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To: Doug Applc, General Manapq\,

From: Tino Hemandcz. Charrmr$\D

Date: October 9, 200E

Re: Audil Cohmitlee Findings and ICO InvesliBatjon ofNYCHA s CM^luild Program

Thi goxrd is in rtceipi of thc ScptEmbcr li, 2008 Mcmorurdum ("OlG
Malorandum") issucd by th. Inspcctor General ro,rcEming its invesligalion of NYCHA'S
CM,Euild Program. A copy of lhe OIG MemorandurD is atulexed for your reference.

As the OIG Memorandum makes clear. NyCHA s Audit Committee. Intemal Audit
Depa.trnent and the OIC have all idenlified serjous and recurring deficiencies in th. manag€ment
of lh€ 9apital Progratn's Construction Management Buiid Program ('CM Build Proglam") iD
lerms ofboth financial accoun(ability and regulatory compliance. These findings of sig1ificant
d€ficiencics have a dircct snd advcrse impact on NYCHA'S financial statemcnts a-nd on its
curront and future ability to preserve its physical inFastnrcture.

The Board acknowtcdges dat Senior Managemenr in both the Capttdl and Finance
Progrims has taken c€rtain steps lo mrrect the deficren.ies idenljfied by the vanous audits ard
iDveslrgations undenaken by the Intemal Audit Departmenl, OIG and llUD. In fact, w. wer€
pleased to see that twelve ofthe tbinern CM Build projects bid in 2007'08 were \rithin 20% of
their cost estimates, representing a decr€ase from prior years. Nevertheless, thes€ st€ps, though
commendable, have yct to ad€quately address ail of thc aignificant deficiencies identified in the
OIG Memorandum.

As we drscussed in the Capira,l BoBrd bnefinB cn SepterDbcr 23, 2008, thr Bodd
remarns concemed about these deficiencies and accordingly, directs you, as the Gcneral



Manager, to ensure lhat the Capilal Projects Division fuLly implemenl the following
recomn1enclatlons.

. You are lo finallze procedurcs fbr oversrglt of lhe CM Build Program by December 15.
A draft manual ofsuch proccdures dated S.ptcmber 3, 2008 has already becn circulat€d.
Please ensure that the appropriate departments have also rcviewed the procedures to
ensur9 compliance with all applicable legal, regulatory and program requifemenh

- Procedures fol oversigbt musl require that appropriatc staff fully docum€nt end
rccord all transaclions to €nsur€ that the r€quircd audit trail€xits for all transactions.

- Procedures for oversight must require that all staffbe compliant with all r€gulations
and financial reporting requtrements and that supervisors be held accounlable for

. 
farlure lo comply with such regulations and requirements

. Eallier this year. Louie Ru€da, Deputy Ccncral, reorganized the Capital Projects
Division. By Deceinber 15, 2008, you are to pmvide the Board with an organizational
chart that identifies all €mployecs (at all levels) who are responsible for monitoring the
aclivities of each CoDslruction Manager and lheir sub-contactors. The organizational
chan should also includc a detailed dsscription of the roler and rcsponsibilities of slaff
In addilion, you are !o provide a step-br-step description of thc process and
documentation requir€d to establish cost estimates, approval of task orders, approval of
change orders, and any other financial kansaction related to thc CM Build Program.

. By January 15, 2008, you are to provide ihe Board with ao assessment ofthe costs which
should be recoup€d Fom ConstructioD Manag.rs and/or slb-confactors.

The Board emphasjzed that r€forms must be implemented without further delay and that
staffat all levels shall be held accountable. The Board will be mectiog witr you and your
senior staff a minimum of €very otfier month to review your progress in ca.rying ou! the
Board's instnrctions.

Earl Ardrews, Board Member
Margarita lrpez, Board Member
Roben McSweeney, lrspector Genera.l
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TGO II{ITSTIGATION OF NYCEA'S CI'BUILD PROGRAM

The followiDg is a surlrnery of recommendations madc by I'IYCHA'S Audit Deparheot r.rrd
Committee ss well ss ihe furdfuBs and recommendations of ar1 investiSation conducted by the
lnspector Gencral's Offic.€ ("Ico"); initidted irr Mslch 200?, rcgsrding NycttA's $780 triiliorl
cMiilButld prdgafll, lncludliig orsructlorr prcJdc& $rndad ovcr tte prst rhrse j,ees by tlrE t3oo
thiUioo bood offed!8. My collcagues and I woutd be happy to mcet witb you at your e{rliest
convenieflce to discuss these findirgs and racommeidalioN.

