engineers.

27 $1,140,300,000 as of May 10, 2019. $275 million was loaned in SFY 2018, and $865.3 million was loaned in
SFY 2019. Then in February 2020, the Department requested an additional $100 million loan to the Highway
Fund from the Highway Trust Fund to meet the requirement of SB356.

28 According to the Department, the loan would not have been necessary if the Department reclassified planned
federal aid projects as State projects. However, if reclassified, the Department would not have been able to
request federal aid to fund these projects.

29 Also includes a payment to one contractor owed in May 2019.

30 Two contractors agreed to receive no interest. Of the two, one contractor waived interest of 5% as long as the
Department makes payments in compliance with the delayed payment schedule. The other contractor required
no interest payment.

31 Disaster spending includes snow and ice removal, federally declared disasters (hurricanes, floods, mudslides,
etc.), and non-declared events.

8



FINDING, RECOMMENDATIONS, AND RESPONSES

Preliminary Engineering

The Department did not estimate SFY 2019 spending for preliminary engineering based on
cost estimates of specific projects or operations.

Instead, the Department based preliminary engineering spending estimates entirely on
prior-year spending. Additionally, spending estimates were not updated when additional
projects were planned to begin throughout the year.

In SFY 2019, preliminary engineering accounted for $194 million (94%) of the $207 million
overage in construction spending.®

Operations and Maintenance

The Department did not base the $1.59 billion SFY 2019 operations and maintenance*?
spending plan on actual planned maintenance projects for the year.

Instead, the Department used seasonal spending estimates and 10-year historical averages
to develop the plan. The Chief Engineer’s Office then allocated the statewide funds to the local
highway divisions based on a formula.

Additionally, the Department did not use its own advanced statistical modeling that was readily
available to develop the estimates. The Department has used advanced statistical modeling
to estimate construction expenditures, but has not taken advantage of it for operations and
maintenance.

Because the Department spent $2.17 billion for operations and maintenance in SFY 2019,
spending exceeded the forecast by $578 million.3*

Disaster Spending
The Department did not estimate SFY 2019 disaster spending based on historical spending

information or any other type of available data.

Instead, the Department set-aside the same $50 million for disaster spending as it had for the
last four fiscal years despite actual disaster spending that exceeded the planned spend every
year by at least $28 million.

32 $207 million only accounts for overspending in Preliminary Engineering and Right-of-Way. The Department spent
$83 million under forecast for construction resulting in overall overspend of $124 million for all construction
expenditures.

33 QOperations and maintenance has six program areas: (1) contract resurfacing, (2) pavement preservation,
(3) bridge replacement, (4) bridge preservation, (5) roadside environment, and (6) general maintenance reserve.

34 This amount includes $246 million in disaster overspending discussed in the next section.

9



FINDING, RECOMMENDATIONS, AND RESPONSES

Because the Department spent $296 million for disasters in SFY 2019, spending exceeded the
forecast by $246 million as shown in Table 2 below.

Table 2 — Disaster Spend Forecast vs. Actual

In millions
Fiscal Year Forecasted Amount Actual Spend Eﬁ(r;rézlsmc:fSF%ergtcrst
2015 $50 $78 $28
2016 $50 $86 $36
2017 $50 $200 $150
2018 $50 $171 $121
2019 $50 $296 $246

Source: Department management reports and auditor analysis. Analysis did not include
determining whether expenses were properly categorized.

According to the CFO and Chief Engineer’s Office, the Department was hesitant to plan more
spending in disaster areas because it did not know whether there would be disasters in any
given year. If disasters did not occur, then the money set aside for disasters would not be
available for other priorities.

Yet when disasters occurred, the Department did not adjust its operations and maintenance
forecasted amount and continued to overspend.

Also Caused by Chief Engineer’s Office Not Monitoring Highway Division Spending

The Department also exceeded its Spending Plan because the Chief Engineer’s Office did not
regularly monitor spending within the 14 highway divisions.

While the Chief Engineer’s Office had internal expenditure reports available for monitoring the
highway divisions, it did not use the reports regularly during the fiscal year. The Chief
Engineer’s office approved division contracts greater than $5 million®® but otherwise did not
review or approve any division expenditures.

The Chief Engineer also held monthly in-person operational staff meetings with the 14 Division
Engineers. Budget allocations and overages were occasionally discussed, but they were not
part of the standard agenda.

Instead, the Chief Engineer’s Office provided the full fiscal year’s allocation up-front for each
division and allowed each Division Engineer to manage division spending however they chose.
For example:

e Some divisions ran spending reports every two weeks, others every four weeks, some
at varying frequencies.

35 Auditors did not perform procedures to evaluate the approval process.
10



FINDING, RECOMMENDATIONS, AND RESPONSES

e Some divisions looked at spending as a whole, while others tracked by program or
county (each division is made up of multiple counties). The divisions did not manage
spending by project.

o Each division created its own management report that calculated spending differently.
For example, reports could use varying combinations of unit costs, activity rates, fixed
costs, and project location.

o Divisions had different positions primarily responsible for managing spending. In some
divisions the Division Engineer monitored while in others the Maintenance Engineer or
Business Officer did so.

e Some divisions discussed spending regularly at monthly staff meetings while others
discussed at varying frequencies.

Also Caused by Chief Engineer’s Office Not Enforcing Compliance with Spending Plan

The Department exceeded its Spending Plan in part because the Chief Engineer’s Office did
not enforce highway division compliance with the Spending Plan.

For example, the Chief Engineer’s Office did not reject a division’s contracts waiting to be
executed if the division’s remaining unspent budget allocation was insufficient.

Also, the Chief Engineer’s Office did not implement mid-year budget reductions to slow down
overspending. Instead, the division’s allocation for the next fiscal year was decreased, or
“borrowed against.” However, borrowed allocations were allowed to continue across multiple
fiscal years, reducing the incentive for divisions to stay within the current year’s allocation.

For example, some divisions intentionally let contracts that caused the division to exceed the
current year’s allocation with the expectation that the division’s allocation would be reduced
for the next fiscal year. This borrowing from future years prioritized allowing a project to
proceed versus staying within budget.

