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Forward

At the beginning of the 76th Legidature, the Honorable James E. “Pete’ Laney, Speaker of the
Texas House of Representatives, gppointed five members to the House Committee on General
Investigating. The committee membership included the following members: Pete P. Gdlego, Chairman;
D.R. “Tom” Uher, Vice-Chairman; and members. Joe Crabb, Craig Eiland, and Terry Kedl.

During the interim, the Committee was assgned four charges by the Spesker:

1. Invedtigate dlegations of excessive use of crowns and other aggressive denta procedures by
certain providersin the Medicaid program.

2. Invedtigate recent actions of the State Board of Education relaing to its management of the
Permanent School Fund.

3. Review the security resources available to protect state employees and state buildings.

4. Review the program and processes by which disabled workers are afforded priority in certain
date procurements, including the roles of the General Services Commission, the Council for
Purchasing from People with Disabilities, and the Texas Industries for the Blind and
Handi capped.

The Committee has completed its hearings and investigations and issues the report that follows.
The members of the Committee have adopted and approved all of the recommendations with the noted

exception.

Finaly, the Committee wishes to express appreciation to al who contributed their time and effort
for the betterment of the state of Texas. Particular thanks are due to Roger Ferris and Martha McCabe
of the State Auditor’s Office for their work on the Committee’ s behdf.
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Excessive Use of Certain Dental Procedures
in the Medicaid Program

INTRODUCTION

The House Committee on Generd Investigating conducted an interim investigation on excessive
use of dainless sted crowns and other aggressive dental procedures by certain providersinthe Medicaid
program. During this investigation, the Committee did find some evidence of fraud in the Texas Hedlth
Steps (THSteps) Dental Services Program. Various procedures and certain billing codes offer providers
the chance to defraud the denta program without fear of punishment or repercussion. While the Texas
Department of Hedth (TDH), the Hedlth and Human Services Commission (HHSC), and the Nationd
Heritage Insurance Company (NHIC) al have controls in place to detect potentia provider abusesin the
THSteps program, thereisard uctanceto adequately investigate, prosecute and punish abusive providers.

The Texas Hedth Steps Dental Services Program is extremely important to the children of Texas.
One of the biggest criticisms of Medicaid and a hurdle in increasing funding for socia programs like
Medicad is the existence of fraud in any form. While abusive providers are aminority of the providersin
the dental Medicaid system, any amount of fraud is unacceptable. It isimperative that HHSC and TDH
do a better job of minimizing the opportunity for providers to abuse the system.

The idess and recommendations set forth herein are intended to diminate opportunities for
providers to abuse the sysem. The Committee's god is to improve the Medicaid program, ensure
appropriate and quality care for children in the Medicaid program, make the program éttractive to new
providers so that more children can ultimately be treated, and ensure citizens that their tax dollars are not
being spent on unnecessary, fraudulent, or frivolous clams. To that end, the agencies responsible for the
implementation of the Medicaid program should immediately adopt the policy recommendations contained
herein.

The Committee would like to express its gratitude to the Texas Department of Hedlth, the Hedlth
and Human Services Commission, and the Nationa Heritage Insurance Company for their courtesy and
cooperation throughout thisinvestigation.

ROLES AND RESPONSBILITIES

Three entities are responsible for the management, implementation, and oversight of the denta
Medicad system in Texas. the Hedth and Human Services Commission (HHSC), the Texas Department
of Hedth (TDH), and the Nationd Heritage Insurance Company (NHIC).

The Hedlth and Human Services Commission isdesignated the Single state agency responsiblefor
the Medicaid program. Within HHSC, the State Medicaid Director administers the Medicaid program.
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HHSC isthe primary point of contact with the federa government. It establishes policy directionsfor the
Medicaid program and has find gpprova of adl Medicaid policies, rules, reimbursement rates, and
operations of other state agencies contracted to operate the Medicaid program.*

Within HHSC, the Office of Investigationsand Enforcement (OIE) isresponsiblefor the detection,
investigation, and prevention of fraud, abuse, or waste in health and human services programs. If fraud or
abuse is identified, OIE may recoup funds paid to providers, assess civil monetary pendties, exclude a
provider from the Medicaid program and/or cancel the provider’s contract. OIE also refers casesto the
Office of the Attorney Generd for crimina and civil action.?

The TexasDepartment of Hedlth (TDH) operatesthe TexasHedth Steps Dental ServicesProgram
according to applicable state and federd laws, Medicaid policies and procedures, standards established
by the Texas State Board of Denta Examiners (SBDE), and guidelines set forth by the American Dentd
Association and the American Academy of Pediatric Dentistry. TDH aso manages and adminigters the
contract with the Medicaid claims processor, the Nationa Heritage Insurance Company (NHIC).?

The Nationa Heritage Insurance Company (NHIC) isthe State’ s agent for operating portions of
the State’s Medicaid program within the purview of the Texas Department of Hedlth. While NHIC
participates in some policy discussons, TDH ultimately determines policies and directs NHIC on how to
implement those palicies a the operationa level. The areas of operation delegated by TDH to NHIC are
st forthin the claims administrator contract between NHIC and TDH. NHIC processes and adjudicates
most dams for Texas Medicaid programs including the THSteps program.  In addition to its processing
duties, NHIC works with Medicaid providers through seminars and publications. NHIC aso conducts
inditutiona cost audits, utilization review activities and manages payment recoveries from third parties.
NHIC aso maintains afederaly certified Medicaid management information sysem (“MMIS’).*

SCOPE
The Texas Hedth Steps Dentd Services Program is gpproximately a $135 Million program that

serves gpproximately 600,000 children through approximately 3,000 dental providers. Exact figures
regarding total expenditures and participation rates are given below.

State Fiscal Dollars Available for the THSteps Total Expenditures for the
Year Program THSteps Program
1997 $128,998,171.00 $125,158,915.26
1998 $129,980,602.00 $129,971,233.00
1999 $137,861,839.00 $133,884,961.00

Total expendituresfor the Texas Health Steps Dental Services Program
in state fiscal years 1997, 1998 and 1999°
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State Fiscal Children Age 1- Children Eligible for the Children Receiving at Least 1 Participation
Year 20 THSteps Program Dental Service Rate
1997 5,987,796 1,687,968 642,027 38%
1998 6,083,134 1,616,564 620,468 38%
1999 6,173,479 1,583,039 596,141 38%

Participation Ratesin the Texas Health Steps Dental Program by Children Age 1-20
for State Fiscal Years 1997, 1998 and 1999°
State Fiscal Year Licensed Dentists Dentists Participating in Participation Rate
in Texas the THSteps Program
1997 8,509 2,794 33%
1998 9,314 2,919 31%
1999 8,901 3,032 34%

Participation Rate by Texas Dentistsin the Texas Health Steps Dental Program
for State Fiscal Years 1997, 1998 and 1999’

STAINLESS STEEL CROWNS

When tregting a tooth with signs of decay, most pediatric dentists agree that treatment options
include gpplication of aresn or amagam filling, or the gpplication of a Sainless sed crown. Medicad
reimburses between $25.00 and $50.00 per filling, and $68.75 per sainless steel crown. Some members
of the dental community arguethat Sainlesssted crownsare more cost-effectivethan amagamfilings. The
argument is that amagam filings frequently have to be replaced before the primary (baby) tooth falls out,
whereas stainless stedl crowns amost dways stay in place for the life of the tooth. Rather than pay
between $25.00 and $50.00 two or three times, some dentists argue that it makes more economic sense
to pay $68.75 only once.

Reimbursement for stainless stedl crowns represents a sgnificant portion of the entire budget for
the THSteps Program. The exact figuresfor total expenditures on stainless sted crowns are given below.

State Fiscal Year Total Expenditures for Stainless Number of Times the Stainless Steel Crown Billing
Steel Crowns Code Was Paid
1997 $17,250,820.25 250,719
1998 $16,616,358.67 241,582
1999 $15,017,100.45 218,142

Total Expendituresfor Stainless Steel Crownsin State Fiscal Years 1997, 1998 and 1999°
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The following chart illustrates how providersin Texas place stainless sted crowns with
much greater frequency than providersin other comparable states.

State % Stainless Steel Crowns
Cdlifornia 19.84 %
Florida 16.64 %
Michigan 11.01 %
Pennsylvania 25.94 %
Texas 56.49 %

Per cent of Stainless Steel Crowns Related to Amalgam Fillings Placed on Primary Teeth
Based on Data from the Fourth Quarter of Fiscal Year 1998°

The Committee takes no pogition on whether stainless stedl crowns or amagam filings represent
abetter or worse restorative treetment. However, it is disturbing that the use of these crownswould lag
50 far behind in other states. The Committee is unable to find an adequate explanation for thisvariationin
different states use of dainlesssted crowns, particularly if they represent asuperior restorative trestment.

Some witnesses suggested that Texas placed so many more stainless steel crownsthan other states
because providersin Texaswereusing crownsasapreventivetreatment. However, thisisinconsstent with
Medicad rules. Medicaid rules alow reimbursement to providers only for procedures that are medicaly
necessary. The TexasDepartment of Hedl th and the Hedl th and Human Services Commisson must comply
withfederd laws and regulations. In accordance with Medicaid regulations, stainless sted crowns should
only be used when medicaly necessary.

Even more disturbing than the statistics above were the anecdotal examplesof excessve dainless
stedl crowns placed on children where the crowns were not justified. Witnesses tetified that in certain
ingtances certain providers would unnecessarily place multiple crowns in one Stting. In some instances
these crowns were placed on children without either parenta knowledge or consent. One witness
recounted astory of achild going to adentist only to return homewith amouth full of sainlesssted crowns.
The child was subjected to taunts of “metal mouth” at school and could not eat hot or cold foods.

Particularly troubling was the testimony from one witness regarding different standards of record
keeping and documentation by providers for Medicaid and privately insured children. Children should
receive auniform standard of care regardless of their pay status. This standard should not vary based on
whether Medicaid or private insuranceis paying for dental services. Requiring providersto document the
need for any stainless sed crown will minimize the excessve use of unnecessarily placed dainless sed
crowns. The documentation should bein theform of x-rays or any other method which clearly showsthe
need for the placement of sainless sed crowns. The Texas Department of Hedth and the Hedth and
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Human Services Commission should immediately indtitute apolicy that requires providersto document the
need for any stainless stedd crown before that crown is placed.
DOCUMENTATION AND RECORD KEEPING

Documentation and record keeping with regard to dental charts and x-rays has been a recurring
theme throughout this investigation. The Committee heard repested testimony from former investigators
who suggested that it is easy to perpetrate fraud in the Medicaid system (especidly in the use of Sainless
steel crowns) by keeping bad records or no records at al.

The Committeeheard testimony from former investigatorswho suggested thet someprovidershave
a double standard with regard to record keeping: one standard for private pay children, and a second
standard for children using Medicaid. According to oneformer investigator, the dentd filesfor private pay
kids of some providers contained pristine sets of dl-inclusive records while the Medicaid records of those
same providers contained subgtantially less documentation.  All children should be afforded a basic,
minimum standard of care that includes comparable documentation and record keeping.

The adoption of aminimum standard of documentation and record kegping would sgnificantly aid
investigators investigating potential abusers. The Texas Department of Hedlth and the Health and Human
Services Commission should work with and enlist the assi stance of the Board of Dental Examinersto adopt
aminimum standard of documentation and record keeping that gpplies equdly to al patients, regardless
of their pay dtatus.

HOSPITALIZATION, GENERAL ANESTHESA,
AND THE 15-POINT SYSTEM

Denta providers may claim a $75.00 fee if a patient requires hospitaization for dental services.
The $75.00 hospitdization fee provides a financid incentive for unscrupulous providers to provide a
potentialy unnecessary service. Though hospitdization may be required in extreme cases, Texas children
are being hospitalized at too high arate. Too many children are being exposed to unnecessary risk through
hospitdization for denta procedures.

TDH spends more than $1 Million each fiscal year rembursing providers for hospitd cdls. The
exact figures for expenditures on hospita calls are given below.

State Fiscal Year Total Expenditures for Hospital Calls Number of Times the Hospital Call Code
was Paid
1997 $1,296,397.00 17,323
1998 $1,297,859.59 17,320
1999 $1,164,941.44 15,512

Total Expendituresfor Hospital Callsfor State Fiscal Years 1997, 1998 and 19990
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Texasis hospitdizing children a a much greater frequency than other dates. For example, only
332 childrenin the entire state of 11linois were goproved for hospitdization for dental treatment in 1998.*
That same year, the hospita cal billing codewas paid 17,320 timesin Texas, asthe chart above indicates.

The Texas Department of Hedlth and the Hedlth and Human Services Commission should reduce
the $75.00 feefor hospitalization and redi stribute the fundsinto the other most commonly billed procedures.

One of the mogt significant problemsin the dentd Medicaid program isthe 15-point sysem. The
15-point systemisthe criteriaused by providersfor determining whether generd anesthesiais gppropriate
for certain denta procedures. If the patient reaches the 15-point threshold, the provider is authorized to
use generd anesthesiain providing the patient with dental services. Different points are given based onthe
age of the patient, the trestment requirements, behavior, and additiona factors.'?

The lack of objectivity in the 15-point system renders the system meaningless. If a provider
determines that a patient exhibits“ definitely negative’ behavior and has* limited accessto dentd care,” the
provider may justifigbly hospitdize the patient and perform the dental procedures. There is no uniform
definition gpplicable to either of these terms. Thus, the 15-point scale is extremely subjective and is
incongstently gpplied throughout the state. Furthermore, whether achild has*limited accessto dentd care”
seems wholly unrelated to the issue of whether hospitdization and generd anesthesia are warranted.
Hospitdization and generd anesthesia should be used only for serious cases requiring such trestment.

The Texas Depatment of Hedth and the Hedth and Human Services Commission should
immediatdly replace the 15-point system with a more objective, comprehensive and redigtic system for
determining the medica necessity for hospitalization and general anesthesia

BEHAVIOR MANAGEMENT

As the Committee investigated the excessive use of stainless stedl crowns, other issues surfaced
regarding questionable costs in the Medicaid sysiem. One of these questionable costs is the behavior
management fee. Dentd providers can claim a$50.00 fee for “behavior management.” Again, thereisno
uniform definition of behavior management. The tota expenditures for behavior management are given
below.

State Fiscal Total Expenditures for Behavior
Year Management
1997 $2,307,732.31
1998 $3,273,088.72
1999 $3,839,681.51

Total Expendituresfor Behavior Management for State Fiscal Y ears 1997, 1998 and 1999+
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Most privateinsurersdo not reimburse providersfor thisservice, and medica doctorsdo not have
the option of claming this fee either. However, in both state fiscal year 1998 and 1999, the top billing
dentist for the behavior management fee billed this code gpproximately 1,890 timeseach year and waspaid
approximately $95,000 each year just for managing behavior.*

No adequate explanation regarding any kind of oversight or accountability for this fee was ever
given by the Texas Department of Hedlth or the Health and Human Services Commission. It iscommon
sensethat some children will requirealittle moretime and attention than others. Some patientswill be more
difficult, while otherswill be rdatively smpleto trest. Thisisinherent not only in dentistry, but in al hedlth
care professions. Providers should not have the ahility to arbitrarily claim a $50.00 fee for a completely
subjective determination, particularly when there is no accountability. Thisfeeis an open opportunity for
some dental practitionersto pad their dental claimswithout fear of repercusson. To minimizetherisk that
some providers will take advantage of the system, an objective criteriafor behavior management must be
developed if the fee continues in existence.

In the event that no objective criteria are established, the Texas Department of Hedlth and the
Hedth and Human Services Commission should immediately diminate the $50.00 behavior management
fee and redigtribute the funds into other commonly billed procedures for which there is documentation,
oversght, accountability, and an objective set of criteria

NUTRITIONAL CONSULTATION

Providers may now clam a $15.00 fee for providing “nutritiona consultation.” A nutritiond
consultation consists of aprovider giving advice that is above and beyond the basic dental hygiene advice
given to most patients. The accountability and oversight for thisfeeisdubious. Thetota expendituresfor
nutritiona consultation are given below.

State Fiscal Year Total Expenditures for
Nutritional Consultation
1997 $96,591.55
1998 $169,378.25
1999 $151,272.75

Total Expendituresfor Nutritional Consultation for State Fiscal Years 1997, 1998 and 1999'°

TDH and HHSC have no way of knowing whether these services are legitimate, justified, or even
being performed. Again, thisfee represents an open opportunity for some dental practitionersto pad their
denta claims without fear of repercussion.

The Texas Department of Hedth and the Hedth and Human Services Commisson should
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immediatey diminate the $15.00 nutritiona consultation fee and redigtribute the funds into other more
commonly billed procedures for which there is documentation, oversight, accountability, and an objective
et of criteria

INVESTIGATION AND ENFORCEMENT

Over the past few years, HHSC hastaken amuch morelax sancewith regard to investigating and
prosecuting cases of fraud and recouping errant payments. In the past Sx years there have been only 19
cases of fraud requiring prosecution in a $135 Million program where 3,000 providers serve 600,000
children each year. The chart below indicates that over the past Six years HHSC has referred only 19
cases to the Attorney Generd’ s Office for prosecution.

State Fiscal Number of cases referred to the AG
Year by HHSC's OIE
1994 1
1995 3
1996 8
1997 2
1998 1
1999 4

Number of Dental Cases Referred to the Attorney General’s Office by
the Health and Human Service Commission’s Office of I nvestigations and Enfor cement (Ol E)16

Asthe chart aboveindicates, HHSC averagesjust over three casesreferred to the AG’ s office per
year. However, investigators formerly employed by the Attorney Generd’s Office and the Nationd
Heritage Insurance Company testified that there should be no trouble making one good case a month.

The Health and Human Service Commission’s Office of Investigations and Enforcement (OIE)
recouped only $439,704 in errant paymentsin state fisca year 1999. That same office had an individud
case in the early 1990's that yielded a single recoupment of $518,906. This single case yielded more
money than the total dollars recouped in al of 1999.Y7

Given the technology and information available to the HHSC's Office of Investigations and
Enforcement, both the number of casesreferred for prosecution and the tota dollars recouped by HHSC
should be sgnificantly higher. The HHSC implemented the Medicaid Fraud and Abuse Detection System
(MFADYS) in December 1997 to andyze Medicaid clams data for suspected cases of fraud and abuse.
MFADS isasystem that uses sophigticated neurd network technology to identify abusesin the Medicaid
program. Thisinformation is available to the OIE for further investigation.