Summary ofAudit CornE ttee.!d IGO's FirdiDgs

l. NYCIIA's Audil Departdent atrd Audit Crrnmittee identided a number of idemal
corkol wealdlessos and conrnunicated strong coDcens about those deficiencies to sedor
malragement in mid-2005 qnd again in early 2006.

' o^ M^y 31, 2005, vice Chaiman alrd Audit coiDmittee Chairman Andrewr sont
s me4orandulo to Cbairman Hemsndez indicating that the Audit Corrunittee hod
dilected the Audit Departrne[t to assess intemal coDtrols regarding expeditures
i.r the CN,l/Build progmm, aDd c-ornmunicated thc Audit CororDittee's concem that
supcrvisory procedures "hav€ yet to be finalized" that arc 'baramount to achieve
adequaie and consisient coltrol ofcapital construction activities particulatly those
conducted by our CM-/Builders."

. Audit reports issued on August 3 ard lt, 2005 idestifred cooccms rc8arding
hsufficient validatioD of change oider paynents; a significa[t petcgotage (44%)
of audited contracts that werg awardcd basod on fewer than three subcontrlcter
bids; and tlre wide disparily belween CM firms' estirDates and contracl c4sLd.

Rob€.t J. Llcsw..n.y, I n!p.c(or G.n.r.l . tryCHA Oficr 6lrho lnsF.ror Gor...l.25O Bro.dway, NY, nY rO00t, R@m2!OO
relopho.o {212J 30c.3357 Far (212} jo6.6,t& Is@rr€hr.irc.9ov



t The Audit CorDnitte€ dirccted the Audit DeDartment tb conduct an audit of CM
firms'cost estimqtes as a follow-up to the Augusl 31,2005 repod. The Auolt
Department's January 23, 2006 report concluded that: CM firms' documentation
lacked sufficient detail to validate the accuracy of ajly ofthe four cost cstimates
auditedi tle Capital Projects Division ("CPD") siFificantly relied on CM firms'
cost eslimstes; and the.o were no written guidelines for third-party veriflcation of
cost esl nales,

' As a rcsult of those findings, the Audit Committee intervlewed CPD s(alf on
February 3, 2006 and le€rned that CPD'S cost estimates used for bond-firnded
CMlBuild projects were sigdiGcantly outdated end that CPD lacked the necessary
procedures and inlemal conkols to validate CM firms' cost estimates. The Audit
Committee's concems continued promptilg them to send an additional memo to
Chairftan Hemandez oo Fobruary 8, 2006, which corrununicated the need for
clesr ard complete procedures to ma.nage tlie Cl.,l/Build program, as well as its
conclusiot that there were "material deficiencies" in proc€dures relating to
evaluating CM firms' cost estimates and subcontraclors'bids.

' As a result of Vice Chdirman Andrews' memotandum of Felruary 8, 2006,
Chairman Hemandez sent a memorandum to GM Apple on Feiluary 22, 2006
directing him to "establish a corroctive action plan." On or about March 3, 2006,
a correclive action plan was submitted to the Board that was itrtended to "take a
Aesh look at IIYCHA'S inte.rnal controls, to assess its risk offraud, and to make
chang$ wherc needed to reducc the organiztion's overall exposure," including
' fioalizing lhe draft procedures" relaring to : "Cqqsdmadng Procedurg;"
'R9qqqliltssldggj!-E timates for lid Analysis n;ffi6d?-fi6;3'i6T fia; '
ss well es formalizing u@
aBd do,cume4llranagejnenl. As a result, new standardized forms were intrcduc€d
a;A?;fits 6e;;d-e-5y C-PD ro ib draR CMlBuild procedures manual requiring
uso ofan esc€lation factor for A/E estimates that are more than twelve months old.