Additionally, the Chief Engineer’s Office did not require divisions to delay or terminate any
construction contracts that had already been executed. All contracts included standard
language from NCGS 8143C-6-11 which gave the Department the “right to terminate or
suspend any transportation project contract...if funds will not be available for payment of the
work to be performed during that fiscal year”.

However, the Chief Engineer offered three reasons why delaying or terminating a contract may
not be feasible.

First, a construction contract cannot be immediately stopped; it must reach a “major milestone”
that makes sense for the project (for example, the Department cannot easily or safely stop a
half-completed bridge).

11



FINDING, RECOMMENDATIONS, AND RESPONSES

Second, the Chief Engineer stated that delaying or terminating executed contracts can lead to
additional costs that the Department must pay:

o Costs for materials already fabricated specifically for the project

e Cost of idle labor and equipment that cannot be used on other projects
¢ Increased bonding and insurance costs for delayed projects

o Possible legal fees due to challenges from contractors for unpaid costs

e Costtore-bid the contract if the original contractor cannot accommodate the delayed
timeframe

e Subcontractor concerns when an original subcontractor takes on a different project
during the delay, requiring the contractor to wait until the subcontractor is available or
seek a replacement

Third, the Chief Engineer stated that delaying or terminating contracts increases the risk to the
contractor which may be reflected in higher prices for future contracts.

However, state statute requires that:=®

Transportation Project funds shall be budgeted, expended, and accounted for
on a"cash flow" basis. Pursuant to this end, transportation project contracts shall
be planned and limited so payments due at any time will not exceed the cash
available to pay them. [Emphasis Added]

RECOMMENDATIONS

The Department should base its Spending Plan on cost estimates of specific projects and
operations scheduled for the fiscal year.

The Chief Engineer’s Office should formally monitor each highway division’s spending on a
regular basis throughout the fiscal year to ensure that highway divisions don’t overspend,
particularly for Operations & Maintenance, Preliminary Engineering, and Disasters.

The Chief Engineer's Office should delay contract approvals, implement mid-year budget
reductions, or take other corrective actions whenever highway divisions are overspending
budgeted allocations. The Chief Engineer should consider requiring any necessary corrections
on a quarterly basis.

AGENCY RESPONSE

See page 27 for the Department’s response to this finding.

36§ 143C-6-11(b).
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MATTERS FOR FURTHER CONSIDERATION

1. OVERSIGHT FOR THE HIGHWAY FUNDS SHOULD BE IMPROVED

The Legislature should consider requiring a level of oversight for the Department of
Transportation’s (Department) Highway Fund and Highway Trust Fund similar to the level of
oversight provided for the State’s General Fund®’ agencies.

Currently, oversight of the Department differs significantly from the oversight of other state
agencies in that the:

o Department manages billions of dollars in cash without external controls
o Department does not have a legislatively approved comprehensive spending plan
o Department spending is not adequately monitored

Department Manages Billions of Dollars in Cash Without External Controls

The Department manages billions of dollars in the Highway Fund and Highway Trust Fund
without external controls in place to prevent overspending.

For example, state statute requires the Department to manage cash in the Highway Fund and
Highway Trust Fund so that the balance falls under a targeted cash ceiling (maximum) to
maximize cash financing of transportation projects and stays above a statutorily required
cash floor (minimum) to protect the state’s financial position.3®

In state fiscal year (SFY) 2017, the Department had a cash balance of about $2.2 billion. The
Department planned to accelerate projects and spend down its cash balance below the cash
ceiling.

During SFY 2019, the Department spent its cash balance down to $432 million and was in
danger of falling below the statutory cash floor.
As a result, it became necessary for the:

e Department to lend over $1 billion from the State Highway Trust Fund to the Highway
Fund3®

e North Carolina General Assembly to provide the Department with about $220 million
from the General Fund

e Department to delay $144 million in payments to contractors
The overspending and resulting crisis could not have happened with the State’s General Fund

agencies because the Office of State Budget and Management (State Budget) oversees
General Fund cash management.

37 The General Fund is made up of tax revenues (non-transportation) such as sales tax, individual income tax,
corporate tax, insurance premium tax, and franchise tax. In addition, the general fund includes non-tax revenues
such as income from the State Treasurer’'s investments, fees received from the court system, miscellaneous
fees charged for state services, transfers from the Highway Fund and the Highway Trust Fund, and Medicaid
disproportionate share receipts.

38 The Department is required by § 143C-6-11(f) and (k) to manage transportation spending so that the total cash
remains between a statutorily required floor equal to at least 7.5% of total appropriations for the current fiscal
year and a targeted ceiling equal to between 15%-20% of the total appropriations for the current fiscal year.

39 According to the Department, the loan would not have been necessary if the Department reclassified planned
federal aid projects as State projects. However, if reclassified, the Department would not have been able to
request federal aid to fund these projects.
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MATTERS FOR FURTHER CONSIDERATION

State Budget allots*® cash to General Fund agencies on a monthly or quarterly basis, and then
monitors revenue collections and agency spending. This process enables State Budget to
identify trends and implement budgetary and cash controls with support of the Office of State
Controller (State Controller) to meet the state’s financial obligations and avoid deficit spending.

However, this safety net is not present for the Highway Fund and Highway Trust Fund.

While State Budget monitors to ensure that the Department’s cash remains above the statutory
cash floor, it does not allot or otherwise control the Department’s cash. And the State Controller
simply releases cash at the Department’s request and monitors only to ensure that the
Department’s daily use of cash will not result in a negative cash balance.

Consequently, the Department largely self-manages and self-monitors the billions of dollars
that flow through the Highway Fund and Highway Trust Fund without external budgetary
controls to ensure the State can meet its current and long-term transportation obligations.

Department Does Not Have a Leqgislatively Approved Comprehensive Spending Plan

Unlike other state agencies, the Department’s certified annual budget is not what the
Department spends against throughout the year. Instead, the Department starts with the
legislatively enacted annual appropriation and then adds unspent prior year appropriations,
and bond proceeds to develop a “comprehensive spending plan.”* Neither the General
Assembly, State Budget, nor the State Controller review or approve the Department's
comprehensive spending plan.