The Hedth and Human Services Commisson must wak a very fine line. On one hand, the
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Commissionmust makethe Medicaid program more attractiveto providers so more children will ultimately
be served. Thisisespecidly truegiventherecent decisoninFrew v. Gilbert, 109 F. Supp. 2d 579 (E.D.
Tex. 2000). On the other hand, the Commission must aso ensure that no provider abuses the system. It
must vigoroudy and diligently flush out fraud, identify fraudulent providers, removethem from the program,
and recoup any and dl payments madein error.

The MFADS utilized by the Hedth and Human Services Commission givesthe Commisson dl the
information necessary to efficiently and effectively identify and prosecute potential abusersin the provider
community. However, the Health and Human services Commission must refocus effortsto eiminate fraud
from the dentd Medicaid program. The Commission should adopt a zero tolerance policy toward fraud
and aggressively investigate and prosecute any provider who abuses the system. The Hedlth and Human
Services Commission should resumethe practice of randomly auditing providers, especidly thoseproviders
whose Medicaid hilling activities are excessive or fdl outsde the reasonable billing expectations with the

respective peer groups.

AGENCY RELATION3HIPS

A problematic aspect of thedental Medicaid systemistheintertwining repongbilities of the Texas
Depatment of Hedlth, the Health and Human Services Commission, and the Nationd Heritage Insurance
Company. These entities must do a better job of coordinating among themsaves to more effectively and
effidently administer the dental Medicaid program. Due to overlapping responsibilities, each entity needs
to improve its cooperative working relaionship with the other agencies involved in implementing the
Medicad program.

For example, the State Auditor released a July 2000 audit which criticized the Texas Department
of Hedlth for not holding National Heritage Insurance Company accountable for processng Medicaid
clams accurately, for enrolling providers properly, or for completing a new Medicaid Management
Information System on time.  Better working relationships among these entities could have potentialy
prevented some of these findings. The Texas Department of Hedth, the Health and Human Services
Commission, and the Nationa Heritage Insurance Company must do a better job of communicating and
coordinating their adminigtration and implementation of the dentd Medicaid program.

REIMBURSEMENT RATES
While the issue of Medicad reimbursements rates do not fal within the parameters of this

investigation, the Committeerecommendsthat the 77th L egidature closely examinethereimbursement rates
paid by Medicaid to dentd providers, especidly for the most commonly billed denta procedures.

SUMMARY OF RECOMMENDATIONS
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The Texas Depatment of Hedth and the Hedth and Human Services Commission should
immediately comply with federa laws and regulations. In accordance with Medicaid regulations,
danless sted crowns should only be used when medicaly necessary.

The Texas Depatment of Hedth and the Hedth and Human Services Commission should
immediatdy indtitute apolicy requiring providersto document the need for any sainlesssted crown
before that crown is placed.

The Texas Department of Health and the Hedlth and Human Services Commission should work
with and enlist the assistance of the Board of Dental Examiners to adopt a minimum standard of
documentationand record keeping that appliesequally to dl patients, regardless of their pay status.

The Texas Department of Hedlth and the Hedlth and Human Services Commission should reduce
the $75.00 fee for hogpitdization and redigtribute the funds into the other most commonly billed
procedures.

The Texas Depatment of Hedth and the Hedth and Human Services Commission should
immediatdy replace the 15-point system with a more objective, comprehensive, and redigtic
system for determining the medical necessity for hospitaization and generd anesthesa

The Texas Department of Hedth and the Hedth and Human Services Commission should
immediately diminate the $50.00 behavior management fee and redistribute the funds into other
commonly hilled procedures for which there is documentation, oversight, accountability, and an
objective set of criteria

The Texas Depatment of Hedth and the Hedth and Human Services Commission should
immediately eliminate the $15.00 nutritiona consultation fee and redistribute the funds into other
more commonly billed proceduresfor which there is documentation, oversight, accountability, and
an objective st of criteria

The Hedlth and Human Services Commission needs to refocusiits efforts to diminate fraud from
the dental Medicaid program. The Commission should adopt azero tolerance policy toward fraud
and aggressively investigate and prosecute any provider who abuses the syssem. The Hedlth and
Human Services Commisson should resumethe practiceof randomly auditing providers, especidly
those providerswhose Medicaid billing activities are excessive or fal outside their respective peer

groups.

The Texas Department of Hedlth, the Hedlth and Human Services Commission, and the Nationd
Heritage Insurance Company must do a better job of communicating and coordinating their
adminigration and implementation of the dental Medicaid program.

The 77th Legidature should closely examine the reimbursement rates paid by Medicaid to denta
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providers, especialy for the most commonly billed dental procedures.
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| nvestigate Recent Actions of the State Board of Education Relating
to the Management of the Per manent School Fund

EXECUTIVE SUMMARY

The assatsof the Permanent School Fund (PSF), now worth approximately $22 billion, havegrown
impressvey in recent years. Nonetheless, the House Committee on Generd Investigating has found
evidence suggesting, at aminimum, that the appearance of a conflict of interest affects the State Board of
Education’s (SBOE) decisions on consultant and money manager salection, asset dlocation, and broker-
deder digihility requirements. Thefact that financid rdaionshipsinvolving informd advisorsto the Chair,
the Vice Chair and another member of the SBOE' s standing Committee on School Finance/Permanent
School Fund (School Finance/PSF Committee) have been undisclosed haslimited the full SBOE s ahility
to safeguard itsdecisonsfrom influence by self-interest. Thesereationshipsand decisonscal into question
the SBOE' sahility to manage the PSF with the ordinary prudence required by the Texas Condtitution. This
iseroding public trust in one of the mgor investing entities of the State of Texas.

Managing this large investing entity is a complex task. Moreover, securities trades often occur
many steps removed from public view. Tracing previoudy-undisclosed financia transactions has been
chdlenging. ThisReport triesto explain eventsclearly. At times, however, the very complexity of the public
investment arena has camouflaged potentiad sdf-dedling. Explaining complex transactionsin Smpleterms
has been a greet chalenge.

Despite the challenges presented by the complexity of securities trading and the fact that severd
individuals disclosed detallsof their financid relationshipsonly pursuant to subpoena, the House Committee
on Generd Investigating has been able to identify what can appear to be private rewards for public
influence. These suggest that some fund management decisions have beenaffected by private partieswith
interests in conflict with those of the PSF:

. Perhaps starting as early as 1998, an important PSF consultant has transferred at least $60,000
to theinformal advisor (the Austin advisor) of the Chair and Vice Chair of the School Finance/PSF
Committee and the Austin advisor’ s business partner.

. Accordingtoan Interna Revenue Service (IRS) Form 1099, abusinesscontrolled by the President
of the broker-deder receiving the largest share of commissions under the SBOE's Higtoricaly
Underutilized Business policy (the San Antonio HUB) paid $28,000 to the informal advisor (the
San Antonio advisor) of a School Finance/PSF Committee member in 1999.

. In 1999 and 2000, a broker-deder (the Subsidiary), of which the Austin advisor is a 49 percent
owner, received about $183,000 asthe result of afee-gplitting arrangement with the San Antonio
HUB. The Subsidiary performed no financid services, yet continues to receive 60 percent of dl
fees and commissions that two-thirds of the PSF' s nine externa managers trading in equities are
paying to another broker-dealer securing PSF securities execution services.
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. The SBOE'’ sEthics Policy, amended effective April 2, 2000, appearsto apply to some, if not all,
of these transactions. None of the transactions described here, however, were made public until
the House Committee on Generd Investigating began work on the Interim Charge.

The House Committee found that, despite a clear Legidative mandate to protect the PSF against
conflicts of interest!, amgjority of the members of the SBOE are failing to safeguard one of the State's
magjor investing entitiesagaingt theinfluence of sdf-interested outside parties. Asaconsequence, theHouse
Committee found instances in which the SBOE has failed, and continues to fail, to manage the PSF with
the ordinary prudence that the Texas Congtitution requires.

INTRODUCTION

The SBOE and its members have drawn the attention of Members of the Legidature and the
statewide press, raising questions about how the SBOE is managing the PSF.  As a result, the House
Committee on Generd Investigating was asked to review recent SBOE actions rdating to its management
of the PSF.

The House Committee on Generd Investigating heard testimony from 15 invited and subpoenaed
witnesses? It received voluminous documents produced voluntarily and under subpoena. It heard
tetimony from four members of the SBOE's Committee on School Finance/PSF that makes
recommendations on asset management decisions to the full SBOE.

Additionaly, the House Committee heard from the Austin advisor to the Chair and Vice Chair of
the School Finance/PSF Committee, from the Austin advisor’ s business partner, from the President of the
San Antonio HUB, and from the PSF' s Evauation Consultant. At the House Committee' s request, the
State Auditor’s Office (the SAO) interviewed another School Finance/PSF Committee member, as well
ashisinformd advisor, referred to asthe San Antonio advisor. Taken together, theinformation reved sthat
some SBOE members, especialy amgjority of membersof its School Finance/PSF Committee, continue
to dlow factors other than the efficient and prudent management of the PSF to influence their decisions.®

This Report describes the roles of SBOE members and standing committees, informa advisors,
PSF gtaff and the PSF sconsultants, money managersand “ downstream” broker-dedlersand other entities
inmanaging the PSF. It reviewsthe evidence presented in testimony and documents. Findly, it recommends
actions to address weaknesses in the SBOE's management of the PSF.
MANAGING THE PERMANENT SCHOOL FUND
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STATE SUPPORT OF PUBLIC EDUCATION

Since 1840, Texas has supported public education with public resources.* The SBOE is one of
severd inditutions the Legidature and the voters have used over the years to manage those resources and
set education policy.® Financing Texas public education depends in part on efficiently increasing the
principa vaue of the PSF.° Income generated by PSF assets contributes over five percent of state public
education funding.”

PSF management is a congtitutiona as well as a statutory function of the SBOE.2 In 1995, the
L egidature curtailed the education policy-making powers of the SBOE.® The SBOE continues, however,
to have sole condtitutiona authority to manage the PSF.X° Operationa responsibility for managing PSF
invesmentsis divided among the SBOE and one of its three standing committees, the staff of the PSF, and
externd consultants and money managers.

THE STATE BOARD OF EDUCATION

The Legidature and the voters have changed the SBOE from an €l ected entity to an gppointed one
and back to an elected body since 1984. It has 15 members.'* The SBOE’ sfive-member standing School
Finance/PSF Committee oversees management of the PSF.12 Based on the public record, the testimony
of four PSF Committee members and a statement from the fifth member, it gppearsthat, in recent years,
the full SBOE hasfrequently adopted School Finance/PSF Committee recommendations, at times despite
concerns and dternatives offered by other SBOE members. School Finance/PSF Committee
recommendations, therefore, have been effectively directing the SBOE' s management of the PSF. Many
of the wesknesses this Report identifies originate in actions of the School Finance/PSF Committee.

THE COMMITTEE ON SCHOOL FINANCE/PERMANENT SCHOOL FUND

The School Finance/PSF Committee operates under the authority of aresolution the full SBOE
passed in January, 1999.2 To carry out the duties delegated to it, the School Finance/PSF Committee
interacts with consultants, money managers, and PSF g&ff. In generd terms, the PSF congsts mainly of
domestic and foreign equities and domestic bonds. The School Finance/PSF Committee proposes funds
management decisions, forwarding recommendations to the full SBOE for find action.

For example, the School Finance/PSF Committee recommended, and the SBOE adopted, apolicy
re-alocating PSF investments among severa classes of assets, adopted benchmarks to measure the
performance of bothinterna and externa funds managers, and established brokersfeeswithin limits set by
the General Appropriations Act*. The School Finance/PSF Committee dso recommended, and the full
SBOE adopted in July 1999, agod that Texas-domiciled HUBswill receive 20 percent of al commissons
from PSF securities trading. Effective April 2, 2000, the SBOE amended its brokerage guiddinesto help
implement this policy by removing bariersto market entry. ™

The Texas Condtitution mandates that the SBOE make investments such as “ persons of ordinary
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prudence, discretion, and intelligence, exercising the judgment and care under the circumstances then
prevailing,” would make. It further providesthat investments must be made asthe“ prudent person” would,
“not in regard to speculation but in regard to the permanent digposition of their funds, considering the
probable income as well as the probable safety of their capital "6

In practice, the House Committee on Generd Investigating has found a number of actions and
practicesthat appear to fall short of the standard of ordinary prudence. These actions and practices, often
originating with the School Finance/PSF Committee, dso involve the full SBOE, PSF saff, externd
consultants and money managers, and a least one firm whose purpose gppears to develop business
opportunities for private entities.

PERMANENT SCHOOL FUND STAFF

Twenty full-time equivaent staff positions are dlocated to the Permanent School Fund within the
organizationa framework of the Texas Education Agency (TEA).Y” The PSF s Executive Administrator
is hired by and reports directly to the Commissioner of Education. The Commissioner of Education,
appointed by the Governor with Senate confirmation, reports to the SBOE, but can neither be hired nor
dismissed by it. Moreover, dthough the PSF's Executive Adminigtrator and his staff implement the
decisons of and provideinformation to the School Finance/PSF Committee and thefull SBOE, the SBOE
can naither sdlect nor dismiss the Executive Adminigtrator. TEA’s Chief Counsd provideslegd adviceto
the Executive Adminigtretor.

Asof March 31, 2000, PSF staff members manage approximately two-thirds of the PSF, worth
over $13 billion dollars. Staff dsoimplementsthe SBOE’ sdecisions concerning externaly-managed funds.
For example, staff members monitor contracts with external money managers to ensure they comply with
their obligations and are paid according to the terms of their contracts.’®

EXTERNAL CONSULTANTSAND MONEY MANAGERS

Consultants and money managers outs de Sate government play acontractud rolein managing the
PSF. Conaultants are financid services firms offering indtitutiond clients like the PSF investment research
and portfolio management advice.

. One conaultant (the Genera Consultant) provides generd investment consulting services for the
Permanent School Fund, including strategi ¢ asset al ocation planning, policy and procedurereview,
fiduciary education, and other services, including searching for new money managers.

. Another consultant (the Evaluation Consultant) evauates the performance of externd money
managersby measuring their performance each quarter against accepted benchmarksand reporting
to the School Finance/PSF Committee and the full SBOE. PSF performance is dso to be
messured againgt the investment objectives in the Generd Appropriations Act (See Endnote 4).

Eachinternd and externa money manager handles a percentage of PSF assetsalocated according
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to the SBOE' s portfolio management strategy. That strategy originates with the Generd Consultant and
must be acted on by the School Finance/PSF Committee before the full SBOE approvesit. InFisca Year
1999, money managers received approximady $19.3 million in fees!® The PSF's externd money
managers salect securitiesfor the PSFtoinvest in, arranging with other financia services providersto make
and execute trades. Severd broker-dealers and other firms figuring in the House Committee on Generd
Investigating's review belong to agroup of private entities “downstream” from PSF money managers.

DOWNSTREAM BROKER-DEALERSAND OTHERS

The SBOE set agod in July 1999, that 20 percent of al PSF commissions would go to Texas-
domiciled HUBs. According to thetestimony of the President of the San Antonio HUB, Texas-based HUB
brokerages aretypically lesswell capitdized and more recently established than larger nationd non-HUB
broker-deal ers.?’ Brokerage sdlection guiddlines amended effective April 2, 2000, exempt HUB broker-
dedlers from three requirements seen as barriers to entry to securities trading: (1) HUB brokerage firms
need not have in-house research capabilities; (2) they need not be members of mgor financia exchanges,
(3) they are exempt from some capitalization requirements.

To comply with the SBOE' s HUB brokerage policy, therefore, several money managers recently
increased their use of Texas-based HUB broker-dedlers to execute securities trades. In 1999, the San
Antonio HUB got 34 percent of al HUB business of the PSF. Six of nine external money managers
handling equities directed trades to the San Antonio HUB. The San Antonio HUB, in turn, usesasecurities
execution specidist located in Pennsylvania® In fact, evidence shows that money managers may
completely by-passthe San Antonio HUB, caling the Pennsylvaniafirm directly. Even farther downstream
of the PSFisanother broker-dealer, aswell asanother firminvolved in and evidently profiting from School
Finance/PSF Committee recommendations that the full SBOE has adopted.

The San Antonio HUB broker-dedler directsto another brokerage firm (the Subsidiary), of which
the Austin advisor is a 49 percent owner, 60 percent of the commissions it derives from securing the
execution of PSF securities trades. That second broker-dedler, d'so a HUB, is in turn wholly owned by
afirmthat is not a broker-dealer. The second firm was gpparently organized in 1998 to increase HUB
business at the PSF and other public investing entitiesin Texas by lobbying and other marketing activities.

EVIDENCE

The House Committee on Generd Investigating found evidence suggesting that the SBOE is, at a
minimum, failing to safeguard one of the Stat€'s major investing entities from the appearance that its
deliberations and decisions are influenced by sdf-interested outsde parties. The Committee found
instances, apparently resulting from conflicts of interest, when the School Finance/PSF Committee's
management of the PSF failed to meet the standard of ordinary prudence set by the Texas Condtitution.

EXPOSNG THE PS- TO CONFLICTSOF INTEREST
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The 76" Legidatureexpresdy required that SBOE membersand persons*“who provide[s] services
to the board rlating to the management or investment of the permanent school fund” must disclose conflicts
between the interests of the PSF and their private financia undertakings?> The new reguirements,
aoplicable in certain circumstances to “informal advisors’ as well asto SBOE members, consultants and
money managers, became effective September 1, 1999.

On April 2, 2000, the SBOE's amended Code of Ethics containing a new conflicts of interest
disclosure rule became effective® Neither the legidation nor the new rule, however, has kept sdif-
interested outside parties from profiting from PSF business, while perhgps influencing business and policy
decisons of the School Finance/PSF Committee and thefull SBOE. Thenew disclosurerequirementshave
not served to compel disclosure of these conflicts of interest, much lessto prevent them.

Initidly, the House Committee on Generd Investigating heard testimony that the Chair and Vice
Chair of the School Finance/PSF Committee were using, or had in the past used, “unpaid advisors’ who
are neither PSF staff nor contracted PSF service providers to assst with such PSF Committee functions
as evauating investment data and interviewing abidder on a PSF contract. To the extent that the officers
or members of the School Finance/PSF Committee lacked investment expertise, they found expertsin the
private sector, as officeholders often do.