-) Getrerally, thc IGO'S invesligation found no docum€nted use of an escalatlon
factor and few reconciliations of pre-bid cost estimate varianc€s in the 39 bond-

( funded projects, even thos-e plepared ih 2008. Over two and a halfyears later, the
,iK draft procedures menual still has not beer finalized, inctuding those related to cost

estmates.

' A July 20. 2006 Audit Departrnenl report, sent to th€ Audit Conuniflec on
+ October 2, 2006 regarding CM/Build cost estimates in the firsl quarter of 2006,

once again called for "executive ma.nag€ment attention" and the need for "more
accurate cost estjmates by CNtBuilders;" the need to increase bid responses, wr!n
more than half of thc bids audited having less than tluee bids; and the need for
CPD involvement in CM firms' negotiations with subcontractors on bids. Tlose
concems were reitetated in a January 31, 2007 Audit Department report on CM 7
firm Tetra Tech's contracts which found that the CM firm's cost estimates, in /
three of the six contracts awarded, were substantially lower than the bids and l*
contracts awarded, and that payments to the CM firm for slaffing expenses were I
made wilhout an approved staffing plan. J



2.

' Notwithstanding repeated Audit Departrnenl findings calling for corrective actron
and concems colununicrted by thc'Audrt Cornmittee, sigrJficant internal control
dpficiencres persisted drough 2007 and 2008. Audits ofchange oders approved
i@geliades/Hudsor Meridian and
approved &om May 2007 to August 2007 for PMS detailed in the Audit

. DeparEnent's reports issued on SepterDber 19, 2001 and February l, 2008
respectively, found "significant deficiencies and management coDtrol weaknesses
tlat undermine the confidence that l.lYCHA is getling the most ressoDablc pnce
for work." The Audit Departnent found that cven "cursory revicws" of changc

. orders were not documented,

CPD generally has not conducted contemporaneous ind€peodent cost estim8tes of
Clvr8uild consfucdon pmjects to vaiidat€ construction cosk over the past four ycars.

. In many instances, tbere have been multimillion-dollar differeoc€s between
NYCHA'S cost cstimales, lhe r€latrd CM {irms' cost cslimatcs and the

*- constnrction . contTact costs; and for many there is no documented
I reconciliation.

* CM firms negotiated numelrous sole-bid conkacts; five of lhem todling ove.
$55 mil l ion.

Citb generally has not conducted audits prior to the appioval of chaoge orders to validste
thc additionai construction exp€nses, totaling ovcr $l? miilion p6id to contmctors over
thg past four ye€rs.

3.

. Thc reorganization ofCPD in 2004 eliminated the pr€-spprovsl audit tunction
conducted by the Qlality and Cost Control Unit and replaccd that lmportant
intemal control mechanism with a "cu$ory review" of proposed change
ordels.

. The IGO investigation also was unable to document the validily of scope
change costs due to a lack ofdocumeotation.

f' CPD intends to begb detailed validaiion ofchange order proposals by January

I 2009 Approval to 6ll all necessary staffpositions has met with unanticipated
L delayq according to C PD managemenl.

4. CPD's supervision ofCM,tsuild projects har been ioadequate over the pdst four years and,
?rs noted above, a detailed procedures manual for the admiristration of the CMEuild
Program bsJ nol been frnalized. A nDmber of CPD slaff testified thai the envuonrnenl
creat€d by DCM Farto was one where they vere encourag€d to take a "hands-off'
approach to supervising CM fr-rms. (Farro, on advice of counsel, refused to voluntarily
cooperale with lhis invcstigation )



' A numbcr of CPD staff testified that the lack of supervisioo, Sene.ally
cntailing only wcckly construction si{e visitr during 2004 - 2006, resulted iD
CM 6rms using inexperienced staff to supervise subcontraclo$ and poor
@nstruction quality on many projects.

t* 
' Poor construction and site conditions were documented tequently by

Opcrations' Tcchaical Services Departmeflt, norwithstaoding paym€nt olCM
firms'stafftng fees costing ifYCHA ov€r $57 million to-date.

' Scverai CPD senior slaff members restilied rboul a lack of sufficieflt
resoulces, training and technical skills within their staff to adequately
supervisc C[tBuitd consEuction prolects. CPD managcmcni acknowledges
liat, as of September 2008, staff haining has been inadequate and will be an
on-going focus ofitr attention.