As a result, Department spending is significantly greater than the legislatively approved
budget. For example, the Department spent about $1.55 billion (30%) more than the SFY 2019
certified budget as shown in Table 3 below.

Table 3 — SFY 2019 Budget to Actual Expenditures

In millions

Certified | Spending Actual Spend Amount Spent in % Spent in

Fund Budget Plan Excess of Certified Excess of
Budget Certified Budget

Highway Fund $3,593 $3,593 $4,896 $1,303 36%
Highway Trust Fund $1,540 $1,540 $1,791 $251 16%
Intentional Spend Down of Cash $670
Amounts Planned from Bond $126
Proceeds
Total: $5,133 $5,929 $6,68742 $1,554 30%

Source: NC Certified Budgets (BD 307(R)), Department SFY 2019 Cash model Baseline Forecast, and
2019 NC Comprehensive Annual Financial Report

40 North Carolina State Budget Manual, Section 3.7.1 Maintenance of a Balanced Budget, Allotment Process. The
allotment account serves as the control for the requisition of funds and represents the maximum available for the
quarter.

41 Comprised of the Department’s certified budget ($5.1 billion), amounts planned from GARVEE and Build NC
bond proceeds ($126 million), and an intentional spend down of cash ($670 million).

42 Includes $4 million of accruals not included in Table 1, which shows spending on a cash basis.
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MATTERS FOR FURTHER CONSIDERATION

According to the Department, the State Budget Act*® authorizes and necessitates spending
that differs from the certified budget. For example, the Department states that spending will
differ because:

¢ The statute gives the Department the authority to cashflow transportation projects.

e The Department must accelerate and decelerate spending to comply with the cash
balance floor and ceiling.

e The Department spends federal allocations and reimbursements received after the
budget is enacted for transportation projects and declared disasters.

While the additional spending may be within the Department’s authority, the Spending Plan is
established without benefit of legislative review and approval.

By contrast, the certified budget for General Fund agencies represents total planned spending
from all sources, and each agency is required to spend accordingly. Similarly, agencies that
operate outside of the General Fund (referred to as special revenue funds) also have
legislatively enacted budgets that are considered total spending plans.

A legally adopted budget that accounts for the Department’s total authorized spending each
year (current revenues, cash from prior years, and bond sales) would improve the Legislature’s
and State Budget's ability to oversee the Department’s spending.

Department Spending Is Not Adequately Monitored

Budgetary oversight of the Highway Fund and Highway Trust Fund is limited.

The role and function of State Budget includes ensuring that the entire state budget enacted
by the legislature is properly certified and monitored to ensure that appropriations are used
only for the purposes for which they were authorized.

As it does for other state agencies, State Budget certifies the Department’s budget at the start
of each fiscal year.

However, State Budget's ability to monitor budgetary compliance becomes limited as the
Department adds unspent prior year appropriations and bond proceeds to the certified budget
to develop its comprehensive spending plan.

In fact, State Budget says that it has neither the human nor technological resources to
effectively monitor the Highway Fund and Highway Trust Fund because:

o The Department’s multi-year capital projects and unigue authority to spend outside of
the enacted budget make oversight of its budget complex.

e The state’s budgeting and accounting technology does not support monitoring of the
Department’s multi-year capital cash flow processes.

Consequently, State Budget's monitoring is largely dependent on what the Department self-
reports.

43 § 143C-6-11.
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MATTERS FOR FURTHER CONSIDERATION

To improve its ability to monitor transportation funds, State Budget offered the following
recommendations:

e State Budget needs a statistician/economist position to work with the Department’s
cash modeling group to develop a consensus project cash flow forecasting statement.
The statement would allow for comparison of project budget and spending that would
facilitate comprehensive and timely monitoring.

e The consensus five-year project cash flow estimate should be a part of the
Department’s budget request and included in the Governor's and General Assembly’s
budget. This would create transparency in project cash flow requirements during the
budgeting process. The cash flow estimate would allow State Budget to develop a cash
allotment policy to the Department in order to control current fiscal year cash flow
approved for projects.

o Restructure Department budget codes to facilitate an allotment process similar to
general fund agencies and improve budgeting and cash flow reporting by having one
budget code specifically for administrative expenses and one for projects and
maintenance.

e Create an accessible project reserve for the Department to adjust for unexpected
changes in cash flow such as the need to accelerate projects or to account for under
collection of anticipated revenues.

2. $4.8 BILLION ADVANCE CONSTRUCTION BALANCE SHOULD BE REPORTED AND MONITORED

The Legislature should consider requiring the Department of Transportation (Department) to
periodically provide a detailed report on “advance construction” for oversight purposes.

Advance Construction is one of two project authorization techniques that allows for road
construction projects to be financed with Federal-Aid Highway funds, administered by the
Federal Highway Administration (FHWA). However, advance construction allows the FHWA to
authorize a project without obligating [promise to pay] Federal funds”* at the time of
authorization.

Currently, there is no external evaluation of the Department’s advance construction practices
because the Department does not provide a detailed report on its use of advance construction
or on the outstanding advance construction balance, which was $4.8 billion* as of
January 21, 2020.

The Department includes some information about advance construction in its financial
statement schedules and in its State Transportation Improvement Program (STIP) document.
However, there is no single document that provides the Legislature with a discussion of
advance construction (1) benefits, (2) risks, (3) beginning balance, (4) expenditures,
(5) contracted amounts, (6) planned additions, (7) planned conversions, and (8) ending
balance.

44 American Association of State Highway Transportation Officials, Use of Advance Construction in Financing
Transportation Projects, 2011.
45 $4,760,287,878.
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MATTERS FOR FURTHER CONSIDERATION

Advance Construction Uses State Funds to Accelerate Federal-Aid Highway Projects

Every state has access to federal-aid highway funds to finance road construction. States
access federal-aid by asking the FHWA to approve of and obligate (promise to pay) funds to a
project. The state must then incur and pay for project expenditures and apply for
reimbursement.