Whenthe House Committee began work on the Interim Charge, therefore, one concern appeared
to be a possble lack of judgment on the part of some SBOE members who were sharing confidential
information with someone owing no fiduciary duty to the PSF. Another concern arose because the Chair
and Vice Chair of the School Finance/PSF Committee seem to have tecitly presented the Austin advisor,
aprivate citizen, as an officid representative of amgor Sate investing entity for purposes of interviewing
abidder. Additiondly, lettersfrom the Chair of the School Finance/PSF Committee suggest that the Austin
advisor was acting as the Chair’ s agent.?*

Then, asaresult of the subpoenasfor witnesses and documents the House Committee unanimoudy
voted toissue on May 19, 2000, information cameto light indicating the gppearance of conflictsof financia
interest between the Austin advisor’ sprivate businessesand the PSF. Furthermore, information showsthat
the San Antonio advisor is closely associated with athird School Finance/PSF Committee member. The
San Antonio advisor' slong-standing bus ness rel ationship with the San Antonio HUB and his payment by
afirm owned by the President of the San Antonio HUB creates, at aminimum, the gppearance of aconflict
interest with the PSF. At no time before the House Committee hearings began in March, 2000, were any
of these financid connections publicly disclosed.

Documents, public testimony, and interviews conducted by House Committee Staff and the SAO
show that:

. The Evauation Consultant’s present three-year contract, for an amount not to exceed $300,000,
became effective January 3, 2000.

. The General Provisions of the Evauation Consultant’s January 2000 contract specify thet the
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Consultant is subject to dl TEA rules, induding those governing conflicts of interest and disclosure
by PSF service providers, which were under consderation by the SBOE, dthough not findly
adopted, when the agency approved the Evaluation Consultant’s present contract.

Pursuant to changes in the 76'" Legidature, the SBOE amended its Conflict of Interest rules,
effective April 2, 2000.

The SBOE amended its Conflict of Interest rulesto gpply to a category defined as “ PSF service
providers.”?® TheGenerd Consultant, the Eval uati on Consultant, and PSF money managersclearly
fal within this definition.

To the extent the Austin advisor provides “services to the board that rel ate to the management or
investment of the permanent school fund” and has accessto non-public PSF information or has met
with outside parties on behdf of the PSF, the term “ PSF service provider” dso includesthe Austin
advisor.

At amesting of the School Finance/PSF Committee in November, 1999, the Vice Chair publicly
Stated that the Audtin advisor was his “financia advisor” and would be for every meeting &t least
aslong as[ Committee member] served onthe SBOE. Asof thedate of thisreport, the committee
member is il serving on the SBOE.

It is unclear whether the San Antonio advisor has, or has had, the same access as the Austin
advisor to non-public information. Thus, under current rule language, he may not be required to
disclose any financia transactions that PSF staff refer to as “ cross-pollenization” with other PSF
providers.

Among other things, SBOE rules aso provide that “Permanent School Fund Service Providers
shdl avoid persond...or business rdationships that create conflicts of interest.” The rules further
state that a “conflict of interest exists whenever Permanent School Fund service providers have
persona or private commercia or business relationships that could reasonably be expected to
diminish their independence of judgment.”2

At the June 30, 2000, House Committee hearing, witnessestestified that, by April 2, 2000, when
the SBOE' s new ethics rules became effective, the Evaluation Consultant hed transferred nearly
$60,000 to the Augtin advisor, and to the Austin advisor’s business partner. The Evauation
Consultant characterized these as gifts probably taking place over aperiod of morethan oneyear.
The Austin advisor and his business partner testified they regarded these payments asloans. They
both testified that, as of June 30, neither man had repaid the Eva uation Consultant.

Inaninterview with the SAO, the Audtin advisor’ s business partner said he and the Austin advisor
needed $5,000 asadown payment to acquire abroker-dedler that wasto becomethe Subsidiary.
The business partner told the SAO that the two men had to borrow the money for the down
payment. The SAO interviewer asked “fromwhom?’ The business partner named the Evaluation
Consultant as the source of the down payment.
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At the June 30 hearing, the Evduation Consultant testified that hefelt nolega obligationto disclose
to the SBOE his financid relationships with the Austin advisor or the Austin advisor’s business
partner.

The Austin advisor, when asked a the same hearing whether he would, based on what he had
learned, disclose hisfinancid relationshipswith hisbusiness partner and the Evauation Consultant,
sad that he would disclose them. As of October 20, 2000, however, the Austin advisor has not
meade written disclosure to the SBOE of thisfinancid relationship.

The Audtin advisor and his business partner share interests in two firms, one being the parent (the
Parent) of the other (the Subsidiary). The Austin advisor owns49 percent of the Parent, his partner
51 percent. The partner is amember of aminority classmaking the Parent digiblefor HUB datus.
The Parent isnot abroker-deder, but it isregistered with the Texas General ServicesCommission
as aHUB. Under the rules of the U. S. Securities and Exchange Commission and the Nationa
Association of Securities Dedlers that govern securities trading, the Subsdiary is digible to split
commissions with other broker-deslers.

The Audtin advisor' s business partner admitted that the partner had misrepresented himsdlf to the
School Finance/PSF Committee in 1999 as a member of the San Antonio HUB. He never
disclosed to the SBOE his business afiliation with the Austin advisor through the men's joint
ownership of the Parent and the Subsidiary.

In June, 2000, the Austin advisor’ s business partner testified before the House Committee that he
lobbied the School Finance/PSF Committee to adopt a Texas-domiciled HUB brokerage palicy.
The SBOE adopted such apaolicy in duly, 1999.

OnJuly 9, 1999, and effectiveimmediately, the SBOE amended its PSF Investment Procedures
Manual to require HUBs to be domiciled in Texasto be digible for PSF business, and to set the
god that Texas-domiciled HUBs should receive 20 percent of securities commissions.

On duly 11, 1999, the Evduation Consultant hosted a meeting a his Houston home a which the
Audin advisor and his business partner discussed the Parent’ srecent successin lobbying for HUB
policy changes favorable to them. They discussed plans for acquiring the broker-deder that
became the Subsidiary.

Texas Ethics Commission records show that the Austin advisor registered as a lobbyist for the
Parent company in January, 2000. The Austin advisor was not aregistered lobbyist in 1999. There
are no records reflecting that the Austin advisor's business partner has ever registered with the
Texas Ethics Commission as alobbyidt.

At no time sincethe April 2, 2000, effective date of the SBOE' s amended Code of Ethics hasthe
Eva uation Consultant disclosed to the SBOE any of the giftsor loansto the Augtin advisor and his
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business partner.

At the June 30, 2000, hearing of this Committee, the Committee Clerk furnished to the Evauation
Consultant a copy of the PSF Conflict of Interest provisons of the Education Code which the
SBOE'’s Code of Ethics wasintended to implement.

As of October 20, 2000, the Evauation Consultant has still not reported the gifts or loans to the
Audtin advisor and hisbusiness partner.?’ The Evauation Consultant’ s statement before the House
Committee that he had filed the required disclosure appears accurate asto hisfiling, on August 31,
2000, the day of the hearing, under a different part of the SBOE' srules, not its so-called “ cross-
pollenizetion” provisons. He disclosed payments from another PSF provider, asmal cap money
manager.

The San Antonio HUB isa San Antonio broker-dealer and investment banking firm founded in
1982. It started doing PSF business in July 1999. By December 31, 1999, gpproximately six out
of nine externa equities managers were usng the San Antonio HUB to execute trades.

The San Antonio HUB contracts with a Pennsylvania firm to execute the trades that PSF money
managers send to the Pennsylvania firm for credit to the San Antonio HUB.

In July, 2000, the President of the San Antonio HUB told the SAO that the firm was negotiating
aforma written contract with the Subsdiary.

Under subpoena, the President of the San Antonio HUB gave the House Committee on Generd
Investigeting a copy of an unexecuted draft contract between the San Antonio HUB and the
Subsdiary. The cover page dated August 30, 1999, apparently transmitted viafacamile from the
San Antonio HUB' s corporate counsd to the San Antonio HUB'’ s President a document styled
I ndependent Marketing Consulting Agreement. ThedraftMarketing Agreement satesthat the
San Antonio HUB and the Subsidiary “ desirejointly to further develop their business of trading and
clearing stocks, bonds and other securities for the Permanent School Fund of Texas, presently a
client of each party hereto’ (emphasis added).

Thus, at least as of August 1999, the San Antonio HUB' s corporate counsel described the HUB
asavendor of financia servicesto the PSF. The draft contract also referred to the parties mutud
interest in receiving placement fees as a result of the PSF' s externd money manager selection
process.

Subpoenaed documents show that, between July 1999 and May 31, 2000, the Subsidiary earned
approximately $183,000 in fees from the San Antonio HUB' s share of commissions from PSF
money managers.

The San Antonio HUB's President told the SAO that the San Antonio advisor has been a
consultant to the San Antonio HUB since 1990. The President aso stated that, starting inMarch
1999, the San Antonio advisor’ srole has been attending meetings, including meetings of the SBOE

29



and the School Finance/PSF Committee, to get contracts for the San Antonio HUB.

The San Antonio advisor is a long-time persond friend of an SBOE member gppointed to the
School Finance/PSF Committeein January, 1999. The San Antonio advisor told the SAO that he
makes himsdlf available to accompany this SBOE member on drivesto Audtin in connection with
mestings of the School Finance/PSF Committee and the full SBOE.

The San Antonio HUB President gave the House Committee a copy of an IRS Form 1099
reporting that another entity, of which the HUB President is the mgority owner, paid the San
Antonio advisor $28,129.91 in 1999.

The San Antonio advisor told the SAO in afollow-up telephone conversation on August 10, 2000,
that “90 percent to 95 percent” of this sum came in relation to hiswork for the benefit of the San
Antonio HUB in connection with the PSF.

On July 19, 2000, the San Antonio HUB'’s President told the SAO that he does not consider
himsdlf subject to the SBOE's Conflict of Interest disclosure rules.

The San Antonio advisor also told the SAO that he was not subject to the SBOE's Conflict of
Interest disclosure rules. He then said that he had not read the rules.

As of August 15, 2000, the TEA reported that no statements had been filed with the agency
disclosing the $60,000 paid by the Evauation Consultant to the Austin advisor and his business
partner asgiftsor loans, the payment of $28,129.91 to the San Antonio advisor by the other entity
owned by the President of the San Antonio HUB, or the $183,000 in commission splits the San
Antonio HUB paid to the Subsidiary owned by the Austin advisor and his business partner.

In October, the House Committee on Genera Investigating requested and received additional
documents from the PSF and the TEA. The existence of these documents came to the House
Committee' s attention after the final hearing on the Interim Charge. The documents rlate (1) to
an incident about which adlegations of violation of the Texas Open Meeting Act on August 30,
2000, have been made, and (2) to even more recent information relating to ameeting of the School
Finance/ PSF Committee on September 14, 2000.

1 Two employees of the PSF gave written statements, one initided, one not, both dated
August 31, 2000, to the Chief Counsdl of the TEA. Both statements described alleged
actions of the Chair and Vice Chair of the School Finance/PSF Committee and another
member of the School Finance/School Finance/PSF Committee. Theemployeesallegethat
these actions occurred August 30, 2000.

On September 8, another PSF employee gave a written statement, neither signed nor
initided, to TEA’s Chief Counsd on the same subject. The three PSF employess,
(collectively referred to as Employees) stated that they had seen the Chair and Vice Chair
of the SBOE' s School Finance/PSF Committee and another member of that Committee,
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aong with the Evduation Consultant, the Austin advisor, and the San Antonio advisor, at
an Augtin restaurant on August 30, 2000. Each of the Employees statements contains
dightly differing details. In generd, however, the Employees dlege:

Around 12 noon or 12:15 p.m. on Wednesday, August 30, 2000, the Employees
arived a a downtown Austin restaurant.

When the Employees arrived, the Chair of the School Finance/PSF Committee
was seated at atwo-person table with the Evaluation Consultant.

TheVice Chair of the School Finance/PSF Committee and another member of the
Committee were seated a a nearby table?® with the Austin advisor and the San
Antonio advisor. The Audtin advisor |eft the restaurant before the others.

Employees stated that they saw on both tables documents prepared by the
Genera Consultant to aid the School Finance/PSF Committee and the full SBOE
in hiring externd money managers. The Employees dtated that the Generd
Consultant’ s reports were recognizable by their covers.

One of the Employees dleged “[t]here was much movement between the two
tables, and that “[t]he Board members were reviewing reports from [the Generd
Conaultant]. The others in the group aided in the review of the [Generd
Conaultant’s| materid.”

About 10 minutes after the Employees arrived, the Chair eft the restaurant. The
Evauation Consultant moved to the table with the Vice Chair, the other member
and the two advisors. Shortly after that, the Austin advisor and the San Antonio
advisor |eft.

The Vice Char and the other member remained in conversation with the
Evauaion Consultant for “about another hour,” one Employee dleged, while
another dated that the Vice Chair, the Evauation Consultant and the other
Committee member remained a the table as the Employees were leaving the
restaurant.

Externd money manager selectionwas on the agenda of the School Finance/School Finance/PSF
Committee the same afternoon.?® The Committee voted to recommend severd findists for each
category of large cap managers. A representative of the Genera Consultant addressed the School
Finance/School Finance/PSF Committee. Among other matters, he drew the members' attention
to the “ presentation booklets’” prepared by the General Consultant, which recommended finalists.

The Employees gave these statementsto the TEA’s Chief Counsdl. The SBOE Chair referred the
meatter to the Attorney Generd. The Chair’ sreferrd letter, dated September 12, 2000, stated in

part:
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Commissioner of Education Jm Nelson has forwarded to me the enclosed statements by
membersof the Texas Education Agency staff to the effect that aviolation of the state open
mestings law may have occurred on 30 August when three of my colleagues (all members
of the five-member Permanent School Fund Committee of the SBOE) had lunch in the
same location in Austin prior to a Committee meeting a which action was taken.”*

On September 19, 2000, the Attorney Genera replied by |etter to Chairman Untermeyer. Attorney
Generd John Cornyn gated that his officeis.

not specificaly authorized by the Open Meetings Act to enforce the Act's
provisons,...and is not able to resolve questions of fact in the opinion process. Thus, we
could not determine whether this particular incident condtituted a violation of the Act.!

He further states that,

because certain violations of the Act are punishable as misdemeanors, they are within the
jurisdictionof adistrict or county attorney to investigate and prosecuteif he or she chooses
to do s0. The Office of the Attorney Generd may asss in such an investigation or
prosecution, but only if requested to do so by the prosecuting attorney.

A fourth PSF employee directed a document dated September 15, 2000, and styled
“Memorandum” to the Executive Administrator of the PSF. The Memorandum states that on
Thursday, September 14, 2000, the employee found apacket of information remaining onthetable
after the meeting of the SBOE's School Finance/PSF Committee, adjourned. The employee
attached the packet to the Memorandum. The copy reviewed by the House Committee on Generd
Invedtigating contains 33 unnumbered letter-sSzed pages rating generdly to the sdection of
externd PSF money managers.

Summarizing the entire document exceeds the scope of this Report. Excerpts provide a sense of
itscontents. Thefirg line of thefirg page containsthe typed first nameand last initid corresponding
to those of one of the members of the School Finance/PSF Committee. The next threelines of text
date:

1) Let [Committee member]—Democrai—spokesman lead the defense.
Joe Chase Bob
Wil David’

. The next two and one-haf pages of text set out pointsalleging, among other things, thet the
PSF s Executive Adminigtrator hasimpeded implementation of the SBOE' s Texas-based
HUB brokerage policy. The find text line in this section of the packet reads “19. Nelson
has not been confirmed as Commissioner of Educetion.”
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. Other pages in the packet contain arguments in favor of the hiring or retention of certain
externd money managers and in oppaosition to the hiring or retention of others.

. It is unclear who prepared the packet. Page 12 of the packet contains a diagram very
gmilar to one in a document given to daff of the House Committee on Generd
Investigating and the SAO in June, 2000, by the Evaluation Consultant.®® It is, of course,
not possiblefor the House Committee to conclude that asource of one or two pages, even
if it were shown to be the Evauation Consultant, was aso the author or a source of the
entire packet. The Generd Consultant, rather than the Evauation Consultant, is
contractudly responsible to advise the SBOE on manager sdection.

The House Committee on Generd Investigating can conclude neither that three SBOE members
violated the Open Mestings Act, nor that the Evaluation Consultant gave one or more members of the
School Finance/PSF Committee what appearsto beasort of “play book” for the September 14-15, 2000,
mestings of the School Finance/PSF Committee and the full SBOE. Taken together, these circumstances
do, however, suggest that since sometime in 1999, a voting mgority of the School Finance/PSF
Committee, whose recommendations on investment decisions and policies the SBOE has often adopted
in recent years, has been advised by individuas with previoudy undisclosed financid interests in PSF
business.

Other SBOE members, therefore, may have lacked information needed to evauate whether and
to what extent School Finance/PSF Committee recommendations have been influenced, perhaps even
determined, by persond financia motivationsof these outsideindividuals. Thisappearsto have denied other
SBOE members information they needed to make PSF investment decisons in accordance with the
Condtitutional standard of “ordinary prudence.”

CONCLUS ONSAND RECOMMENDATIONS

In spite of the PSF s impressive record of capital accumulation in recent years, some SBOE
members, especidly amgority of the School Finance/PSF Committee, have exposed their votes on PSF
policy, asset dlocation and money manager selection to questions about whether those votes have been
cast with ordinary prudence. Despite amending itsCode of Ethicsin light of satutory changes, the SBOE
has failed to implement effective rules on conflicts of interest and ethics. Previoudy undisclosed financid
relationships gpparently exist among the Eva uation Consultant, the Augtin advisor, hisbusiness partner, the
San Antonio HUB and the San Antonio advisor.

Furthermore, the actions of severd SBOE members, the Evaluation Consultant and the two
advisors have eroded public trust inthismgor sateinvesting entity. By sharing confidentid information with
the Austin advisor and dlowing himto participatein interviewing bidders, SBOE membersimproperly gave
a person with no fiduciary relationship to the PSF the gpparent authority to speak and act on the PSF's
behalf.

By disregarding PSF gaff’ s information, technical advice and recommendetions while relying on
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the advice of their informa advisors, SBOE members have caused the rel ationship between the SBOE and
PSF gaff to become unusualy rancorous. It is true that officeholders often turn to private sources for
technica advice. In an executive branch agency, however, whose staff exigts to carry out the agency’s
gpecidized invesment misson, the SBOE members hodtility to and refusd to accept agency Staff
ass stance does not serve the public interest.

The SBOE mgority haslikewise proved itsdf unreceptiveto the concerns about prudent decision-
making voiced by fellow SBOE members. For example, saveral members expressed concerns about the
prudence of contracting with the Evauation Consultant in light of his enforcement history with the United
States Securities and Exchange Commission. Some SBOE members continue to disregard prudent
suggestions by their flow members and to_publidy express hodtility toward staff. As aresult, the entire
PSF operation, SBOE and staff dike, isbeing held up to what appearsto the House Committee on Genera
Investigating to be well-merited public criticism.