' CPD intcnds to finsliz€ its procedttres manual by December 2008, and the
section perfaining to cost estimation orocedurcs bv the end ofSeDte|nber.*-___--___-__a^\z _

5. In 2005, approval liom HUD for. a $300 million bo[d offering was conditioned on
I'IYCHA usinS those procecds to complete a ruidimurn of !00 scheduled projecls; mosl
relBting to exterior brick ard roofing repsin- IIYCHA published a "Pcrformance
Outcofte Schedule' as paft of the offering's Ofhcial Stetemcnt that projected lhc
complctioD of 100 Eonstructjon projects ard abeed to a quarlerly timctabl? ofobligation
and expenditqre targets with associatcd penalties for noncoopliance.

. CPD'S cost estimrtes for bond-funded projects were sigrrilicantly outdated.
Many were two to thlcc yerrs old: ona was ten years old; and many werc
taken from budget projections based on prelimin!ry walk-through fi€ld
surveys.

' Rather than furd 154 planned projects, or the guarsnteed minimufl of 100, lhe
bond proceeds will finance only 39 projects.

' Although sedior matragement knew in 2005 lhal the CM firms' cost estimates
aod subcontftctors' bids would continue to be significintly higher than CPD's
outdated cost eslimates, estimatcs were nol adequately refteshed lo
sufficiently validale the CM firms' cost estimates and change orders fron
2005 rhrouqh 2008.

6. GM Apple hired DGM Rueda in June 2006 and implemented several initiativc! to
improvc Supervision ofconsklction projecls and lheir costs, two years afler the launci of' the CM,tsuild proglam.

. Rueda testified that he was surprised to find on his arrival al IIYCHA lhe
absgnce of full-time supervision ofCM firms as is done at DDC, his previous



enployer, and so by February 200? they implemelted fuli-time on-site CpD
sopervision ofCM 6rms' and their subcontractors.

In September 2006, Rueda initiatcd detailed reviews and n€gotiation of CM
firms' sraffing plans used to establish the fee NyCHA paid for CM
supervision. According to Rueda, just two of thcse reeiews saved NYCHA
$700,000 in CM srafing fccs.

They identified a process for the .econciliation of pre-bid cosl cstjmrte
variances. However, thc IGO'S investigation fouod that the remnciliation
proccss has nol been ufilized consisteDtlyby CpD stafl

Rueda initiarcd a Borougl"bssed organizational rcaligndent in January 2008,
and-created a Technicol Support program Unit responsible for change order

For new CM,/Eluild rask ordcrs, NYCHA plans to have CM finns conp€te for
ttle task orders. and thcy have expandcd thc soliljtarion of subconlrartors.
biddine.

qualjty assursrce, cosr-estimating and manngemeni of close-ours. Howcvq
ve implementatlon of rqafly of

t
Suhmsry ofAudit CoDrnlttec and IGO's RecoEmendations

-,,1. lrnplement effective supeNisory and
7 up-to-date cost estimates; validatior

tecords maflagement.

cosFcontrol moa$ures to ensurer indep€ndent and
and negotiatron of change orders; and appropriate

\lt 
2. Ensurc intcmal supervisory and cost-contoi meassrcs have been ftrlly-iFplemsnlcd ,ndY auditcd to confim tieir effectiveness bcfore lhe second bond offcring proceeds.

Hire an irdependeDt coDltruclior consDliant to audil CMlBuild contracts anal relatett
chat8e orders fioln 2004 to 2008, as well as CM firms' staffing plans, ro idenlify any
recoupment Fom CM firms tbatNYCHA might be advised to pursue.

Lasl month ].IYCHA agreed to retain Ernst & yorurg in response to its audit Obrerwr@n
and Recomd:endotion thal ,,the Authority should co-nsider a rhorough review of its CM
Build functions possibly through the asiistance of an indepenaien( construction firm or
personnel with consfuction audit cxpertise as di$cussed with the Audit Commiflce and
management-" That review should include particular focus on MCttA's rndepcnd.nt
cost estimate validation. change order negotiatioo and bid soliciration proceduics. 6
addrtion, the Emst & young coosultants should report quarrerly to the ICO thc surus of
its review and NYCHA's progless over the nexr year.
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