The federal budget limits the overall annual federal-aid highway program obligation. A portion
of the overall limitation is distributed among the states as formula obligation limitation. This
distribution is the state’s “obligation authority” - the total amount of federal funds that the FHWA
will obligate (promise to pay) for a state’s highway projects in a federal fiscal year. For FY2019,
North Carolina’s obligation authority was $1.1 billion.

If a state does not use all of its obligation authority during a federal fiscal year, the federal
government will redistribute the unused obligation authority to other states after August 1 of
each fiscal year. The August redistribution process ensures that all of the annual obligation
limitation will be used before it expires at the end of the federal fiscal year (September 30).

The FWHA allows states to use federal-aid highway funding in two ways - through the FWHA
traditional financing or through advance construction.

In traditionally financed federal-aid highway projects, the FHWA approves the project and
obligates (promise to pay) federal funds (80% of eligible costs) at the start of the contract. The
Department then begins construction, pays construction costs with state funds, and submits
weekly federal reimbursement requests to FHWA.

However, in advance construction the FHWA only approves a project as being eligible for
federal funding. The FHWA does not obligate (promise to pay) federal funds. The Department
then adds the federal share of eligible costs to the advance construction balance, begins
construction, and pays construction costs with state funds.

At some point in the future (even the same year), the Department can ask the FHWA to convert
the advance construction project to a federal-aid project and to obligate federal funds. The
Department can then request federal reimbursement for the federal share of eligible project
costs up to the obligated amount.

The Department has opted to use advance construction to finance the majority of road
construction projects that it anticipates funding with federal-aid highway funds. According to
the Department, it chose the advance construction financing over traditional to ensure the
Department would be reimbursed the full amount of the state’s allotment annually. The
Department also uses advance construction financing to maximize the amount of additional
obligation authority it can request during the August redistribution process.
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MATTERS FOR FURTHER CONSIDERATION

Chart 1 below shows how the State has increased its use of advance construction from 1997
through 2019.

Chart 1
North Carolina Advance Construction Balance
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Source: 2011 AASHTO “Use of Advance Construction in Financing Transportation Projects” report and FHWA Financial
Management Information System reports from 2011 - present.

While the State’s annual obligation authority is approximately $1.1 billion, the Department has
currently designated $4.8 billion in projects to be built through advance construction. The
balance represents the amount of project costs that the FHWA has approved as being eligible
for federal funding without obligating any federal funds.

Advance Construction Benefits the State

Advance construction provides several benefits to the State including:

Acceleration of state projects —

Advance construction allows states to accelerate projects by removing the limitation
imposed by the state’s obligation authority.

A state’s obligation authority is the total amount of federal funds that the FHWA will
obligate (promise to pay) to a state’s projects in a federal fiscal year. In 2019, North
Carolina’s obligation authority was $1.1 billion.

The obligation authority limits the number of federal-aid highway projects that a state
can start in a year because FHWA must obligate the total amount of funds needed
when it approves a project. Once FHWA has obligated funds equal to a state’s
obligation authority, the state cannot start any more federal-aid highway projects that
federal fiscal year.

But advance construction does not require FHWA to obligate federal funds, so a state
is not limited by its obligation authority and can start more projects during the year.
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MATTERS FOR FURTHER CONSIDERATION

Cash management —

Partial Conversion of Advance Construction (PCAC) can help states manage cash
flow. The American Association of State Highway Transportation Officials (AASHTO)
explains that:#¢

PCAC enables a state to convert an AC project to a Federal-aid project in
stages, based on cash flow requirements and availability of obligation
authority, rather than all at once. Under PCAC, the state converts, obligates,
and receives reimbursement for only a portion of the Federal share of project
costs. This removes any requirement to wait until the full amount of obligation
authority is available, enabling states to begin some projects earlier and
more effectively manage cash flow.

Grant Anticipation Revenue Vehicles (GARVEE bonds) -

Advance construction makes GARVEE bonds feasible. GARVEE bonds are state
debt instruments issued in anticipation of paying principal and interest with future
federal-aid reimbursements.

Advance construction and partial conversion of advance construction allow states to
issue debt, use that debt for highway construction, and then repay the debt with future
federal reimbursements.

However, Advance Construction Also Presents Risks

Advance construction presents risks to the State that should be evaluated and monitored
including:

Advance construction is not a federal obligation -

Although there may be little short-term risk that the federal government will not
reimburse states for expenses, federal statute makes it clear that advance
construction is not a federal obligation. Specifically, federal statute states:*’

An advance construction project shall meet the same requirements and
be processed in the same manner as a regular Federal-aid project,
except,

(1) The FHWA authorization does not constitute any commitment
of Federal funds on the project, and

(2) The FHWA shall not reimburse the State until the project is
converted under 8630.709. [Emphasis Added]

Additionally, federal statute states:*®

The State Department of Transportation may submit a written request to the
FHWA that a project be converted to a regular [traditional] Federal-aid
project at any time provided that sufficient Federal-aid funds and
obligation authority are available. [Emphasis Added]

46 AASHTO, Use Of Advance Construction In Financing Transportation Projects, 2011.
47 23 CFR 630.705(a).
48 23 CFR 630.709(a).
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Because there is no initial obligation of Federal funds for projects approved by the
FHWA for advance construction, there is increased risk in the long-term. For
example:

o Federal funds may not be available for road construction projects estimated
to take several years to build through advance construction. The further into
the future a road construction project is required to take, the greater the risk
that funds may not be available for the completion of the future construction,
leaving the completion to be funded with state moneys.

e Advance construction projects that were initially funded with GARVEE Bonds
with the intent to repay the bonds with federal-aid highway funding are at risk
for federal funding in future years.

The State’'s GARVEE bonds are 15-year term bonds that represent funds
borrowed to pay for advance construction projects with the intent to repay the
debt with federal-aid highway funds. Each year, the Department converts a
portion of the advance construction balance, equal to the principal payment
on the bonds and seeks reimbursement for the principal payment. Because
the bonds are 15-year bonds, future payments could be at risk because the
state cannot predict what the federal government might do or how its funding
policies may change that far in the future.