Fndly, dthough the House Committee on Generd Investigating supports executive agencies
implementing the Texas-based HUB godl's caled for by the 76™ Legidature, the influence of undisclosed
private financid relaionships downstream of the PSF appears to be distorting the way the SBOE
implements the legidation. The continuing influence exerted by undisclosed financid relaionships, for
example, seems to be responsgble for the fact that the San Antonio HUB is by far the largest beneficiary
of the PSF s Texas-domiciled HUB palicy.

Even further, the San Antonio broker-dealer appears to serve as a cross-roads for the network
of undisclosed financid relaionships the House Committee has reviewed. In 1998, the Evauation
Consultant provided money to the Austin advisor and his business partner with which the two men bought
what became the Subsidiary broker-dealer. This made them partnersin an entity digible to earn or split
brokerage fees.

In 1999, the Austin advisor’'s business partner and the San Antonio advisor successfully lobbied
the SBOE to adopt its Texas-based HUB brokeragepolicy. In 1999, the San Antonio HUB began earning
fees for executing trades for the PSF's external equities managers. For the calendar year 1999, the
President of the San Antonio HUB reported paying the San Antonio advisor over $28,000 for theadvisor's
sarvices in increasing the San Antonio HUB' s share of PSF business.

Starting in 1999, and continuing to the present, the San Antonio HUB pays 60 percent of its
commissons deriving from PSF trades to the Subsidiary owned by the Austin advisor and his business
partner. At leagt partidly in light of thefinancia relationships existing among the Eval uation Consultant, the
companies owned by the Austin advisor and his business partner, and the San Antonio HUB, PSF gtaff no
longer use the San Antonio HUB to execute internd trades.

Staff’ s actions in this regard may be one cause of the Evauation Consultant’s recommendation,
made a the September 14-15 meetings of the School Finance/PSF Committee and the full SBOE, to send
to externa managers the large volume of trades required to re-balance PSF assets, rather than have PSF
daff perform that function. If Saff did this work, neither the San Antonio HUB nor the brokerage owned
by the Austin advisor and hispartner would earn or split commissionson trades staff hasestimated at nearly
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$429,000.

The San Antonio HUB does not appear on any lists of “PSF Service Providers.” Nor does the
Parent or the Subsidiary owned by the Austin advisor and his business partner, or the separate entity
through which the President of the San Antonio HUB paid the San Antonio advisor. Thus, but for the
subpoenas of the House Committee and the work of the SAO, the financia connections among these
entitieswoul d have remai ned unknown except perhapsto the SBOE members most closely associated with
the two advisors.

Alternatively, it is possble that even the SBOE members most closdly associated with the Audtin
and San Antonio advisors may have been unaware of the extent to which those men have benefitted and
continue to benefit financially from SBOE decisions. It appears from the evidence, however, that the
Evauation Consultant has either helped facilitate the connections among the others, or at least been aware
snce 1998 of the reationships existing and coming into existence in 1998-1999 among the SBOE
members, the advisors and the San Antonio HUB.

At a minimum, other SBOE members ignorance of the detalls and scope of these financid
relaionships has sgnificantly limited those members' ability to safeguard PSF management decisionsfrom
influence by sef-interested persons. This means that the SBOE's ability to manage the PSF with the
ordinary prudencerequired by the Texas Condtitution hasbeen compromised. Without question, theactions
of some members of the SBOE, their advisors, akey PSF consultant and others downstream of the PSF
have eroded the public trust in the SBOE’ s management of the Permanent School Fund.

The following recommendations are made to restore prudence and public trust in the management
of the PSF. It isequdly important to ensure that conflicts of interest now affecting thismgor stateinvesting
entity are detected and sanctioned now, and prevented in the future.

. The Legidature should retain a consultant to perform a comprehensive review of PSF
management practices, with periodic follow-up reviews*

. The Condtitution should be amended to create an appointed Permanent School Fund
Invesment Board, separate from the State Board of Education. The jurisdiction of the
State Board of Education would be limited to education policy.

. If the Condtitution is not amended, and the current State Board of Education structure is
retained, then an effective Investment Advisory Committee should be established. The
Investment Advisory Committee should be appointed by the Governor, Lieutenant
Governor and Speaker of the House.

. The Education Code shoul d specify the minimuminvestment management qudificationsfor
membership on the Investment Advisory Committee.

. The Education Code should require that members of the Investment Advisory Committee
be governed by the same rules regarding disclosure of conflicts of interest asare members
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of the State Board of Education.

The Education Code should require that the SBOE' s rules governing conflicts of interest
should be expanded to cover any person or entity that appliesfor, or recalves, anything of
vaue asadirect or indirect result of PSF investments. These persons and entities should
be classfied as” interested parties’ and brought within the scope of SBOE disclosurerules.

The Education Code should require that every interested party, asacondition of gpproval
asaconsultant or money manager, must Sign astandard, non-negotiabl e contract, agreeing
to be bound by dl statutes and regul ations, and acknowledging the SBOE' sright to cancel
any contract or other undertaking in the event the interested party violates Board rules or
date law.

Further, the Education Code should require that every interested party, including
“downgtream” entities, as a condition of gpprova as a consultant or money manager or
vendor of those entities, must acknowledgethat, if oneinterested party has an undisclosed
relationship with another interested party, both or al thoseinterested partiesmay havetheir
contracts voided and their digibility to conduct PSF business withdrawn.

The SBOE should establish a frequently updated web dte, on which PSF staff must post
names and business addresses of al interested parties who receive, or who are digibleto
receive, anything of value, directly or indirectly, asaresult of PSFinvestment management.

State officers, specificaly the Legidative Audit Committee, Commissioner of Education,
Comptroller, Attorney Genera or the Texas Ethics Commission, rather than SBOE
members, should maketheinitia findingsthat an interested party has violated SBOE rules
and refer complaints to the appropriate agency for enforcement.

Any interested party who violates SBOE rules should be debarred from contracting with
both the PSF and any other interested party for PSF business, for a period varying from
Sx months to ten years, depending on whether the infraction is a first or subsequent
violaion.

The SBOE should enter into a Memorandum of Understanding under the Interagency
Cooperation Act to adlow another agency to investigate dleged violations and enforce
SBOE rules.

Hearings on debarment and other sanctions should be held a the State Office of
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Adminigrative Hearings,

. The agency performing SBOE' senforcement function should serve asliaison between the
state’'s mgor investing agencies and the Securities and Exchange Commission, sdif-
regulatory organizations like the Nationa Association of Securities Deders and
professional organizations like the Association for Investment Management and Research
to ensure close cooperation and information-sharing about disciplinary actions taken
agangt consultantsand broker-ded ersdoing bus nesswith, or seeking to do businesswith,
the PSF.

The House Committee on Generd Investigating makes these recommendations to conform the
practicesof the State Board of Education and particularly of its School Finance/PSF Committeetotherules
already intended to governther actions. Sincethisrule appearsto have been honored at timesand by some
but certainly not al members of the SBOE, more in the breach than the observance, it isworth concluding
this Report by citing the SBOE' srules.

The members of the State Board of Education (SBOE) serve as fiduciaries of the Texas
Permanent School Fund (PSF) and are respongible for prudently investing its assets. The
SBOE members or anyone acting on their behaf shal comply with the provisons of this
section, the Texas Condtitution, Texas statutes, and dl other applicable provisons
governing the respongibilities of afiduciary.®
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ENDNOTES
76" Legidature, H.B. 3739.

The House Committee on Generd Investigating invited al members of the State Board of
Education to tegtify. Five of the SBOE s fifteen members did so, aong with the following:

March 20, 2000
. Chase Untermeyer, Chair and School Finance/PSF Committee member
. David Bradley, Vice Chair, School Finance/PSF Committee

. Jm Ndson, Commissioner of Education
. Paul Bdlard, Executive Administrator, Permanent School Fund
. Lawrence F. Alwin, CPA, Texas State Auditor

. Carol A. Smith, CPA, Audit Manager, State Auditor’ s Office
. Roger Ferris, CPA, Senior Supervisng Auditor, State Auditor’ s Office

May 19, 2000
. Robert H. Offutt, D.D.S., Chair, School Finance/PSF Committee
. David Bradley, Vice Chair, School Finance/PSF Committee
. Will D. Davis, School Finance/PSF Committee member
. Martha McCabe, Legad Counsd, State Auditor’s Office

June 30, 2000
. Russdll Stein, First Union Securities, PSF Evauation Consultant
. Robert Rodriguez, President, Southwestern Capital Markets, Inc., broker-dealer

. Chrigtian Washington, President, Omni Securities, Inc.
. Brian Borowski, partner, The Collaborative Group
. Don McLeroy, Member, State Board of Education

August 31, 2000
. Paul Balard, Executive Adminigtrator, Permanent School Fund
. Roger Ferris, CPA, Senior Supervisang Auditor, State Auditor’s Office
. Martha McCabe, Legd Counsd, State Auditor’s Office

The SAO'sfollow-up report on the sat€ s largest investing entities, including the PSF, has not
yet been released. Following the SAO’s usud procedure of allowing audited entities to review
and comment on reports before releasing them to the members of the Legidative Audit
Committee and the public, the House Committee on Genera Investigating has not seen a draft.
The rdease is anticipated in late December, 2000.

The first Anglo-American public school law in Texas was enacted in 1840 and provided for
surveying and setting aside four leagues (17,712 acres) of land in each county to support public
schools. Later, the state congtitution of 1845 provided that one-tenth of the annual state tax
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revenue be set aside as a perpetual fund to support free public schools. In 1845, a new school
law set aside as a permanent school fund $2 million of the $10 million in five-percent U.S.
Indemnity bonds received in settlement of Texas boundary clams againg the United States.

After the Civil War and Recongruction, the new state congtitution of 1876 set aside 45 million
acres of public domain for school support and directed that the income from the new
Permanent School Fund be invested in bonds.”

Texas Education Agency, History of Public Education in Texas
http://www.tea.state.tx.ustearhistory.html (October 5, 2000).

The Legidature and the voters have dtered the State Board of Education many times:

. The firs SBOE included the governor, the comptroller and the elected superintendent
of public ingruction. It was disbanded during the Recongtruction era, giving the dected
superintendent of public ingtruction sole authority over public education.

. In 1876, the new congtitution created a new SBOE including the governor,
comptroller, and secretary of date.
. In 1926, voters approved a proposd to let the Legidature set the SBOE' s composition

and method of sdection. The SBOE grew to nine members appointed by the governor,
subject to Senate confirmation, serving staggered Six year terms.

. In 1949, the L egidature changed the SBOE to an dected body with members serving
from congressiond didtricts. The SBOE grew from 21 membersin 1949 to 27 by
1984.

. In 1984, HB 72 replaced the elected board with a 15-member appointed board to
serve until January 1, 1989. The Legidature reduced the term to 4 years.

. In 1987, the Legidature proposed a referendum |etting voters decide whether the
SBOE should remain appointed. Voters supported the decision to return to an el ected
board.

The current SBOE has 15 members chosen from single-member districts that are subject to
regpportionment after each decennia census. Members serve staggered four-year terms.
Subject to Senate confirmation, the Governor fills vacancies. The Governor aso gppoints the
SBOE' s chair from among its members; that person may serve up to two consecutive two-year
terms as chair. The SBOE may designate avice chair and secretary and establish its own rules
of procedure and interna structure.

House Research Organization, Texas House of Representatives, Focus Report, State
Board of Education: Controversy and Change, January 3, 2000, p. 2.

“[1]ncrease the principd vaue of the Permanent School Fund...” isadrategy in the Texas
Education Agency’s appropriation, 76" Legidature, GENERAL APPROPRIATIONSACT, Artidle
I11, Section |, C.1.2., School Finance System Operations. Texas Education Code §43.004.

In FY 1999, the most recent year for which a complete report is available, income from the
PSF provided 5.84% of thetotal of $11.3 hillion in state funding for public education.
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10.

11.

12.

Texas Education Agency, Division of Performance Reporting, Office of Policy
Planning and Research, e-mail to Oscar Rangel, SAO Administrative Technician,
October 9, 2000.

Tex. Educ. Code Ann. § 7.102 (31) and Tex. CONST. ANN. ART. VII, 85(d) .

House Research Organization, Texas House of Representatives, Focus Report, Sate Board of
Education: Controversy and Change, January 3, 2000, p. 1.

Experts say the PSF could produce gppreciably more revenue for the Available School Fund
without endangering its long-term vighility, if the PSF became a so-cdled "totd return” fund
gmilar to many U. S. endowment funds. The House Committee on Generd Investigating,
however, did not review and does not advocate particular investment strategies.

TeX. EDUC. CODE ANN. § 7.101 provides:

@ The State Board of Education is composed of 15 members eected from districts. Each
digtrict from which a board member is elected is composed as provided by former
Sections 11.2101(b)—(t), as enacted by Chapter 2, Acts of the 72nd Legidature, 2nd
Called Session, 1991.

(b) Members of the board are elected at biennia generd dections held in compliance with
the Election Code.

Added by Acts 1995, 74th Leg., ch. 260, § 1, eff. May 30, 1995.

§1.2. Committees of the Board.

@ The standing committees of the board are:
1) Committee on School Finance/Permanent School Fund;
2 Committee on Planning; and
3 Committee on Indruction.

The board may from time to time define by resolution the jurisdiction of each committee
as may be necessary.

(b) The Committees on School Finance/Permanent School Fund, Planning, and
Ingtruction shall be composed of five members selected by the officers of
the board. Each member will serve on one committee. Each committee shall
elect a chair from among its members and the chair may appoint a vice
chair. The officers of the board shdl receive in writing two committee choices
ranked in order of preference and shal in accordance therewith make
committee assgnments for terms of two years a the organizationa meeting
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following the qudification of new members as the next order of business
following eection of board officers and adoption of rules. Vacancies shdl be
filled in asmilar fashion. In addition to preference, the officers of the board
shdl dso consder seniority, ethnicity, and gender balance in making committee
assgnments.

SBOE Operating Rules, (amended May 12, 2000)
http://www tea.state.tx.us/'shoe/oprules/index.html (October 4, 2000)(emphasis added).

13.  Thecurrent SBOE Operating Rules providein pertinent part:

“The Board may from time to time define by resolution the jurisdiction of each committee as
may be necessary.”

This resolution specifies the areas of jurisdiction for each board committee currently delineated
in the board's operating rules, including:

Committee on School Finance/Permanent School Fund.

11. Permanent School Fund management oversight, including audit responsibility,
investment objectives, and investment decisions.”

SBOE Operating Rules (Amended May 12, 2000)
http://ww tea.state.tx.us/'shoe/oprules/index.html (October 4, 2000) (emphasis added).

14.  76th Legidature, Generd Appropriations Act, Art. I11, Section 1, Rider 40.

15.  Theamended SBOE brokerage sdection guidelines alowing less well-capitadized HUBs to
conduct PSF business became effective April 2, 2000, the same day the amended Code of
Ethics became effective. SBOE’ s rules summary satesin part:

Proposed Amendment to 19 TAC Chapter 33, Statement of Investment Objectives,
Policies, and Guiddines of the Texas Permanent School Fund, 833.40, Trading and Brokerage

Policy

... The proposed amendment to 833.40 modifies guidelines for selection of brokerage
firms...The amendment changes language in the rule to bring the brokerage sdlection
guiddines for historicaly underutilized business-certified, soft dollar, commission recgpture, and
electronic communications network brokersinto line with the basic business modds of those
types of brokerage concerns.

http://www.tea state.tx.us/'shoe/summary/sboesummary/sum0003.html (October 9, 2000)
(emphasis added).
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16.

17.

18.

19.

20.

21.

22.

Tex. Congt. Ann. Art. VII 85 (d).

Clyde Reynolds, Texas Education Agency Communications Division, telephone conversation
with Oscar Rangdl, SAO Adminigtrative Technician, October 5, 2000.

The House Committee on Generd Investigeting notes that PSF staff may not have effectively
monitored compliance with the SBOE's Conflict of Interest rules. Given the lack of
enforcement mechanisms in place to address violations, however, this may be a moot point
under present law and regulations.

TEA’s Rider 40 providesthat PSF income above certain levels can be appropriated to pay
interna costs and externad management fees for managing PSF assets. These fees are not to
exceed 0.5% of the market value of funds placed with externd managers. Amounts
appropriated for this purpose are available for expenditure on a quarterly basis. 76"
Legidature, GENERAL APPROPRIATIONSACT, Art. 111, Section 1, Rider 40. [Note: 0.5% equds
50 basis points]

PSF money managers tend to be firms like Sdomon Brothers Asset Management and
Welington Management Company.

The Pennsylvaniafirm describes itsdlf:

“[The firm's] successis dependent entirely on client satisfaction with [the firm’ 5| trade execution
abilities. As an agent-only brokerage firm, [the firm’s] only business product is trade execution.
By not entering into principa transactions and filling client trades from inventory, [the firm] has
eliminated the inherent conflict of interest of brokers who as act principas—aso earning a
trading profit. [Thefirm’g] srategy to achieving client satisfaction isto ensure goa congruence.
[Thefirm’'g] god isto represent their customer’ sinterest and to maximize thelr investment
performance through best trade execution.”

http://www.quakersec.com (October 5, 2000).

Sec. 43.0032. CONFLICTS OF INTEREST.

(@ A member of the State Board of Educetion, the commissioner, an employee of the  agency,
or a person who provides services to the board that relate to the management or investment of
the permanent school fund who has a business, commercid, or other relationship that could
reasonably be expected to diminish the person's independence of judgment in the performance
of the person's respongihilities reating to the management or investment of the fund shall
disclose the relationship in writing to the board.

76" Legidature, H.B. 3739, TEX. EDUC. CODE ANN. § 43.0032(a).
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23.

24,

25.

26.

27.

28.

29.

19 TAC § 33.5(c) dtates:

2) Persons Providing PSF Investment and Management Services to the SBOE (PSF Service

Providers) are the following
individuds

(A)  any person responsible by contract for managing the PSF, investing the PSF, executing
brokerage transactions, or acting asa custodian of the PSF,

(B)  amember of the Invesment Advisory Committee;

(C)  any person who provides consultant services for compensation regarding the
management and investment of the PSF; or

(D)  any person who provides investment and management advice to an SBOE
Member, with or without compensation, if an SBOE Member:

(1) gives the person access to records or information that are not currently
available to the public or without otherwise complying with the Public
Information Act; or

(i)  asksthe personto interview, meet with, or otherwise confer with current
or potential consultants, advisors, money managers, investment custodians,
or otherswho currently provide, or are likely to provide, servicesto the SBOE
relating to the management or investiment of the PSF.