As of January 21, 2020, the State has issued approximately $1.5 billion*® of
GARVEE bonds to finance projects built through advance construction.
Currently, the Department has not yet billed the federal government for
approximately $706 million of GARVEE expenditures that are eligible for
conversion and billing.

Consequently, the State accepts some risk that reimbursement could be delayed or
even denied if federal funds are not available when the State requests project
conversion and reimbursement. For example, federal funds may not be available in
the event of another recession, stock market failure, or other financial crisis.

The State also accepts the risk that reimbursement could be denied in future years if
the State does not retain documentation to demonstrate compliance with federal-aid
project requirements.

Advance construction can increase the need for cash -

Advance construction allows the Department to accelerate projects by undertaking a
greater number of concurrent federal-aid eligible projects than would otherwise be
possible.

The practice of accelerating federal-aid eligible projects using advance construction
requires the Department to expend additional state funding to cover the costs of these
projects.

The additional expenditure can increase the need for cash in the short term until the
Department can receive federal reimbursement.

49 $1,522,277,709.

20



MATTERS FOR FURTHER CONSIDERATION

For example, the Department’s 2018 financial statements states:

$865,300,000 has been transferred from the Highway Trust Fund to the
Highway Fund to cover increased expenditures resulting from efforts to
accelerate construction projects, particularly projects funded through the
federal advance construction process. [Emphasis Added]

Lack of Advance Construction Details Indicates Need for Better Reporting and
Monitoring

As of the completion of this audit, the Department was not able to provide a breakdown of the
$4.8 billion in advance construction. When asked for a breakdown into how much of the
balance had been spent already, how much has been obligated through contractual
agreements, and how much in projects not yet started, the Department responded:

Of the 1.3 Billion in expenditures, $706,566,464 are GARVEE expenditures that
have been reimbursed to NCDOT by the trustee. We still need to convert the
Advance Construction funding and ask for reimbursement by FHWA over a
15-year span to pay back the Principal to the Trustee.

$604,546,592 is the amount of expenditures spent on PE [preliminary
engineering], ROW [right-of-way] and Construction projects, paid for with state
dollars, and will be reimbursed over time as we convert AC [advance
construction] on the individual projects.

The majority of the $4.8 B balance of advance construction (A/C) was used on
the right-of-way or construction phase of projects. For right-of-way projects,
much of the time and effort is in obtaining appraisals for properties and
negotiating with owners prior to making an offer to purchase. There are signed
contracts with appraisers; however, the majority of right-of-way funding is used
for purchases. There are instances where we have made an offer to purchase,
but have not closed on the property and in those instances, we have created
an obligation to pay. However, to quantify this would require that we review
every proposed property purchase for every project whose right-of-way phase
has been A/C'd. For construction projects, it is safe to assume that we have
entered into a contract (or will be shortly) for all A/C’s projects.

Because of the risks discussed above, the Legislature should consider requiring the
Department to periodically provide the detailed information necessary to monitor and evaluate
advance construction risks.

Additionally, the Legislature should consider requiring the Department to provide a breakdown
of the projects and associated contracts that currently make up the $4.8 billion in advance
construction detailing:

¢ Expenditures that have been paid with state moneys, the date the expenditures were
paid, and the “anticipated” date of reimbursement from the FHWA.
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o Expenditures that have been made and were funded with GARVEE bonds and a
break-down of the outstanding bonds (i.e. amount outstanding, anticipated annual
repayments that will be converted, and end term date of each outstanding bond).

o All other projects with associated contracts/commitments for the which the Department
is obligated along with the years and annual amounts of the commitments. This
information is important if a project has contract commitments that cover future years
as this increases the risk that federal funds may be reduced or, worst case, unavailable
when requested. Consequently, state funds would then have to be used to complete
the project.

Once the Department provides the details of the $4.8 billion advance construction balance, the
Legislature should consider requiring the Office of the State Auditor perform an audit of the
information to verify that the breakdown is complete and accurate so it can be used as the
starting point for future reporting to the Legislature, the Governor, and the Transportation
Board.
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APPENDIX

Internal Control Components and Principles Significant to the Audit Objective

Our audit objective was to confirm how much the Department of Transportation exceeded its
Spending Plan for state fiscal year 2019 and identify causes of the overspending.

Internal control components and underlying principles that were significant to our audit
objective are identified in the table below.

Audit
Objective
Control Environment
1. The oversight body and management should demonstrate a commitment to integrity and
ethical values.
2. The oversight body should oversee the entity’s internal control system.
3. Management should establish an organizational structure, assign responsibility, and X
delegate authority to achieve the entity’s objectives.
4. Management should demonstrate a commitment to recruit, develop, and retain
competent individuals.
5. Management should evaluate performance and hold individuals accountable for their
internal control responsibilities.
Risk Assessment
6. Management should define objectives clearly to enable the identification of risks and X
define risk tolerances.
7. Management should identify, analyze, and respond to risks related to achieving the X
defined objectives.
8. Management should consider the potential for fraud when identifying, analyzing, and
responding to risks.
9. Management should identify, analyze, and respond to significant changes that could
impact the internal control system.
Control Activities
10. Management should design control activities to achieve objectives and respond to X
risks.
11. Management should design the entity’s information system and related control
activities to achieve objectives and respond to risks.
12. Management should implement control activities through policies.
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Information and Communication

13. Management should use quality information to achieve the entity’s objectives. X

14. Management should internally communicate the necessary quality information to X
achieve the entity’s objectives.

15. Management should externally communicate the necessary quality information to
achieve the entity’s objectives.

Monitoring Activities

16. Management should establish and operate monitoring activities to monitor the internal X
control system and evaluate the results.

17. Management should remediate identified internal control deficiencies on a timely basis. X
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STATE AUDITOR’'S RESPONSE

The Office of the State Auditor (OSA) is required to provide additional explanation when an
agency'’s response could potentially cloud an issue, mislead the reader, or inappropriately
minimize the importance of the auditor findings.

Generally Accepted Government Auditing Standards state,

When the audited entity’'s comments are inconsistent or in conflict with the
findings, conclusions, or recommendations in the draft report, or when
planned corrective actions do not adequately address the auditor's
recommendations, the auditors should evaluate the validity of the audited
entity’s comments. If the auditors disagree with the comments, they should
explain in the report their reasons for disagreement.

Oversight for The Highway Funds Should Be Improved

The Department of Transportation’s (Department) response stated that it “strongly supports
transparency and legislative oversight. NCDOT is currently subject to the following annual
audits:

e EAGLE Internal Control Audit
e CAFR Audit

e Single Audit for federal compliance
e Financial Statement Audit”

While the Department is subject to the audits listed, this response could mislead the reader to
believe that these audits would or could have prevented or detected the issues identified in
this audit report or provide the level of additional oversight for the Department’s Highway Funds
this audit report says should be considered. They would not. Each of the audits listed by the
Department has certain objectives, by regulations or auditing standards, and their conclusions
are limited to those objectives only:

EAGLE Internal Control Audit — a self-assessment of internal controls.

CAFR Audit — an audit of select accounts to support an opinion on the financial
position for the State of North Carolina.

Single Audit for federal compliance — an audit of certain federal programs to support
an opinion on compliance with federal rules and regulations at the state level.

Financial Statement Audit — an audit to support an opinion on the Department
prepared financial statements to show the financial position of the Department. This
audit reflects financial position only, there is no opinion or assurance on whether or
not the financial position is good.

Further, audits occur “after the fact” and are never meant to replace management’s
responsibilities for on-going monitoring of agency budgets and spending.

Therefore, the Legislature should consider requiring a level of oversight for the Department’'s

Highway Fund and Highway Trust Fund similar to the level of oversight provided for the State’s
General Fund agencies.
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$4.8 Billion Advance Construction Balance Should Be Reported And Monitored

The Department’s response stated,

To aide in efficient project delivery, NCDOT has been utilizing advanced
construction practices. Beginning 25 years ago, these practices allow the
Department to let projects throughout the whole year. Not only does this
provided stability for contractors and consultants within the private sector, but
also increases federal revenue...

This audit report is not disputing there are benefits to the use of advance construction. The
report very clearly discusses the benefits and risks of the use of advance construction.

Despite the risks, there is no single document that provides the Legislature or anyone else with
a clear discussion of advance construction (1) benefits, (2) risks, (3) beginning balance,
(4) expenditures, (5) contracted amounts, (6) planned additions, (7) planned conversions, and
(8) ending balance.

Therefore, the Legislature should consider requiring the Department to periodically provide the
detailed information necessary to monitor and evaluate advance construction risks. The
Legislature should also consider requiring OSA to audit the information and verify that the
breakdown is complete and accurate so it can be used as the starting point for future reporting
to the Legislature, the Governor, and the Transportation Board.
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STATE OF NO TH CAROLINA
DEPARTMENT OF TRANSPORTATION

Roy COOPER J. ERIC BOYETTE
GOVERNOE SECRETARY
April 30, 2020

The Honorable Beth A Wood, CPA

State Auditor

North Carolina Office of the State Auditor
2 South Salisbury Street

20601 Mail Service Center

Raleigh, NC 27699-0600

RE: Performance Report titled Department of Transportation Cash Spending Plan
Dear Ms. Wood:

As it relates to the audit conducted by your office concerning the Department’s Cash
Spendmg Plan for state fiscal year (SFY) 2019, I would like to thank you for the effort
put forth by you, your staff, and the consultant subject matter experts. The Department of
Transportation has reviewed the report and provides the attached responses to the
findings, recommendations, and matters for consideration.

Thank you for the time and opportunity to review and respond to these findings. Please
contact me if you have any questions regarding DOT’s response to any of the findings
and recommendations.

Sincerely,

DocuSegmed by
n ey 4_.-'
P £ D
D7 3E2RA56ALGE
CEric Boyette
Secretary, Department of Transportation

cc: Robert W. Lewis, Chief Operating Officer

Mailing Address: Telephone: (91%) 707-2800 Locartion:
NC DEPARTMENT OF TRAMSPORTATION Fax: (919) 7339150 1 SOUTH WILMINGTON STREET
OFFICE OF THE SECRETARY Customer Service: 1-877-368-4968 BAILEIGH NC 27601

1501 MAIL SERVICE CENTER

RALFIGH, NC 27699-1501 Website: nedat.zov
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Response to Performance Report - Department of Transportation Cash Spending Plan

Introduction

The General Assembly, through General Statutes, and the Secretary’s Confirmation
Hearing in 2017, directed the Department to reduce its cash balance. The cash balance is
the product of unexpended funds in numerous budget accounts from previous spending
years’ appropriations, Figure 1. Due in part to slow project delivery during SFY 2017,
NCDOT established spending targets that were higher than the budget appropriations to
spend the cash balance. This continued through SFY 2018 and SFY 2019. Knowing the
iumportance of reliable forecasts when establishing fiscal year target spending plans,
NCDOT used 1ts cash modeling tool to provide predicted cash balances for each month
over several years. This tool forecasted expenditures using construction expenditures
from multi-year contracts and historical expenditure rates for specific programs within the
funding categories of Operations & Mamtenance and Preliminary Engineering. In
addition to expenditure forecasts, the cash modeling tool incorporates the revenue
forecast to predict cash balances.

o F¥19 negative cash variance was a shift versus a pattern of increasing cash variances
= ‘Jariance as % of budgel

NCDOT cash balance wariance from forecast, FY 2009-2019
3, Millions

20

175
13
10 . B as 2] A 10
554 Waxinum
5 4% /-/ range of
f\w cash
()5
a

VA e

o remain
_4%, within

5 targat
- band
-10 o -10
FYDs F¥10 Frl Fri2 FY13 Fy14 F¥15 FY18 FY17 F¥1a Frig

Figure 1: NCDOT s Cash Balance Variance from Forecast

The Department continues to refine 1ts cash forecast tool to enhance its accuracy. The
unpredictably of storms, in frequency and impact, 15 difficult to model. Certain spending
programs, disaster and storm spending, do not have the same predictability that they had
prior to SFY 2017. Since SFY 2017, NCDOT’s response to storms has been at
unprecedented frequencies and costs. Because storms are unpredictable and of the lack of
budget appropriations for storms, storm response could not be included in the spend plan.
This resulted in unbudgeted expenditures. To compensate for this moving forward in FY
2020 the department reduced the spend targets below budget appropriations in efforts to
improve the cost balance.
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Response to Performance Report - Department of Transportation Cash Spending Plan

Finding 1 Part A:

Spending Flan was not based on cost estimates of the specific projects and operations the
Department scheduled for the fiscal year

Recommendation:

The Department should base its Spending Plan on specific projects and operations
scheduled for the fiscal year.