(http://www tea.state.tx.us/rules/tac/chapter 033/ch03.html#833.5. (October 20, 2000)
(emphasis added).

SBOE management of PSF: Hearing on Interim Charges before the House Committee on
Generd Invedtigating, 76th Legidature (2000)(Statement of Dr. Bob Offutt, Chair of PSF)
(May 19, 2000).

19 TAC §§ 33.5(c)(2)
19 TAC 88 33.5 (€)(3) and ().

TEA Chief Counsel telephone conversation with SAO Lega Counsd Martha McCabe,
October ___, 2000.

Although the written statement of one Employee describes the two tables occupied by SBOE
members as “contiguous,” the Employee later darified that in conversation with the SAO. He
dated that the two tables were “no more than three feet gpart,” close enough to dlow the
people to communicate between the tables. Teephone conversation with Martha McCabe,
Legal Counsdl, the SAO, October 18, 2000.

Report of the State Board of Education Committee on School Finance/Permanent School
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30.

31.

32.

Fund, August 30, 2000:

“The Committee. . . met at 1:50 p.m. on August 30, 2000. Presiding: Bob Offutt, Chair;
David Bradley, Vice-Chair; Joe Bernd, Chase Untermeyer. Absent: Will Davis. . .

ACTION ITEM
1 Section of Findist Candidates for Domestic Large Cap Core Equity, Large Cap
Growth Style, and Large Cap Vdue Style Assgnments. . .”

The Honorable Chase Untermeyer, Chairman, State Board of Education, |letter to the
Honorable John Cornyn, Attorney Genera of Texas, dated September 12, 2000. Chairman
Untermeyer’ s letter indicates that copies were sent to dl SBOE members and the
Commissioner of Education.

The Honorable John Cornyn, Attorney General of Texas, |etter to the Honorable Chase
Untermeyer, Chairman, State Board of Education, dated September 21, 2000, page 1.

Cornyn |etter, above, Endnote 29, page 1.
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33.

Thefirs
graphic
was given
tothe
House
Committe
e gaff

and the
SAOQOin
June,
2000.

What is wrong with this picture?

Large Cap Value
Capital Guardian: 7.48

$502,086,629 =

Russell 1000: 437

Large Cap Growih: ?

Russell 1000: 4.37
Russell 1000 Growth: 7.1

Ruissell 1000 Value: 0.48

What Index at one basis point fee?

To Eire 2 external manager you mke Core

ey Jumbia Partners $292,203,620
1. Pay focs ot of ASF (income) Columbia Partners $292,200,62
2. 1f ench manaper dees niot perform 19 First Quadrant: $266,252,070
thelr bonchmark you can't recapiure the

st preformance Harbor Capital: $1,528,607,770

Wellington: $917,131,619
PSF Staff: $8,338,772,989
Davis Hamilton Jackson: $454,769,595

A: Can’t fly on one wing!
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The second graphic included in a packet of information a PSF employee says were [eft on amesting table
after the School Finance/PSF Committee Meeting September 14, 2000.

2 The 74" What is wrong with this picture? A: Can’t fly on one wing! L egjslature
' . 1st 2000 and 12-Month Trailing Ret L
directed QR TR the Legidative
i Cap Vall Cap Growth i
Alﬂlt Ié:?:mséunr:;m: 748 | 20,12 Iﬁj:fl: H?millnn Jackson: | 6.01 | 24.15 Commltt% to
contract Russell 1000 Value{ 0.48] 6.34 Russell 1000 Growih: 7.13{34.12 for agmilar
independe nt review of the
mves.t el 000: 437,211 L Russell 1000: 437,21.19 9
functions of the Teachers
Retirement \ System. It cost
approxima o tely $250,000,
ra/a aj a To hire # exsernal manager you make zwsgﬁﬁ:a:;’;gﬂti 3::” e numm’ Of
Tobirs e
Sra@ths 1. Pay foes out of ASF (jncome) wo a]d Idamflaj
areas for Lttt s TIPS 33672589 improvement. In
, it it g Harbor Capital: $1,528,607,770 T
the SAO's Wellington: $917,131,619 opinion, the
independe Columbia Partners $292,203,620 nt investment
re/l an First Quadrant: $266,252,070 provaj
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worthwhile and alowed TRS to regain a reputation for being awell-managed and successful investing
entity.

35. 19 TAC 833.5(a) State Board of Education, Code of Ethics (amended April 2, 2000)
http://www.tea state.tx.us/rul es'tac/chapter033/ch033.html#833.5. (October 10, 2000).
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Review the Security Resources Available to Protect
State Employees and State Buildings

BACKGROUND

Protecting the state’ s buildings and employees from workplace violenceisagrowing concern. The
nationd media has focused primarily on dramatic, but rare, instances of workplace violence. Incidents of
violence such as shootings by disgruntled employees in office buildings, bomb threasts made against
government offices, domestic disputes that enter the workplace, and anti-government sentiment give rise
to questions about our own preparedness. Asaresult, the House Committee on Genera Investigating was
asked to review the security resources available to protect state employees and state buildings.

Because of the nature of state government, acomprehensivede novo review of security resources
avalable to protect state employees and state buildings is beyond the capability and resources available
to the House Committee on Generd Investigating. Instead, the Committee reviewed practices and
relationships between the State Office of Risk Management (SORM), the General Services
Commission(GSC), the Texas Department of Public Safety - Capitol Police Digtrict (Capitol Police), and
the State Preservation Board (SPB). Each agency plays arole in state building security, management,
leasing procurement and protection.

Alongwiththe SORM, each state agency isresponsiblefor maintaining arisk management program
to reduce the possibility of accidents and workplace losses! The Committeg’ s review included a survey
of selected state agenciesto gain an understanding of thelevel to which these programs addressworkplace
violence issues?

While limitations prevented a comprehensive review of state buildings, the Committee did review
security and emergency plans for the Capitol Building, the Capitol Extenson and the William Clements
Building. The results of these “ spot checks’ reveded flaws in the security and emergency preparedness
plans. Although security and emergency planning is given serious consderation by the State Preservation
Board, Capital Police, and the Capitol FireMarshd, implementation flaws may render the plansineffective.

RISK MANAGEMENT IN STATE AGENCIES
STATE OFFICE OF RISK MANAGEMENT

The State of Texas has hundreds of thousands of employeesworking in thousands of state-owned
and leased buildings throughout the state. Chapter 412 of the Labor Code obligates SORM to review,
veify, monitor and approve risk management programs devel oped by state agenciesand to assist agencies
that fail to establish effective risk management programs.® SORM’ s authority reachesto adl State agencies,
except for the Texas Department of Transportation, the University of Texas System, TexasA&M System,
and Texas Tech University Sysem. By its own definition, SORM’s obligation aso covers the risk of
exposure due to workplace violence.*
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SORM was created in 1997 and is statutorily required to administer the state employeesworkers
compensation insurance program and the state risk management program. Prior to SORM’s formation,
these programs were administered by the Office of the Attorney General (OAG) and the Texas Workers
Compensation Commission (TWCC). As SORM evolved, it efforts have been focused primarily on the
state employee workers: compensation insurance program.

To implement the risk management program required by Chapter 412 of the Texas Labor Code,
SORM has directed each agency to develop and implement its own risk management program.®> SORM
has aso developed Risk Management for Texas State Agencies, afour-volume st of guiddines. These
guiddinesform the direction and basisfor acomprehensiverisk management program. Thegod of therisk
management program is to reduce property, liability, and workers compensation losses in each state

agency.®

SORM maintains active relationships with dl 136 State agencies and has approved risk
management programsfor al agenciesunder itsjurisdiction. However, SORM hasreported that the Texas
Incentive and Productivity Commission, the Texas Funeral Services Commission, and Texas Southern
University havefalledtofulfill reporting requirementsthat alow SORM to adequately eva uatetheagencies
risk management programs.”

Infulfillingitsobligationtoreview, verify, monitor, and gpproverisk management programsadopted
by state agencies, SORM’s Risk Assessment and L oss Prevention Section conducts periodic reviews to
assig state agenciesin establishing employee hedlth and safety programs. Thisthree-leve review process
provides SORM and the reviewed agency an opportunity to “fine-tune and improve’ exiging risk
management programs at state agencies. SORM’ s seven Risk Management Specialists (including the
department manager) conduct 50 reviews of agency risk management programs per year.

Each agency reviewed by SORM is given an opportunity to respond to the evauation within 60
days after it receives the evaluation report. This gives SORM and the agency the opportunity to address
any outstanding issues. Full evauations of an agency’ srisk management program arefollowed by periodic
on-ste consultations and hedlth and safety reviews.

SORM'’s evauation of agency risk management programs includes a cursory review of what
agenciesdo to prevent or preparefor instances of workplaceviolence. When aSORM Risk Management
Specidist conducts an agency risk management program review, obvious exposures that might present
workplace violence risks are identified.

In FY 1999, SORM'’ s review of agency risk management programs included surveying security
conditions and aggressive behavior incident reporting systems. During thisperiod, SORM’ sreview yielded
magor comments and recommendations to agencies in the following aress.

. Written Procedures for Building Security
. Procedures to address access controls to facilities
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. Procedures establishing parking lot security and escorts
. Availability, licenang and training of security guards
. Training program for aggressive behavior

Although SORM does conduct reviews that survey an agency’s preparedness for incidents of
workplace violence, the broad array of issues involved in risk management forces SORM to rely on a
limited number of Risk Management Specidists armed with generdized training. SORM acknowledges
that it cannot conduct assessmentsthat includefull exploration of workplace violence prevention measures.

In addition to agency risk management reviews, SORM offers periodic training for dl date
agencies. Therisk management training component includes specidized ingruction on workplace violence
prevention and handling “bomb threats” SORM dso has a “train-the-trainer” series amed a providing
agency risk managers with speciaized training on workplace violence. SORM'’ slimitations on workplace
violence pecidigs requires them to rely on the Texas Department of Public Safety and the Austin Police
Department’ s bomb squad for expertise.

Thesetraining sessonsare offered threetimesper year in Austin. SORM reportsthat over 90 Sate
employees from 30 different agencies have participated in these training activities during the 1999 fiscd
year. It publishes an annual training calendar that is sent to al State agencies as well as agency risk
managers. SORM aso maintains aweb Ste that ligts training opportunities.,

In addition to serving 136 state agencies, the Risk Management Speciaists have other duties that
require varying levels of involvement. The Risk Assessment and L oss Prevention Section provides other
risk management services to 26 Mentd Hedth/Mentd Retardation facilities, 15 Texas Y outh Commission
facilities and 122 Texas Department of Crimind Justice facilities. This divison of SORM dso provides
more limited services to over 3,300 Sate agency field offices throughout the state.

GENERAL SERVICESCOMMISSON

The Genera Services Commission (GSC) serves as the leasing agent and property manager for
thousands of buildings throughout the state® In Facilities Master Plan 2000, the GSC reports that it
provides working space for over 131,000 state employees in state-owned and leased buildings.® Forty-
seven percent of full-time state employees are housed in GSC leased or managed facilities. Others are
housed in workplaces built, leased or managed by other State agencies or indtitutions of higher learning.2°

The scope of GSC' s services as property manager and leasing agent does not include workplace
safety and violence prevention. GSC's Facilities Master Plan 2000 report does not take workplace
violence issues into account. Instead, GSC assumes individua state agency risk management plans are
included in an agency’ s request for office space.

Because workplace violence prevention is not consdered a facility issue by GSC, there is no
coordinated effort by GSC and other involved agencies to insure that workplace violence prevention
gtandards are addressed. GSC acknowledges that it has no minimum standards for security or safety in
its standard lease contracts. And, unless a client agency requests specid consideration for workplace
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violence prevention measures, these issues go unaddressed until an agency receives an on-dte review by
the State Office of Risk Management. With SORM'’ slimited resources, it could take severd yearsbefore
an on-ste review of newly acquired facilities is conducted.

TEXASDEPARTMENT OF PUBLIC SAFETY - CAPITOL POLICE DISTRICT

The Texas Department of Public Safety - Capitol Police Digtrict (Capitol Police) has primary
responsibility for law enforcement and security services on the Capitol Complex.** To thisend, it provides
crime suppresson and control, security management and parking administration in the Capitol Complex
and at other gtate office buildings in Austin within a 46-square block area surrounding the Capitol
Building.'? The Capitol Police also providelaw enforcement and security servicesto the William P. Hobby,
E.O. Thompson and Brown/Hegtly State Office Buildings. Importantly, the Capitol Police do not provide
law enforcement or security services to any other state buildings or employees outside of the Capitol
Complex.

The Capitol Complex includes 28 sate office buildings and 15 private office buildings. The Capitol
Police serves aday time population of approximately 40,000 with an additiona state employeeworkforce
of approximately 14,000.

The Traffic Law Enforcement Division of the Texas Department of Public Safety isrespongblefor
the overdl adminigtration of the Capitol Police. The Capitol Police is divided into three details: thefirgt is
responsble for security of the State Capitol Building, Capitol Extension and the Capitol grounds; asecond
isresponsible for police patrols and building security in other areas; and the third detail performs crimind
investigations, parking adminigtration, research and training and locksmith services

The Capitol Police fulfills its role with 257 personnd. One hundred thirty-seven (137) are
commissioned personnd and 120 arenon-commissioned support personnd . Ninety-sx non-commissioned
support personnd are assigned to provide varying levels of security-related work. Fifty-percent of
commissioned officersareass gned to the State Capitol Building, Capitol Extensionandthe Capitol Building
grounds. Moreover, as required, the Department of Public Safety and the City of Austin have entered into
aninter-loca agreement for traffic and parking enforcement and genera security in the Capitol Complex.**

STATE PRESERVATION BOARD

The State Preservation Board (SPB) was established in 1983 for the purpose of preserving,
maintaining, and restoring the State Capitol and the General Land Office Building, and their contents and
grounds. The State Preservation Board is involved in workplace safety in so much as security measures
impact its preservation efforts. The SPB’sfocus is now on preservation maintenance.

GAUGING THE THREAT OF WORKPLACE VIOLENCE

Current crime gtatistic reporting methods make it impossible to gauge the threat of workplace
violence. Statistica data contained in the Uniform Crime Report compiled by the United States
Department of Justice from reportsfiled by dl law enforcement agencies contains no separate category for
workplace related violence. In Texas, no state agency compiles or maintains any satistica datato gauge
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the seriousness of the threet of workplace violence. Moreover, a Nationd Crime Victimization Survey
found that 56% of workplace violence victims never reported their particular incident to any law
enforcement agency.’® These factors make gauging the seriousness of the threat of workplace violence

impossible.

Government employees disproportionately suffer incidents of workplace violence. The Bureau of
Judtice Statistics analys's of crime victimization data shows that 61% of workplace violence incidents
occurred in private companies, 30% occurred among government employees, and 8% of thevictimswere
sdlf-employed.’® Since 18% of the workforce in the United States are government employees (federd,
state and local), studies have concluded that thereisadisproportionate share of attacksagainst government
employeest’

The Nationd Ingtitute for Occupationd Safety and Health (NIOSH) hasidentified certain factors
that appear to increase aworker’ srisk for workplace assault. These factors include:

. Contact with the public
. Exchange of money
. Ddlivery of passengers, goods, or services

. Having a mobile workplace such as a police cruiser

. Working with ungtable or volaile personsin hedth care, socid service, or crimind justice
Settings

. Working done or in smal numbers

. Working late a night or during early morning hours

. Working in high-crime areas

. Guarding vauable property or possessons
. Working in community-based settings®

The nature of sate employment involves many of the risk factorsidentified by NIOSH. This makes state
employees more vulnerable to incidents of workplace violence than the overal workforce.

The House Committee on Generd Investigating conducted a survey of selected state agenciesto
quantify the seriousness of workplace violence at state agencies. The Committee surveyed the following
agencies and component inditutions:

. Texas Hedth and Human Services Commission
. Texas Department of Human Services
. Texas Department of Protective and Regulatory Services
. Texas Department of Menta Hedlth and Mentd Retardation
. Texas Department of Hedlth
. Texas Commission for the Blind
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. Texas Commission on Alcohol and Drug Abuse
Texas Department of Information Resources
Texas Natura Resource Conservation Commission

Texas Department of Transportation

The Universty of Texas System

. Sysem Adminigrative Offices

. The University of Texas a Arlington

. The Universty of Texasa Audin

. The University of Texas a Brownsville

. The Universty of Texasat Ddlas

. The Universty of Texasa El Paso

. The Universty of Texas a Pan American

. The Univerdty of Texas a Permian Basin

. The Universty of Texasat San Antonio

. The University of Texas Houston Health Science Center

. The University of Texas Hedth Science Center & San Antonio
. The University of Texas- M.D. Anderson Cancer Center
. The Univergity of Texas Medical Branch a Gaveston

. The University of Texas Southwestern Medical Center

. The Universty of Texas Hedth Center & Tyler

Texas A&M System

. Sysem Adminigrative Offices
. Tarleton State University

. Texas A&M a Kingsville

. Texas A&M a Commerce

. Texas A&M Hedth Science Center
. Texas Trangportation Indtitute

. Texas A&M Agriculturd Programs
. Texas A&M at Gaveston

. Texas A&M International

. Texas A&M a Texarkana

. Texas Engineering Experiment Station
. Texas Engineering Extenson Service
. Texas A&M University

. Praire View A&M Universty

. Wed Texas A&M
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The survey questionnaire conssts of a series of sx questions focusing on (1) an agency’s
assessment of the problem; and (2) its policies and practices addressing this problem. The survey is
included in “Appendix I.” Agency responses to the survey are on file with the House Committee on
Generd Invedtigating.

Along with a survey of state agency policies and practices, the House Committee on Genera
Investigating asked the Capitol Police to identify the seriousness of the threat of workplace violence at the
Capitol Complex. The Capitol Police reported workplace violenceis not amajor problem.*® However,
it did report that * be on the lookout” and * harassment” complaintsareincreasing, especidly where adverse
actions are taken against employees or license holders.

The table below shows totd reported crimes investigated by the Capitol Police within the Capitol
Complex.?° The Capitol Police datistica report shows no discernable pattern of workplace violence or
cime in the Capitol Complex. Again, measuring the seriousness of the threat of workplace violence is
impossible because of the lack of reporting requirements.

Capitol Police Crime Statistics

1995-1999

Type of Crime 1995 1996 1997 1998 1999
Assault 5 5 6 8 17
Bomb Threat 4 8 4 5 2
Breach of Computer Security 0 0 0 0 4
Burglary of Building 5 13 5 7 1
Burglary of Coin Operated Machine 0 1 3 1 1
Burglary of Vehicle 37 38 34 31 32
Criminal Mischief 104 92 45 53 26
Criminal Trespass 5 15 7 11 13
Disorderly Conduct 6 5 2 4 0
Drug Offenses 30 15 32 68 91
Indecent Exposure 1 0 0 0 2
Family Violence 3 2 1 3 1
Harassment 18 20 20 21 24
Public Lewdness 0 0 0 1 4
Public Intoxication 45 a4 45 71 111
Resisting Arrest 1 0 4 3 2
Robbery 1 0 0 2 1
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Sexud Assault 0 0 0 0 1
Terroristic Threat 9 8 12 12 14
Theft 190 161 150 147 112
Unlawful Carrying Weapon 0 0 0 6 6
Unlawful Use of Motor Vehicle 7 12 18 9 8
Unlawful Use of Motor Vehicle (attempted) 1 0 3 0 0

The survey of state agency policy and the practices on workplace violence show that instances of
workplace violence occur with varying degrees of frequency. For example, the Texas Natura Resource
Conservation Commission (TNRCC) reported 12 potential/alleged workplace violence casesin FY 1999
and 22 cases in FY 2000.2! Although a dramatic increase was observed, TNRCC points out that the
greatest number of incidents occurred prior to the implementation of training associated with a new
Workplace Violence Policy. Since the policy’s implementation, TNRCC reports only one workplace
violence incident.

The survey dso revealed that incidents of workplace violence occur in many locations throughout
the gtate. For instance, the Texas Department of Human Services (DHS) reported that it observed 143
incidents of workplace violence during FY 2000. Of those, 73 were from regiond offices throughout the
state and 60 occurred in the agency’ s State Office Complex in Austin. DHS noted that this number does
not represent a sgnificant increase in occurrence of workplace violence.

The survey aso reveded differing levels in severity of incidents of workplace violence. Many
responding agencies reported having received bomb and desath threats and incidents of vandalism and
crimind trespass. However, severa agenciesreported more seriousincidents of workplace violence. For
example, the Texas Department of Mental Health and Menta Retardation reported that an “employeeheld
a department head hostage at knife point for severa hours”? And, the Generd Services Commission
reported that two leased parole offices in Houston were the target of arson (a parolee is suspected)
resulting in the loss of over 20,000 square feet of office space and approximately $475,000 to the
building' s owner. =

The survey aso revealed that workplace violence is not limited to instances between co-workers.
In one case reported by Tarleton State University, a student in a class told fellow classmates and the
professor of dreaming about “ bringing agunto dlassand killing everyone.”?* Further, the Texas Department
of Transportation (TXxDOT) reported that its security office receives an average of two calls per week
dedling with domestic violence involving TXDOT employees®

Although the sdected examples taken from the survey might be darming, no data exists and no
suggestion is made that these examples and frequency rates are beyond nationd levels or those in the
privatesector. The TexasPublic Employees Association has not received any complaints about workplace
violence and has taken the position that it is not amajor issue or problem.?® Even so, the State Office of
Risk Management and al agencies surveyed have adopted policies and practices to address this problem.
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DEALING WITH WORKPLACE VIOLENCE

AT STATE AGENCIES

Because the nature of state employment places employees at risk of workplace violence, state
agencies on their own and through the State Office of Risk Management have adopted policies and
modified workplace practicesto better providefor the safety and security of agency employees. Moreover,
the Capitol Police provides a variety of security-related services to insure the safety of those working in
the Capitol Complex.

As mentioned above, the State Office of Risk Management (SORM) is the agency primarily
responsible for adminigering the state’ s risk management and worker’ s compensation program. SORM
offers training resourcesto state agencies and employeesin various aspects of risk management. SORM’s
training program on workplace violence prevention isaimed at agency risk managers and supervisors. It
includes components on recognizing violent persons and dangerous Situations, designing asafe workplace
and managing sressful Stuations.

SORM aso provides training on how to handle bomb threats. SORM’ s training session focuses
on profiling the psychology of persons making threets, search techniques, and recognizing explosive
devises. SORM’straining also stressesthe value of an agency “bombincident” plan. Tothisend, SORM
provides a detailed “bomb threat procedures’ guide to assst employees and agencies dedling with bomb
threat incidents. SORM rdiesheavily on expertise provided by the Texas Department of Public Safety and
the Audtin Police Department for the “bomb threet” training.

SORM dso reviews and monitors agency risk management plans. Its periodic review includes
monitoring of an agency’s implementation plan on workplace violence. However, SORM’s limited
resources and itsinability to enforcerisk management rulesor regulationslimitsitseffectivenessin obtaining
agency compliance with recommended improvements.

Each state agency is required to adopt safe workplace policies and practices?’ State agencies
reviewed by SORM have dl adopted risk management programs.  Those agencies not faling under
SORM'’ sreview authority aso have adopted risk management programs. Agencies developing their own
risk management policies do so to meet particular needs and circumstances of the agency. Each agency’s
differing role requires that sandards vary. Moreover, SORM reported that smaller agencies with more
limited resources have lesser developed risk management policies and practices. As a result, risk
management programs do not follow uniform standards.

AT THE CAPITOL COMPLEX
As discussed previoudy, the responsibility to protect state property and employeesin the Capitol

Complex has been entrusted to the Texas Department of Public Safety through the Public Safety
Commission. This responshility has been delegated to the Capitol Police. Because of the Sgnificance and
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nature of the Capitol Building, Capitol Extenson and other state buildings in the Capitol Complex, the
Public Safety Commission generally grants unlimited public acoess to these buildings.?®

Along with SORM, the Capitol Police provides safety training and training materias to sate
employees working primarily in the Capitol Complex. It publishes and didributes Capitol News, a
newdetter widdy circulated in the Capitol Complex which often includes safety training tips. The Capitol
Police aso compiles safety-related brochures on avariety of subjectsincluding dedling with bomb threats
and workplace violence. This information is dso widely distributed and is used when agencies request
safety training from the Capitol Police.

A bomb threat protocol sheet is dso distributed by the Capitol Police to guide state employees
through a bomb threeat incident. This protocol sheet is digtributed to al Capitol Complex offices by the
Capitol Police and isused in training sessons.

Current procedures detailing steps for dealing with bomb thregts are the subject of particular
concern. At present, Capitol Police palicy isto direct and manage the responsefor dl threats made against
fadlitieswithin the Capitol Complex. For threats againgt buildings outsidethe Capitol Complex, the Capital
Police will assigt in assessing threat vadidity, but abdicate the ultimate decision regarding levels of response
to an agency’s executive director. Depending on the threat assessment, the Austin Police Department’s
“Bomb Squad”’ and Augtin Fire Department are dso available to provide emergency services.

Conflicts between Capitol Police bomb threat protocol policy and actua practice have been
reported. Comments received by the Committee suggest that in at least two (2) instances, Capitol Police
sought initid direction from agency executive directors onthe course of action to be taken in response to
bomb threats made againgt agencies located in the Capitol Complex.® Thisis contrary to policy stating
that the Capitol Police will themselves direct and manage aresponseto athreat made againg abuildingin
the Capitol Complex.

The aleged discrepancy between policy and practice suggeststwothings. First, the Capitol Police
rely on agency executive directorsto make decisonswhich they areresponsblefor under their own policy.
Secondly, agency executivedirectorsdo not fed adequately prepared to respond to thesetypes of threats.

The Capitol Police aso operate a 24-hour communications center for the Capitol Complex. To be
certain that Capitol Complex employees are aware of emergency telephone numbers, the Capitol Police
report that they frequently distributea” stick-on” emergency number guidethroughout the Capitol Complex.
However, thisis not done on aregular basis.

The desirefor generd public accessto the Capitol Building, Capitol Extension and other buildings
in the Capitol Complex creates limitations on the Capitol Police's ahility to more fully reduce the risk of
workplace violence. Full and free access, coupled with the decison to refrain from using wegpons
detecti onequipment, diminishesthe Capitol Police’ sability to detect or forestall potentia violentincidents®

The limitations placed on the Capitol Police require that it fine tune its policing methods. In order
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to provide security at Capitol Complex buildings, the Capitol Police rely on high police visbility and
sophisticated surveillance systems. For example, over 50% of the Capitol Police' scommissoned officers
are assgned to the Capitol and its grounds. And, a system of video surveillance cameras monitors the
Capitol Building 24-hours aday.

The Capitol Police expressed concern about the carrying of licensed handguns in the Capitol
Building and Extension. Currently, most weapons are prohibited in these places.*! However, concealed
handguns carried by a license holder may be carried in any “place and under circumstances where not
otherwise prohibited by law.”*? Because a prohibition requires posting of notice, and no notice has been
posted, licensed handguns are permitted in any part of the Capitol Building, Extension, and grounds. This
includes members' offices, meeting rooms and the galleries of both the House and Senate.®

Although the Public Safety Commisson isauthorized to makeit illegdl to carry alicensed handgun
inthe Capitol Building and Extendion, it has not undertaken this action. As aresult, licensed handgun
carriers have unlimited access to dl parts of the Capitol and Extension.

Other state agencieshaveadopted rulesand policiesprohibiting the carrying of conceded handguns
by licensed carriersin buildings occupied by those agencies. Because these agencies have posted notice,
carrying alicensed handgun in these areas subjects a person to prosecution for criminal trespass under
Section 30.06 of the Texas Penal Code.

The Capitol FireMarsha has dso devel oped measuresto minimize risks associated with Situations
which require the evacuation of the Cgpitol Building and Extension. The State Preservation Board and the
State Fire Marshd’ s Office share oversight of the Capitol Fire Marsha, who prepared and distributed the
Capitol Emergency Evacuation Plan.

An interesting note on the current status of the State Capitol Building and Capitol Extension
Emergency Evacuation Plan deserves mention. The plan providesinformation ontopicssuch asemergency
phone numbers, evacuation procedures and bomb thrests. For evacuation emergencies, the plan callsfor
periodic training of particular Capitol Building and Extenson employeesto asss in building evacuations.
When asked, the Capitol Fire Marshal could not remember when thelast training sessions had been held.

If the Capitol Fire Marshd fails to follow his own plan, persons working or touring in the Capitol
Building or Extension could be placed at greater risk in the event of an emergency evacuation.

It isimportant to note that other buildings in the Capitol Complex are not aswell protected asthe
Capitol Building and Extension; other buildingsrdy on less e aborate and moreineffective survelllance and
patrol systems. These systems leave much room for improvement. For example, the Capitol Police and
the Office of the Attorney Generd - Internd Investigations Division both provide security servicesto the
William P. Clements, Jr., State Office Building. However, no coordination exists between these two
agenciesto insure that maximum efficiency isachieved. Asaresult, ggosin security render both sysems
admogt wholly ineffective; neither knows what the other is doing.*
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This inefficiency leaves the William P. Clements, J., State Office Building vulnerable. The
Committee conducted a* spot check” to seewhether the current security system would detect unauthorized
entry into the building. On the morning of April 23, 2000, an unmarked SUV was parked on the ground-
floor driveway between (and beneeth) the building and the parking garage for approximately two hours.
An unauthorized person was ableto gain access around al of the externd facilities (parking structure, trash
receptacles, etc.) and to the building itsdf without showing any meaningful identification or without any
intervention from any person including the Capitol Police.

Thefallures of the security system at the William P. Clements, Jr., State Office Building (just two
blocks west of the Capitol Building) are dgnificant. This ate office building serves 13 date agencies
providing critical and vulnerablefunctionsto the State of Texas*® For instance, the Office of the Attorney
Genad’s Crime Victims Ingtitute, Speciad Crimes, Law Enforcement Defense, Prosecutor’ s Assistance,
Generd Litigation, and Tort Litigation Divisonsdl maintain officesin this sate office building. The nature
of work performed in this building makesit a target for those with anti-government sentiments. Varying
degrees of effective security measures a possibly the most vulnerable state office buildingsin the Capitol
Complex suggest that buildings percelved as less vulnerable might smilarly be ineffectively protected.

CONCLUS ONS& RECOMMENDATIONS

Public attention is often focused on rare instances of workplace violence--the unexpected “ office
gunman” who terrorizes an office full of employees and customers or the shock of violence in schools.
These fears complicate the work of those charged with developing workplace violence programs. The
chdlenge of risk managers and security personnel is to prepare for the rare occurrence of workplace
violence while identifying and addressng more important, but often overlooked, likely sourcesof danger.
Preparation for rare instances should not stand in the way of identifying risks such aslack of coordination
between agencies, poorly lighted parking lots or ggpsin employee training.

Although quantifying the level of risk for state buildings and employeesis beyond the scope of the
Committee sreview, the Committee’ ssurvey of sdlected state agenciesreved sred instances of workplace
violence. Thetypesof incidentsidentified show that no agency isimmunefrom even the most serioustypes
of violence.

Moreover, the results of reviews conducted at the Capitol Complex revedled flaws and gapsin
security and safety plans. Because these are possibly the most secure state buildings, failures here suggest
amilar or more problemétic Stuations may exist in other state buildings throughout the Sate.

The measurestaken by staterisk managersand agenciesto reduceri sksassoci ated with workplace
violence are Sgnificant. However, gaps and flaws in exiging plans render many plans less effective. To
this end, the following recommendetions are made:

. The generdized training and resources currently held by Risk Management Specidids at the
SORM should be supplemented with specidized training in workplace violence prevention
methods. SORM, and other risk managers should tap into the Texas Engineering Extension
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Service sLaw Enforcement Training Academy andit’ sNational Emergency Responseand Rescue
Training Center for specidized training on threat and risk assessment and prevention.

SORM and GSC should develop a uniform and minimum standards guide on safe workplace
requirements. These minimum standards should be considered and made a part of any future
FadilitiesMaster Plan developed by GSC or any other state agency responsiblefor planning future
building or renovation projects. Moreover, minimum standards should be included for al new
building leases and be included for exigting leases up for renewd.

To address the lack of gtatistica information to gauge the threat of workplace violence, each
agency should report workplace violence incidents and threststo SORM on asemi-annud basis.
SORM should devel op an gppropriate definition of workplace violenceand thereporting standards
for agency compliance.

SORM should develop a Risk Management Guide that includes a uniform section that should be
adopted by smdler sate agencies lacking resources to develop an effective risk management

program.

DPS and the Capitol Police should conduct athorough review of its* bomb threst” protocol policy
and adopt necessary changestoinsureeffectiveimplementation. The Capitol Policeshould provide
awritten explanation and provide guidance to each agency director and agency risk manager inthe
Capitol Complex.

The Public Safety Commission and the State Preservation Board should coordinate to post notice
inaccordancewith Section 30.06, Texas Pena Codeto prohibit the carrying of licensed concealed
handguns in the Cgpitol Building and Extenson. (See Appendix I1: Representative Ked doesnot
join the committee in this recommendation).

Each state agency should consider posting notice in accordance with Section 30.06, Texas Penal
Code to prohibit the carrying of licensed conceded handgunsin each facility under itsjurisdiction.
(See Appendix 11: Representative Ked does not join the committee in this recommendation).

The Capitol Police should conduct acomprehensive review of security services provided by each
agency inthe Capitol Complex and adopt necessary changestoinsurethat Capitol Police and other
agency security services are effectively coordinated to maximize security services and reduce
duplication of services.
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ENDNOTES
Tex. Admin. Codetitle 28, §252.101 (1999).
Agency survey responses are on file with the House Committee on Generd Investigating.
Tex. Lab. Code Ann. 8412.011 (1999).
“Risk management, by definition of its component terms, is the management process of
planning, organizing, saffing, leading, and controlling an organization's resources to minimize the
possibility of loss or injury from various causes of loss. Smply stated, risk management isthe
process of identifying and controlling an organization'slosses” Risk Management for Texas
Sate Agencies.

Tex. Admin. Codetitle 28, §252.101(a) (1999).

State Office of Risk Management, Risk Management for Texas State Agencies (visited
September 27, 2000), <http://www.sor m.state.tx.us/'volumes.htm=>.

Letter from Gentry Woodard, office of the Generd Counsd of the State Office of Risk
Management (September 1, 2000) (on file with the House Committee on Generd
Investigeting).

Tex. Gov. Code Ann. 882165, 2167 (1999).
Generd Services Commission, State of Texas Facilities Master Plan 2000 (July 2000).

Statutory authority for delegated leasing authority separate from GSC' s authority existsfor:
Southwest Texas State University; Texas A&M System; Texas Tech University; Texas
Agriculture Experiment Station; University of Houston System (system offices, Clear Lake,
Downtown, Victoria); University of North Texas (Denton and Health Science Center at Ft.
Worth); University of Texas (Dallas, El Paso, San Antonio, Tyler, Hedlth Center a Tyler,
Hedth Science Center a San Antonio, Medical Branch at Galveston, Southwestern Medica
Center at Dallas, and Arlington); Texas Workforce Commission; Texas Department of Menta
Hedth and Mentd Retardation (resdential space and community centers); Texas Y outh
Commission (resdential space); Texas Affordable Housing Corporation (residential space);
Texas Alcoholic Beverage Commission; Texas Armory Board, Texas Lottery Commission,
State Auditor's Office; the Legidature.

Tex. Gov. Code Ann. §411.062(a) (1999).

Tex. Gov. Code Ann. 8411.061 states;

“Capitol Complex means the following property thet is located in Austin, Texas, to the extent the property is owned
by or under the control of the state:
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13.

14.

15.

16.

17.

18.

19.

20.

21.

22.

23.

24,

25.

26.

(2) the areabounded on the north by theinside curb of Martin Luther King, Jr., Boulevard, on the east by the outside curb
of Trinity Street, on the south by the outside curb of 10th Street, and on the west by the outside curb of Lavaca Strest;;
(2) the William P. Clements State Office Building located at 300 West 15th Street; and

(3) other locations under the jurisdiction of the capitol police district as may be gpproved by the di rector.”

Overview of TLE Division and Services. Materiads from David McEathron, Chief Traffic Law
Enforcement Division, Texas Department of Public Safety to Sunset Commission staff (November
1997).

Tex. Gov. Code §411.062(f) (1999).

Nationa Ingtitute for Occupationa Safety and Hedlth, U.S. Dept. Health and Human Services,
Pub. No. 96-100, Current Intelligence Bulletin 57: Risk Factorsand Prevention Strategies (1996).

Interview with Randal K. Elliston, Mgor, Texas Department of Public Safety - Capitol Police
Digtrict (January 20, 2000).

Texas Department of Public Safety - Capitol Police Digtrict. Capitol Police District Crime
Satistics 1995-1999.

Texas Natural Resources Conservation Commission. Workplace Violence Survey Response.
September 5, 2000 (on file with House Committee on Generd Investigating).

Texas Hedth and Human Services Commission. Wor kplace Violence Survey Response. August
28, 2000 (on file with House Committee on Generd Investigating).