Agency Response

The Department agrees with the State Auditor’s finding and recommendation listed
above.

NCDOT used historical expenditure rates for programs within Operations & Maintenance
and Preliminary Engineering, not on a per project basis. Recognizing the need for further
accuracy, WCDOT began creating and refining project-level and road system level
forecast modeling tools to validate the spending plan on a monthly basis in each program
for Operations & Maintenance, Figure 2. The modeling effort for these programs began
in March of 2019 and is ongoing. Compared to the construction/contracted modeling tool,
there are many differences that will require further refining to achieve good statistical
accuracy. Operations and Maintenance spending on General Maintenance Reserve
(GMR) contams thousands of projects within the system level that are reacting to
conditions within the system that are continuously changing, making it nearly impossible
to predict on an activity level.
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Figure 2: Project-level Expenditure Forecast Model. including Operation and Maintenance Projects and
Programs
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Response to Performance Report - Department of Transporiation Cash Spending Plan

Finding 1 Part B:

Chief Engineer’s Office did not monitor highway division compliance with the Spending
Plan

Recommendation:

The Chief Engineer’s Office should formally monitor each highway division’s spending on a
regular basis throughout the fiscal year to ensure that highway divisions don 't overspend,
particularly for Operations & Maintenance, Preliminary Engineering, and Disasters.

Agency Response

The Department agrees with the State Auditor’s finding and recommendation listed
above.

To align with spending targets, the 14 Highway Divisions are submitting quarterly
expenditure forecasts, beginning December of 2019 and continues. All projects and
programs, to the detail of the project/system/WBS element level, are mmcluded. This
allows both the Chief Engineer’s Office and respective Highway Division Engineer to
compare and monitor actual spending versus the forecasted spending plan. Each Highway
Division Engineer is able to view their respective Division’s spend plan dashboard.
Figure 3, to aide in more frequent monitoring of expenditures by program and adjust
accordingly.
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Figure 3: NCDOT Division of Highways Spend Plan Dashboard - Statewide View

30



RESPONSE FROM DEPARTMENT OF TRANSPORTATION

Response to Performance Report - Depariment of Transportation Cash Spending Plan

In November of 2019, the Chief Engineer’s Office began monitoring Preliminary
Engineering (PE) expenditures on a weekly basis. The aforementioned project-level
projections provided by the Highway Divisions are compared to the actual PE
expenditures in the Preliminary Engineering Dashboard, Figure 4, and is resulting in
better comumunication between the Highway Divisions, Technical Services, and the
consulting engineers working on the projects.
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Figure 4: NCDOT Preliminary Engineering Dashboard

The audit states (p. 9) “The Department did not estimate SFY 2019 disaster spending
based on historical spending information or any other type of data.” The budget of $50M
was presumed an appropriate disaster spending estimate as it was based on historical
storm expenditures (averaged $66M per year through SFY 2016) and federal
reimbursements to NCDOT over the same time period which averaged approximately
$17M per year. Beginning in SFY 2017, storm expenditures unexpectedly increased to an
average of $222M per year through SFY 2019, Figure 5.

Cumulative Ave. Annual Cumulative Avg. Annual A]l]lll.ﬂ]]';’
Spend Spend Spend Spend -

$ 300,861,306 23.143.177  $ 398272125 § 132757375 $ 109.614.198

- FY 2004 - 2016 FY 2017 - 2019
Increase

W[ ET G Y § 566943620 0§ 43611048 2§ 268424883 2§ 80474961 $ 45863913

§ 867.804,926 § 66,754,225 § 666,697,008 § 222,232,336 § 155,478,111

Figure 5: Historic Disaster Expenditures
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The $50M budget estimate for disaster spending was not enough to cover the SFY 2017-
2019 storm expenditures. As North Carolina was experienced a historically
unprecedented increase in storm activity, the Department also experienced a decrease in
the GMR appropriation from the General Assembly, Figure 6. The SFY 2018/2019
biennium budget for GMR returned to similar levels of SFY 1992/1993 (not shown). This
resulted in the department having to make a choice to either work on disasters, perform
maintenance activities often related to safety, or spend more funds than were allocated.

Biennium GMR Appropriations vs Storm Expenditures
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Figure 6: Biennium GMR Appropriations compared to Storm Expenditures

As one of the six programs under Operations & Maintenance, GMR. appropriations are
not only used to support storm responses but also support the expenditures of all routine
road and bridge maintenance. Figure 7 shows a selection of only some activities included
in GMR outside of storm response.
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Activity Amnnual Cost

Shoulder/Ditch £ 60,000,000
Pavement Repair $  45.000.000
Removal of Hazards $ 20,000,000
Traffic Devices $  50.000.000
Barrier/Guardrail $ 17.000.000
Pipe Installation / Replacement / Repairs $ 72.000.000
Office Engineer / Inspection / Assessment $ 50,000,000
Incident Mangement Assistance Program $ 7,000,000
Unpaved Roadway Maintenance § 13,500,000
Electricity for Signals and Roadway Lighting $ 7,000,000

Total  $350,500,000

Figure 7: Selection of non-Storm Response GMR activities and their
historical annual costs

The increased expenditures on storm response represent an increasing share of the
declining GMR appropriations, Figure 8. This figure is a modified chart from Table 3-
“Disaster Spend Forecast vs Actual” i the audit report (p. 10) to include the GMR
appropriation decline.