Genera Services Commission. E-mail correspondence from Carlos J. Hodge to Mait Kelly.
August 1, 2000.

Texas A&M Universty Sysem. Workplace Violence Survey Response. August 30, 2000 (on
file with House Committee on Generd Investigating).

Texas Department of Transportation.Wor kplace Violence Survey Response. August 8, 2000 (on
file with House Committee on Generd Investigating).

Tdephone Interview with Gary Anderson, Executive Director, Texas Public Employees
Association (April 17, 2000).
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27.

28.

29.

30.

31.

32.

33.

35.

36.

Tex. Admin. Codetit. 28, §252.101.
Tex. Admin. Codetit. 37, §1.4.3.

Agencies providing comments wished to remain anonymous to avoid problems with the Capitol
Police.

Interview with Randall K. Elliston, Mgor, Texas Department of Public Safety - Capitol Police
Digtrict (January 20, 2000).

Tex. Admin. Code 37, 81.4.6 states:

Firearms, explosive wegpons, illegd knives, clubs, and knuckles, as defined in the Texas Pend Code, §846.01, ad
prohibited wespons as defined in the Texas Penal Code, §846.06, are not permitted in state buildings or on state grounds
covered under these rules, except in the possession of:

(1) alicensed peace officer;

(2) astoahandgun or nightstick, aproperly licensed private security officer whileworking under an approved department
contract and the contract authorizes the use of an armed guard; or

(3) asto aconcedled handgun, aperson who is licensed to carry aconceded handgun, under Texas Civil Statutes, Article

4413(29%s¢), provided that such aperson may only carry ahandgunin aplace and under circumstanceswherenot otherwise
prohibited by law.

Id.
Tex. Pendl Code Ann. §8§30.06, 46.035(c), 46.035(i) (1999).

Telephone Interview with John Nichols, Capitol Fire Marsha (August 24, 2000).

Interview with Harold Henderson, Chief, Internd Invedtigations Divison, Office of the Attorney
Genera (August 22, 2000).

The following agenciesmaintain officesinthe William P. Clements, J. State Office Building: Office
of the Attorney Generd; State Commission on Judicia Conduct; State Office of Adminidtrative
Hearings, Department of Information Resources, Texas Public Finance Authority; State Office of
Risk Management; Commission on Jail Standards, State Pension Review Board; Texas Bond
Review Board; Texas Food and Fibers Commission; Genera Services Commission; and Texas
Commission for the Blind (cefeteria).
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APPENDIX |

WORKPLACE VIOLENCE SURVEY

How serious isthe threat or problem at [agency]?

Provide examplesand gtatigtical information (frequency, type, cod, result or incident, etc.) on history
of workplace violence at [agency]?

What does [agency] currently do to mitigate the threet or problem?

Where does [agency] fall short on addressing the problem? What resources do you need to
mitigate or prevent these problems? What cost do you associate with corrective action?

What |egidativeremedies(or other suggestions) are necessary for these agenciesto properly address
this problem?

Any other information you deem important for the committee to know in reviewing the individua
agency position in thisissue?
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APPENDIX |1

DOCUMENT ON FILEWITH
HOUSE COMMITTEE ON GENERAL INVESTIGATING
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The State Use Program
BACKGROUND

The State of Texas has a clearly articulated policy of encouraging and assisting “persons with
disabilities to achieve maximum persond independence by engaging in useful and productive employment
activities™! Texas has put this policy into practice by establishing the Texas Council on Purchasing from
People with Disabilities (“Texas Council”) and its concomitant mandatory State Use Program® This
program gained attention after a digpute over program informeation and ensuing litigation over competitive
bidding was filed againg the Texas Council by the Texas Industries for the Blind and Handicapped
(“TIBH"). Questions about the program aso aired after the Texas Council approved, then suspended,
inclusiar gir651AGT RASAEPINSERE PRoRPSIS a8 adisRindPapR aMBPU SHaTFR questions of
product inclusion in the State Use Program, the House Committee on Genera Investigating was asked to
review the program and processes by which disabled workers are afforded priority in certain state
procurement, including the roles of the General Services Commission (GSC), the Texas Council, and
TIBH.

In January, 2000, Lieutenant Governor Rick Perry asked the Senate Committee on State Affairsto
review Texas State Use Program and the benefit provided to persons with disabilities. In his charge,
Lieutenant Governor Perry directed the Senate Committee on State Affairs to “examine the powers and
duties of the Council on Purchasing from People with Disabilities (the Council); funding methods for the
Council staff and activities; the Council’s oversight of the central non-profit and community rehabilitation
program work centers, the utilization by and satisfaction of customers with goods and services provided
under the program; the nature of disabilitiesrequired for participating in the program; and the adequacy of
rules governing the State Use Program, including whether standards of digibility for work center products
and services should be added to statute. The committee shall aso ensure the appropriate nature and
amount of involvement by people with disabilities in the production of goods and provision of services.”

Senate Finance Committee Chairman William R. Ratliff aso requested a review by the State
Auditor’s Office because of concerns about program abuses. The State Auditor’s Office released its
report in September, 2000. The* Key Points of the Report” and “ Executive Summary” areincluded inthis

report as“ Appendix 1.”

Because the charge to the House Committee on Generd I nvestigating and the Senate Committeeon
State Affairsrelated to the same subject matter and arose from similar concerns, the House and Senate
committees worked together in examining the issue. The committees held joint public hearings on the
matter on March 20, and April 25, 2000. Testimony was received from the Texas Council, TIBH, GSC,
Community Rehabilitation Programs (CRPs), various advocacy groups, other state agencies providing
employment servicesto disabled workers, representativesfrom for-profit and non-profit corporations, and
others affected by the adminigtration of the State Use Program.
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The report that follows summarizes testimony, interview results and materials surveyed as a result
of the interim charges. Findly, the report contains conclusions and recommended actions to the 77th
Legidature.

STATE USE PROGRAM: THEN AND NOW

The State Use Program was set up in 1975 when the Legidature established apilot program giving
preferential contracts to blind or visudly impaired Texans who manufactured products for sde to state
agencies* The Texas Indudtries for the Blind and Handicapped (TIBH) was formed three years later to
help implement the program.

Since 1978, TIBH has been intricately involved in the State Use Program. Moreover, TIBH has
been the only organization authorized by the Texas Council to serve asacentra non-profit agency (CNA).

Until 1981, the State Use Program targeted vendorsemploying blind and visudly impaired Texans.
The Legidature then expanded the program to include al disabilities and to establish set-aside contracts.

In 1995, the L egidature renamed the agency and made other changes®> Along with anew name, the
Texas Council’s board membership was amended to include a nine-member board appointed by the
governor.® The Texas Council, which meets quarterly, is charged with furthering the state's policy of
assgting and encouraging persons with disabilities to achieve persond independence by engaging in useful
and productive employment activities.

Chapter 122 of the Human Resources Code contains the authorizing statute for the Texas Council
and establishesitsbounds. Chapter 122 requiresthe establishment of the State Use Program; requiresthe
Texas Council to designate acentral non-profit agency (CNA) to administer the program; and requiresthe
use of CRPs to further employment opportunitiesfor disabled workers. The program servesa population
of the disabled community not reached by other programs--those typically having trouble obtaining
maingiream employment and often requiring more structured environments.

Employment opportunities for disabled workers are created through combined efforts of the Texas
Council, the CNA and CRPs. The Texas Council approves products and services that can be used by
date agencies and political subdivisons and also setsprices. The CNA isresponsible for cultivating and
developing products needed by state agency users and for fostering the relationship between the state
agency user and the provider of products and services. CRPs accomplish their role by employing persons
with disabilities.

Participation in the State Use Program is mandated for state agencies and voluntary for politica
subdivisons. Agenciesare required to purchase products and services provided by a CRPif the product
or service meets established specifications.” Political subdivisions, athough not required, can purchase
products or services from aCRP.2
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When a gtate agency or political subdivision purchases a product or service through the State Use
Program, it does not have to comply with statutory competitive bidding requirements. Insteed, pricesfor
products and services are set by the Texas Council based on its assessment of fair market price
determination.® In making this determination, the Texas Coundil is required to “ensure that the products
and sarvices offered for sde, offer the best value for the state or a politica subdivision.”'® To this end,
prices for services and products recommended by the CNA for inclusion in the State Use Program are
reviewed by a Pricing Subcommittee (a subcommittee of the full-council) and presented to the Texas
Council for approva.t

The Texas Council serves primarily to set program policy and monitor program effectiveness. The
Texas Council’ s duties can be summarized to include the following:

1) approving community rehabilitation programsunder which personswith disabilitiesproduce
products or perform sarvices for compensation;

2) determining fair market vaue of products and services manufactured or provided by
persons with disabilities and offered for saleto sate agencies by community rehabilitation
programs;*®

3) ensuring that the products and services for sde offer the best vaue for the state;* and

4) testing products and services before offering them to the sate to ensure qudity.™®

The Texas Council is not authorized to employ its own staff. To fulfill its obligations, it receives
administrative, clerica, lega and other support from GSC in accordance with legidative appropriation. 6
GSC provides an attorney on a part-time basis and an administrative assistant dedicated 50% to activities
related to the State Use Program. GSC' s costs are reimbursed by the Texas Council, which receives fees
derived from a percentage of TIBH’s management fee.’

However, snce 1998, GSC has requested minima funding through legidative gppropriation to
provide support for the Texas Council.*® TIBH has indicated that it fully anticipated $100,000 in support
from GSC and budgeted accordingly.*® However, GSC's own legidl ative gppropriation request envisions
only minimal support to the Texas Council. A review of GSC's past |egid ative appropriation requests and
its actud expenditures to support the Texas Council are summarized in the tables below.

Table 1.
General Service Commission
L egidative Appropriation Requests
FY 1996 -2003%°

1996 FY 1997 FY 1998 FY 1999 FY 2000 FY 2001 FY 2002 FY 2003

0 0 42,000 42,000 26,266 29,162 29,162 29,162
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Table 2.
General Service Commission

Expenditure Data

FY 1995-2003~

FY FY 1996 FY 1997 FY 1998 FY 1999 FY 2000 FY 2001 FY 2002 FY 2003
1995
(actual) (actual) (actual) (actual) (est.) (budgeted) | (requested | (requested)
(actual) )
Sdary & Wages 0 7,744.00 13,416 | 14,016.00 | 14,054.00 15’149'8 14,318.00 | 14,318.00 14,318.00
Other
Personnel 0 423.82 876.37 1,490.21 430.79 | 1,294.85 1,240.00 1,240.00 1,240.00
Costs
Operating 18,084.7
Costs 0 | 14,647.35 9,488.05 8,946.92 | 13,841.27 0 13,604.00 | 13,604.00 13,604.00
Capital
) 0 0 0 0 2,020.74 0 0 0 0
Expenditures
Total 34,528.5
0 | 22,815.17 | 23,780.42 | 24,453.13 | 30,346.80 5 29,162.00 | 29,162.00 29,162.00

The Legidature envisioned that combined efforts would administer the State Use Program. Along
with voluntary board membership and limited assistance from the GSC, the State Use Program heavily
relieson TIBH for the program’ s adminigtration. In fact, the Texas Council is required to contract with a
CNA to “manage and coordinate the day-to-day functions of the program.”? For dl practical purposes,
TIBH is and has been the program adminigtrator for the State Use Program. TIBH’s duties can be
summarized to include the following:

1) recruiting and asssting CRPsin devel oping and submitting applicationsfor the selection of
suitable products and services,
2) facilitating the distribution of orders among CRPs;

3) managing and coordinating day-to-day operations of the program, including the generd
adminigration of contracts with CRPs; and
4) promoting increased supported employment opportunities for persons with disabilities?

Since 1978, TIBH has been intricately involved in the State Use Program and has served asthe sole
CNA. TIBH’s performance as CNA is subject to review by the Texas Council. The Texas Council is
required to review the services provided by a CNA each year to make sure the CNA complies with the
contract specifications.2* Moreover, a least once during each two-year contract period, the Texas Council
is required to review and renegotiate the contract with a CNA. 2

TIBH is authorized to collect a management fee from CRPs for products and servicesa CRP sdls
through the State Use Program. This management fee is computed as a percentage of the sdlling price of
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the product or service and must be approved by the Texas Council.?® The fair market vaue for products
and sarvices offered for sale through the State Use Program is established with consideration given to the
management fee set by TIBH and approved by the Texas Council.

Therole of providing employment opportunitiesfor peoplewith disabilitiesfalsto the CRPs. CRPs
arethecommunity-based government or non-profit organizationsthat, through work performed by disabled
workers, make products or perform services for sale through the State Use Program.?’ Sales made
through the State Use Program generate fundsto compensate disabled workersfor thework they perform.
In order to participate in the State Use Program, CRPs must meet criteria set by and approved by the
Texas Council.

Over theyears, the employment opportunitieswith CRPsfor peoplewith disabilities has seen steady
growth. In 1995, the Texas Council reported that 180 CRPs provided employment to 4,602 disabled
Texans through the State Use Program paying over $11 million in wagesto disabled workers?® By 1999,
the Texas Council reported that 159 CRPs employed 5,767 disabled Texans and paid them over $16.8
million in wages®

THE DISPUTE

The Texas Council (long with its predecessor) and TIBH had had a longstanding and apparently
positive relationship since 1978. TIBH has been the sole CNA since the State Use Program was first
authorized. However, in 1998, questions arose over this longstanding relationship and caused severd
members of the Texas Council to consider whether TIBH was the best provider for these services! To
answer this question, the Texas Council authorized the issuance of an invitation for bid (IFB) for CNA
sarvicesin early 1998. The Texas Council had hoped that the invitation for bidswould ensure the program
was served by themost qualified non-profit corporation. Instead, the action sparked controversy engulfing
the State Use Program and cdling its effectivenessinto question.

The Texas Council’ s desire to confirm that TIBH was the most suitable provider of CNA services
was appropriate. The Texas Council is required to review the services provided by TIBH.*? Asit stood
in 1998, TIBH waslargdy the Texas Council’ s sole source of information for pricing and contracting deta,
and for information on product or service incluson in the State Use Program. The Texas Council had to
rely dmogt entirely on data and andyss compiled by TIBH to gauge the State Use Program and TIBH' s
own effectiveness. Not having an externd source of information or the capability to verify TIBH sandysis,
the Texas Council eected to issue an IFB to test TIBH' s effectiveness.

In response to the Texas Council’s 1998 authorization for the issuance of the IFB, TIBH filed suit
in Travis County Didrict Court againgt the Texas Council and its chairman in his officia and persond
capacity and the Generd Services Commission and its executive director in his officid and persona
cgpacity. The lawsuit chalenged the Texas Council’s authority to use a competitive process to sdlect a
CNA. TIBH pointed to ambiguous statutory provisonsand legidative history to support its contention that
the Texas Council lacked authority to designate a CNA by a competitive bid procedure. The suit dso
dleged that the provisonsof thelFB requiring TIBH to ddliver dl files, records, reportsand documentation
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to the Texas Council amounted to an unlawful confiscation of TIBH'sassets® It dso asserted that TIBH
could not be forced to give the successor CNA an orientation briefing.®* In sum, TIBH aleged that the
Texas Council exceeded its statutory authority when it authorized the IFB for CNA services.

In March, 1998, after hearing TIBH’ s request for atemporary injunction, the 345th Digtrict Court
of Travis County issued an order prohibiting the Texas Council from: requiring TIBH to turn over itsfiles,
records, reports or documentation to anyone; requiring TIBH to train or brief any successor CNA; and
awarding aCNA through theinvitation for bid. The court order wasintended to preserve the status quo
until al issuesin the lawsuit could be litigated or settled.

After TIBH filed suit againgt the Texas Council, aflurry of legd maneuversby TIBH and the Texas
Council further aggravated tensions between thetwo. For example, the Texas Council asked the Attorney
Generd for opinionson whether aCNA isrestricted from engaging in lobbying activitiesby state or federa
law; and whether the Texas Council had authority to obtain services from the State Auditor to conduct
auditsof aCNA. In each ingtance, TIBH submitted briefsto the Attorney Generd that not only attacked
the substance of each request, but aso argued that an opinion should not be rendered because the requests
were improper.

Inwhat appeared to be apositive move, both parties participated in mediation to resol vethe dispute.
As areault, the Texas Council rescinded its request for opinions from the Attorney General and TIBH
dropped its lawsuit against the Texas Council and the GSC.

This pogtive step was short-lived and was ineffective at restoring a positive working reationship. In
fact, even TIBH’s non-suit sparked controversy. Because the origina suit resulted in an order that
prohibited the Texas Council from taking certain actions, questions remained about the effect the dismissa
had onthe order. Again, briefswerefiled and the Texas Council’ srequest for clarification was denied by
the Travis County Didtrict Court. The Texas Council gppeded the denid for clarification to the Court of
Appedsfor the Third Didrict of Texas. A decison from the Third Court of Appedsisill pending.

The State Use Program has a so faced criticism about the types of employment opportunities created
for disabled workers. Continuing cdls for higher skilled and higher paying jobs are at the forefront of
suggested improvementsto the program.®  Jobs currently provided through the program consist primarily
of janitoria or custodid-type services. Of the $51 million purchases made in 1999 through the State Use
Program, only $9 million wasfor the manufacture of products®* Moreover, during this same period, 72%
of disabled workers employed through the State Use Program were paid between $5.00 and $5.99 per
hour, 13% were paid between $6 and $6.99. Only 15% were paid more than $7.00 per hour.®

Both the Texas Council and TIBH have attempted to expand the program into areas that might
provide higher paying and higher skilled job opportunities. However, most of these efforts have been
unsuccessful. For example, in 1997, TIBH recommended and the Texas Council approved aproposa by
a CRP to have disabled workers assemble computers for sale to state agencies under the set asde
program. GSC, however, noted that the proposal conflicted with statutes governing the purchase of
automated information systems.® An Attorney Genera opinion sought by GSC settled the matter by
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finding that this type of eguipment purchase through the State Use Program was precluded by law.*®

Inyet another unsuccessful attempt to expand the program into possibly more productive aress, the
Texas Council approved arecommendation by TIBH to include postage metersto the list of products on
the State Use Program. The proposa made by a Houston-based CRP, Southeast Keller Corporation
(SEK) would provide postage meters to state agencies through the State Use Program.

SEK’s proposal would use postage meters manufactured and owned by Francotyp-Postalia, Inc.,
(Francotyp) one of afew corporations authorized by the United States Postal Service to manufacture and
own postage meter equipment. SEK employeeswould be “involved in assembling, programming, testing,
ingtalling and servicing postage meters, scaes, and related equipment” it received from Francotyp.® SEK
indicated that it employed four disabled workers to work on the postage meters contract and projected
total sales of $370,326.16.** At thetime, the Texas Council lauded the program as an example of future
partnerships that merge both products and services.*?

Not everyone celebrated the dliance. Pitney Bowes, Inc., criticized the decision by the Texas
Coundil to include the Francotyp postage metersin the State Use Program.*® Pitney Bowes pointed to the
falure by the Texas Council to adopt rules that would provide meaningful guidance the Texas Council,
TIBH or aCRP or provide any meaningful limitation to participation in the State Use Program. Asaresult,
Pitney Bowes contended that CRPs could minimally serve as a receiving and shipping agent for any for-
prafit corporation looking to get an unfair advantage over other non-State Use Program suppliers of
products and services.

Pitney Bowes complained that the use of a CRP (in this case, SEK) in this fashion was not
envisioned or approved by the Legidature® 1t maintained that the use of the program in this way could
dlowafor-profit corporationto receive preferentia trestment and avoid the competitive bidding procedure
required for most state agency purchases. In such aninstance, Pitney Bowes pointed out that the for-profit
corporation could receive an unfair advantage over non-State Use Program participants because state
agenciesmust purchase products offered through the State Use Program. Thiswould effectively preclude
purchases from vendors not participating in the State Use Program.

Pitney Bowes further argued that use of the State Use Program in this fashion would not serve the
statutory policy of creating employment opportunitiesfor disabled workers* Asan offer of proof, Pitney
Bowes pointed to the leve of involvement by disabled workers in the processes undertaken by SEK and
Francotyp in the postage meter proposition. SEK and Pitney Bowes disagreed on the amount and type
of work performed by disabled workers. Thus, the Texas Council was | ft to decide whether the postage
meters were an appropriate item for the State Use Program. With little guidance in tatute or in its own
rules (as Pitney Bowes pointed out), the Texas Council suspended its gpprova of SEK’sproposal until its
own rules could be amended to address the issues presented by service contracts for future undefined
sarvices aswell asthe rental and sale of products not owned by a CRP.%

CONCLUSONS & RECOMMENDATIONS
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Without doubt, the policies behind the State Use Program provide vauable employment
opportunities for disabled Texans. Over 5,700 disabled workers were employed through the State Use
Program in 1999.%" In spite of this positive record, the problems and disputes that plague the program
highlight shortcomingsin the State Use Program.  Saving thisimportant program from further disintegration
requires statutory changes by the Legidature and the promulgation of adminigtrative regulations by the
Texas Council.

The dysfunctiona relationship between the Texas Council and TIBH is largdly the result of
ambiguous statutory language. Chapter 122 of the Human Resources Code is unclear about the authority
and dutiesof the Texas Council. TIBH hasutilized theseambiguitiesto thwart the Texas Council’ sattempts
to issue IFBs and to gather information to review TIBH's performance. The ambiguitiesin Chapter 122
will likely provide continued disagreement between the Texas Council and TIBH unless resolved during
the 77th Legidative Sesson.

Ineffective adminigtrative regulationsfor the State Use Program give no meaningful guidanceto the
CNA or CRPs and alow for potentid program abuses.®® CRPs like SEK invest substantid efforts and
resourcesto devel op productsand servicesthat are subject to later controversy. Moreover, poorly defined
and vague regulations can eadly be manipulated to dlow State Use Program participants to gain
commercid advantage over non-program participantswhilenot significantly advancing the program’ sstated
purpose.

Further, TIBH is unwilling to accept state supervision over itsactivities. From (1) TIBH’ sefforts
to prevent the Texas Council from reviewing information necessary to monitor and evaluate the program
to (2) its management response to the State Auditor’s findings (See “ Appendix 1”), it is abundantly clear
that TIBH is not amenable to oversight over its activities. However, TIBH hasindicated that it has taken
steps to address many of the recommendations in the State Auditor’ s report.*®

The gtructure of the State Use Program permits salf-dedling. The Texas Council reliesheavily upon
TIBH recommendationswhen deciding whether to offer aproduct or servicefor sdethrough the State Use
Program. With TIBH collecting a“ management feg’ from salesmadethrough the program, thereisaways
incentive to recommend a product or service offering. Although no alegation of salf-deding is made, this
flaw in the current system validates concerns regarding conflicts of interest.

The Texas Council lacks the ability to effectively administer the State Use Program.®  Effective
adminigration of the program requiresthat the Texas Council undertake awide variety of dutiesincluding,
but not limited to, policy development and implementation, oversight of CNA performance, establishing
criteriafor CRP recognition, program expansion and other highly involved activities. Even though GSC
is required to provide support, the Texas Coundil is left to fulfill its Satutory respongibilities with no staff
of itsown. The problems seen in the State Use Program are largely the result of thisfact.

GSC has ds0 failed to provide adequate management oversight, guidance and support to the
State Use Program. GSC is required to provide “legd, clerica, adminigtrative, and other necessary
support to the [Texas Clouncil in accordance with egidative appropriation.”* (Emphasisadded.) With
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no staff of its own, the Texas Council is congtrained to the limited resources (part-time legal counsdl and
clerica support) provided by GSC.>? GSC has made no significant effort (Table 1 and 2) to provide
additional management oversight, policy or administrative support to the Texas Council. To make up for
this shortage, the Texas Council has been forced to rely on largely unreviewed reports and advice from
TIBH. GSC has a unique vantage point from which to provide ingght and management oversight to the
State Use Program. GSC' s inadequate cooperation and support compounded the problems the Texas
Council faced.

GSC dso faled to comply with its statutory duty to provide monthly reports of agency purchases
outside the State Use Program.> State agencies are mandated to purchase products or servicesavailable
through State Use Program. However, purchases can be made outside of the State Use Program when the
product or service does not meet reasonable requirements or “requisitions made cannot reasonably be
complied with.”>* GSC has never filed these reports with the Texas Council as required by law.

The State Use Program has served to provide employment opportunities for many disabled
persons. In spite of this pogitive record, fundamentd flaws in the program’s desgn and implementation
renders the program difficult to adminigter, diminishes the program'’s integrity and leaves it vulnerable to
abuse. To thisend, the following recommendations are made:

. The Texas Council should have clear Satutory authority to select one or more CNA’s through
generaly accepted competitive bidding procedures for thistype of service,

. The Texas Council should have clear statutory authority to establish advisory committees.™
Advisory committees should a a minimum asss the Texas Coundil in reviewing the program’s
effectiveness and recommend innovative ideas which create higher skilled and higher paying
employment opportunities for the disabled.

. The Texas Council should have clear statutory authority to select one or more CNA' sfor periods
not to exceed 5 years. After thisinitia period, the Texas Council should either renegotiate another
agreement for a period not to exceed 5 years or terminate the agreement and seek other CNA
services through the competitive bid process. A CNA agreement with the Texas Council should
incdude a term that dlows for the Texas Council to terminate the agreement a any time upon
providing &t least 30 days notice and substantia evidence of aCNA' sfallureto fulfill itsobligations
under the agreement.

. The Texas Council should have clear statutory authority to obtain financid and any other type of
information from any CNA (induding TIBH) or CRP it deems necessary to fulfill its obligation to
oversee the State Use Program. Records from a CNA or CRP should respect privacy interests
of any employee of aCNA or CRP recognized by law except that acompensation package of any
CNA employee or subcontractor isrelevant to the State Use Program and should not be protected
from disclosure.

. The Texas Council should have clear statutory authority to employ its own dedicated staff to
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provide management oversight to the State Use Program and to provide the necessary policy
guidance and adminigtrative support to the Texas Council. Funding for the additiond staff should
come from the management fee charged to CRPs by the CNA. The shifting of responsibilitiesfrom
the CNA (TIBH) to the newly dedicated staff should reduce the amount of any increases in the
management feesassessed to CRPs. Also, efficiencies associated with improved management and
marketing efforts should help maintain management fees at reasonable leves.

The Texas Council should be authorized to review the management fee charged by the CNA to
aCRP on an annua basis. The fee charged to CRPs must be reasonable and based on actual
sarvices provided by the CNA, plus cost of staff for the Texas Council. To review the
appropriateness or to gather information on thefinancia condition of any CNA, the Texas Council
should be authorized to request any level of audit services it deems gppropriate from the State
Auditor's Office.

Any dispute between or amongst the Texas Council, aCNA or any CRP should first be subjected
to Alternative Dispute Resolution procedures before access to the courts is permitted.  This
requirement must not condtitute authorization to sue and should not modify the remedies dready
available and recognized under the law. Moreover, this does not limit the Texas Council’ s ability
to request opinions of the Attorney General as permitted by law.

The Texas Council should adopt conflict of interest rulesthat apply to the CNA and CRPsto avoid
confusion and abuses of the State Use Program.

GSC should assign an employee (preferably at the deputy executive director level) aroleto ensure
GSC’ sresponsihilitiesto the State Use Program are met and to ensure State Use Program policies
and initiatives are coordinated with GSC' s statewide procurement function.

The Texas Council should include rules addressing certification of CRPs desiring to participate in
the State Use Program. CRP approva should made with primary consideration of creation of
employment opportunitiesfor disabled persons. To thisend, the Texas Council should have clear
authority to define the maximum or minimum percentage of disabled labor a CRP must employ for
digibility of a product or service in the State Use Program. The Texas Council should have
authority to assure compliance with these requirements.

The Texas Council should adopt rulesthat give substantive and meaningful guidanceto partnerships
between CRPs and other non-profit or for-profit organizations. Partnerships between aCRPand
for-profit organizations should be approved by the Texas Council before authorized for induson
in the State Use Program.

The Texas Council should adopt rules defining “value-added” and “direct labor” for products
manufactured or services provided for sde through the State Use Program.

GSC should be gtatutorily required to include the State Use Program in state agency procurement
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policy manuds.

The required annua report by the Texas Council should include employment data on sheltered
workshops and supportive employment from CPR’s participating in the State Use Program.
Included inthisreport should be the number of disabled and non-disabled workers employed, and
the average and range of weekly earnings for disabled and non-disabled workers.

Each state agency should be required to designate a staff member to assure that mandatory
provisons of the State Use Program arefollowed. Each state agency should be required to report
purchases of products or services (available through the State Use Program) made outside of the
State Use Program to GSC. Reportsmay be based on asampling of purchases performed through
post-purchase audits. GSC should be required to include thisinformation in its exception reports
to the Texas Council.

The Texas Council should be authorized by statute to adopt adefinition of “disability” to qudify for
CRP employment under the State Use Program. 1n adopting adefinition, the Texas Council should
seek and consider advice from disability advocacy groups, the Texas Rehabilitation Commission
and the Texas Commission for the Blind.

The governor should be dlowed greater flexibility when gppointing membersto the Texas Council.
The governor should bealowed to sdect the nine-member council fromalist that includes persons
withdisahilities, private citizens conversant with the employment needs of personswith disabilities,
representatives from community rehabilitation programs thet represent different disabilities, and
representatives from state agencies or politica subdivisons tha purchase a sgnificant amount of
products or services sold through the program. The governor should berequired to include at least
one representative from each category listed above and should make every effort to ensure that
each category is proportionately represented on the Texas Council.
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ENDNOTES
Tex. Hum. Res. Code §122.001 (1999).

Because preferentid trestment is given to certain vendors, the program is aso widdly known as
the “ State Set-Asde’ Program.

Letter from Rick Perry, Lieutenant Governor to the Senate Committee on State Affairs
(January 27, 2000)(on file with the House Committee on Genera Investigating).

Acts 1975, 64th Leg., p. 2391, ch. 734, §16.

When first established in 1975, the state agency was caled the Texas Committee on Purchases
from Blind-Made Products and Services. 1n 1981, the name was changed to the Texas
Committee on Purchases of Products and Services of Blind and Severely Disabled Persons.

The persons gppointed to the Texas Council must be: three private persons conversant with
employment needs of persons with disabilities; three representatives of CRPs representing
different disability groups; three representatives of state agencies or politica subdivisons that
purchase a significant amount of products or services from persons with disabilities. Tex. Hum.
Res. Code §122.003(a) (1999).

Tex. Hum. Res. Code §122.008 (1999).
Tex. Hum. Res. Code §122.017 (1999).

Tex. Hum. Res. Code §122.015 reads:

Determinations of Fair Market Vaue:

@ In determining the fair market value of products or services offered for sale under this chapter, the
subcommittee established under Section 122.007 (b) and the council shdl give due consideration to the
following type of factors:

@ to the extent gpplicable, the amounts being paid for smilar aticlesin smilar quantities by federal agencies
purchasing the products or services under the authorized federa program of like effect to the state program
authorized by this chapter;

2 the amounts which private businesswould pay for similar products or servicesin smilar quantitiesif
purchasing from a reputable corporation engaged in the business of sdling Smilar products or services,

(3 to the extent gpplicable, the amount paid by the state in any recent purchases of smilar products or services
in amilar quantities, making due alowance for generd inflationary or deflationary trends;

4 the actua cost of manufacturing the product or performing a service & acommunity rehabilitation program
offering employment services on or off premisesto persons with disabilities, with adequate weight to be
givento legd and mord imperaivesto pay workers with disabilities equitable wages; and

5) the usud, customary, and reasonable costs of manufacturing, marketing, and distribution.

(b) Theactud cost of manufacturing a product or performing a service consists of costs directly associated with
acontract and includes costs for labor, raw materias used in the production of the product, storage, and
delivery. Actud costs do not include a cost associated with an individua's preparation to perform the work
activity.

(o) Thefair market value of aproduct or service, determined after consideration of relevant factors of the
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foregoing type, may not be excessive or unreasonable.
Tex. Hum. Res. Code §122.007 (1999).

Tex. Hum. Res. Code §122.003(j) (1999).

Tex. Hum. Res. Code §122.007(a) (1999).

Id.

Tex. Hum. Res. Code §122.007(d) (1999).

Tex. Hum. Res. Code §122.012 (1999).

Tex. Hum. Res. Code §8122.019(e)(f) (1999).

Source: Legidative Budget Board.

Interview with Lyndal R. Remmert, President, TIBH Industries, Inc. (September 26, 2000).
Importantly, the first legidative gppropriation request cycle which GSC could have requested
funding to support the Texas Council wasin 1996 for FY 1998-99. Source: Legidative Budget
Board.

Source: Legidative Budget Board.

Tex. Hum. Res. Code §122.019(a)(3) (1999).

Tex. Hum. Res. Code §122.019 (1999).

Tex. Hum. Res. Code §122.019(c) (1999).

Tex. Hum. Res. Code §122.019(d) (1999).

Tex. Hum. Res. Code §122.019(e) (1999).

Tex. Hum. Res. Code §122.002(3) (1999).

Tex. Hum. Res. Code §122.003(j) (1999).

Texas Council on Purchasing from People with Disabilities, Annua Report (1995) (compiled
by TIBH).

Texas Council on Purchasing from People with Disabilities, Annua Report (1999) (compiled
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31

32.

33.

35.

36.

37.

38.

39.

40.

41.

42.

43.

by TIBH).

The State Use Program: Hearing on Interim Charges before the House Committee on Genera
Investigating and the Senate State Affairs Committee, 76th Legidature (2000)(statement of
Meg Pfluger and Bobby Templeton, members of the Texas Council on Purchasing from People
with Disabilities) (March 20, 2000).

Tex. Hum. Res. Code §122.019(c) (1999).

See TIBH Industries, Inc. v. Dr. Robert Swverdiow, Texas Council on Purchasing from
People with Disabilities, Texas General Services Commission, and Tom Treadway, Cause
No. 98-01686 (345th Judicid Disgtrict Court, Travis County, Texas, filed March 11, 1998).

Id.

Letter from Belinda Carlton, Executive Director, Codition of Texans with Disabilities to Pete P.
Gallego, Chairman, House Committee on Generd Investigating (March 16, 2000).

Texas Council on Purchasing from People with Disabilities: Open Meeting (statement of Dr.
Robert Swerdlow, Chairman, Texas Council on Purchasing from People with Disabilities)
(September 24, 1999).

Texas Council on Purchasing from People with Disghilities, Annua Report (1999) (compiled
by TIBH).

Tex. Gov. Code §2157 (1999).
Attorney Generd, Opinion DM-496 (1998).

Letter from Carl S. Richie (representing Southeast Keller Corporation) to Carlos Martinez,
House Committee on Generd Investigating (March 2, 2000) (on file with House Committee on
Generd Invedtigating).

Texas Council on Purchasing from People with Disahilities: Open Mesting (Statement of Mary
Williams, Southeast Keler Corporation) (March 26, 1999).

Texas Council on Purchasing with Disabilities: Open Meeting (statement of Byron E. Johnson,
council member, Texas Council on Purchasing with People with Disabilities) (March 26,
1999).

Letter from Joe Bill Watkins, representing Pitney Bowes, to Senator William Ratliff, Chairman,
Senate Finance Committee (October 18, 1999) (on file with House Committee on Generd
Invedtigating).

ld.
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45.

46.

47.

48.

49.

50.

51

52.

53.

55.

Id.
The Texas Council made its decision in an Open Meeting on March 24, 2000.

Texas Council on Purchasing from People with Disgbilities, Annua Report (1999) (compiled
by TIBH).

The Texas Council approved revised adminigtrative regulations for publication in the Texas
Regiger. Publication inthe Texas Register is dated for October 13, 2000. After acomment
period and find revisons, the Texas Council intends to adopt new rules. Indications are that
adminigtrative regulations will be formaly adopted in December 2000.

Interview with Lynda R. Remmert, President, TIBH Indudtries, Inc. and Fred Weber, Vice
President, TIBH Industries, Inc. (September 26, 2000).

Council members of the Texas Council on Purchasing from People with Disabilities serve on a
voluntary bas's and have dedicated inordinate amounts resources to further the state’ s policy of
providing employment opportunities to persons with disabilities. Their dedicated efforts are
acknowledged here.

Tex. Hum. Res. Code §122.012(a) (1999).

Criticismis not levied againgt GSC for what it did do; instead it is criticized for what it did not
do. Criticiam isespecidly unwarranted againg the dedication and efforts of Erica Goldbloom,
Chester Berttie, Juliet King and other GSC staff members assigned to assist the Texas Council.

Office of the State Auditor, Report No. 01-001: An Audit Report on the State Use Program
(September 2000).

Tex. Hum. Res. Code §122.016 (1999).

Tex. Gov. Code 82110.001 requires that advisory committees be authorized by statute.
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APPENDIX |

DOCUMENT ON FILEWITH
HOUSE COMMITTEE ON GENERAL INVESTIGATING
OR CAN BE ACCESSED ON LINE AT:

http://www.sao.state.tx.us’/Reports/r eport.cfm?r epor t=2000/01-001.
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