Fiscal Year Actual Spend GMR Appropriation
$ 350 78 $ 449

2015 5
2016 $ 30 5 86 $ 451
2017 $ 30 § 200 $ 468
2018 $ 50 § 1M $ 285
2019 $ 350 $ 296 $ 309
Figure 8: Disaster Spend Forecast vs Actnal vs declining GMR Appropriations
Note: This Figure 1s a supplement to Table 3- “Disaster Spend Forecast vs Actual” on page

10 of the Performance Report titled Department of Transportation Cash Spending Plan

To reduce overspend in GMRE, NCDOT has taken steps including: limiting expenditures
on non-safety related maintenance activities and repairs from storm damage. Storms from
2018 to present have left the Department with approximately 350 storm sites awaiting
repaitrs and 75 road closures, Figure 9.
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¢ Storm Damage Sites Not Fully Repaired (as of 4/27/2020)
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Figure 9: Storm Damage Sites awaiting repair

The Department will continue to reduce overall expenditures but an increase mn GMR.
appropriations 1s required before NCDOT can increase the disaster spending budget.

Session Law 2019-251 created a Transportation Emergency Reserve that will assist in
increased storm activity going forward. The Department will continue to analyze all
available data to identify trends and improve forecasts in this area and will utilize the
emergency reserve, as necessary. However, the emergency reserve requures a pay back at
the beginning of each SFY, which comes from Department funds.
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Finding 1 Part C:

Chief Engineer’s Office did not enforce highway division compliance with the Spending
Plan

Recommendation:

The Chief Engineer’s Office should delay contract approvals, implement mid-year budget
reductions, or take other corrective actions whenever highway divisions are overspending
budgeted allocations. The Chief Engineer should consider requiring any necessary
corrections on a quarterly basis.

Agency Response

The Department agrees with the State Auditor’s finding and recommendation listed
above.

As mentioned previously, as of December 2019, the Highway Divisions are required to
produce quarterly reports for the Chief Engineer’s Office of anticipated expenditures at
the project/WBS element level These expenditure estimates are uploaded into the
Department’s Spend Plan Dashboard and used to compare project-level expenditures with
spending targets, Figure 10, allowing the Chief Engineer’s Office to make corrections
throughout the year and improve the oversight of the Highway Divisions.
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Figure 10: Comparison of Project-level Planned Expenditures to Actual Expenditures by Month in Spend

Plan Dashboard
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The Chief Engineer’s Office continues to review anticipated expenditure amounts within
each program and adjust any anticipated contract lettings as necessary to prevent potential
overspending across all programs. The challenge of this task 15 that the Department has
existing contracts where the monthly expendifures can span up to three fiscal years.
Allocations for maintenance and operations programs have historically been on an annual
basis but starting SFY 2020, the 14 Highway Divisions receives a 6-month allocation.
This allows the Chief Engineer’s Office flexibility to adjust for the second half of the
fiscal year based on available revenue and expenditure forecasts. This allows the
Department to adjust but does not solve the overall funding 1ssues. The Session Law
2019-251 allows the Department to spread the disaster expenditures across more
programs other than GMR but does not solve the funding 1s5ue.

Estimated Date for Implementing

All the recommendations are currently implemented, except for adjusting the disaster
budget. Session Law 2019-251 requires the Transportation Emergency Reserve to be
effective m SFY 2021. Additionally, the Department, and specifically the Chief
Engineer’s Office, continues to refine processes to manage the funding provided while at
the same time building and maintamming North Carolina’s valuable transportation assets.
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AMatters for Consideration (MEC):

The Legislature should consider requiring a level of oversight for the Highway Fund and
Highway Trust Fund similar to the level of oversight provided for the state’s General Fund.

The Legislature should consider requiring the Department to periodically report on advance
construction for oversight purposes. The outstanding advance construction balance was
$4.8M billion as of January 21, 2020.

Agency Response to Matters for Consideration

The department strongly supports transparency and legislative oversight NCDOT is
currently subject to the following annual audits:

« EAGLE Internal Control Audit
« CAFR Audit
e Single Audit for federal compliance

+ Financial Statement Audit

In addition, the Department provides numerous reports, per legislation. Included is a
weekly cash report sumilar to the General Fund Cash Watch provided by the Office of the
State Controller (OSC).

To aide in efficient project delivery, NCDOT has been utilizing advanced construction
practices. Beginning 25 years ago, these practices allow the Department to let projects
throughout the whole year. Not only does this provided stability for contractors and
consultants within the private sector, but also increases federal revenue, Figure 11.
Figure 12 shows the advance construction balances for all states.
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Figure 11: NCDOT Federal Revenues per year, demonstrating increased revenues due to Advance
Construction Authorization
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Figure 12: Advance Construction Balances of States
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Conclusion

The audit highlights the complexity of the Department’s financial and accounting
systems. This performance report only examines SFY 2019, without the benefits of
incorporating historical budgets and operations. The Auditor’s recommendations have
been or are currently being incorporated into NCDOT with the exception of increasing
the budget for disasters within GME. Without an increase in appropriation for GMR,
increasing the disaster budget would have severe impacts on other Highway Fund

programs.
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ORDERING INFORMATION

COPIES OF THIS REPORT MAY BE OBTAINED BY CONTACTING:

Office of the State Auditor
State of North Carolina
2 South Salisbury Street
20601 Mail Service Center
Raleigh, North Carolina 27699-0600

Telephone: 919-807-7500
Facsimile: 919-807-7647
Internet: https://www.auditor.nc.qov

To report alleged incidents of fraud, waste or abuse in state government contact the
Office of the State Auditor Fraud Hotline: 1-800-730-8477
or download our free app.

https://itunes.apple.com/us/app/nc-state-auditor-hotline/id567315745

For additional information, contact the
North Carolina Office of the State Auditor at 919-807-7666.

NCHOSA

The Taxpayers’ Watchdog

This audit required 2,780 hours of auditor effort at an approximate cost of $289,120. The cost of the specialist's effort was
$90,625. As a result, the total cost of this audit was $379,745.
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