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This report contains the results of a performance audit of the Divison of Centra Services within
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of state government. The report presents our findings, conclusions, and recommendations, and the
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STATE OF COLORADO
OFFICE OF THE STATE AUDITOR REPORT SUMMARY

JOANNE HILL, CPA
State Auditor

Division of Central Services
Department of Personnel & Administration
Performance Audit
May 2003

Authority, Purpose, and Scope

This performance audit of the Divison of Central Services was conducted under the authority of Section
2-3-103, C.R.S,, which authorizes the State Auditor to conduct audits of al departments, indtitutions, and
agenciesof stategovernment. Theaudit was conducted in accordancewith generally accepted government
auditing standards. Audit work was performed from December 2002 through March 2003.

This report contains findings and 12 recommendations for improvements that are needed in the Divison
of Central Services operations. We would like to acknowledge the efforts and assistance extended by
the management and staff of the Department of Personnd & Administration during the course of this audit.
The following summary provides highlights of the comments contained in the report.

Overview

The Divison of Centrd Services (Divison), which is found in the Depatment of Personnd
& Administration, isrequired by statute (Section 24-30-1104, C.R.S.) to perform specific services (eg.,
printing, microfilming, copying, and graphic desgn, among others) for executive branch agencies located
within the four-county Denver Metro area (i.e, Adams, Argpahoe, Denver, and Jefferson counties).
Statutes aso require the Division to charge its users the full cost of providing a particular service and
dipulate that Divison prices must be competitive with the private sector. Our audit focused on the
operations of Sx of the Divison' ssarvice units(i.e., the Print Shop, Mail Services, Design Center, Imaging
and Microfilm Services, Quick Copy, and Copier Management units) and the Divison's adminigrative
section. These unitswere appropriated approximately $11 million and 85 FTE for Fiscal Year 2003. The
Divison's funding comes from the State agencies that use its services,

For further information on thisreport, contact the Office of the State Auditor at (303) 869-2800.
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Overall Service Delivery

Statutes state that the Divison's primary god ismeeting the service needs of Sate departmentsin efficient
and economica ways. The Divison has not demondrated that it has met this god for two main reasons.
Firg, the Divison isnot pricing many of its sarvicesat afull cost recovery leve. Asaresult, we could not
determine whether its prices are truly competitive thus making the Division the most economica vendor for
its cusomers.  Second, the Divison has not adequately fulfilled its statutory planning, control, and
coordination responsibilities. Thishasresulted in afragmented and duplicative service delivery system for
agencies seeking services that the Divison cannot provide. Specificdly, the Divison has not adequatdly
identified and assessed the service capabilities of other state agencies, nor has it actively referred its
customers to these operations when gppropriate. We adso found that the Divison does not aways
maximize the use of price agreements or other methods to aggregate customer demand and provideslittle
guidance to its customers regarding the relative cost-benefit of usng one private sector vendor over
another. These problems have likely increased the cost of service ddivery. To addressthese issues, the
Divison needs to develop a business plan that addresses (1) service delivery planning, control, and
coordination; (2) competitiveness, and (3) the financid viability of its own interna service units,

Service Pricing

The Division establishes prices for more than 160 separate servicesthat it provides through the Sx service
unitsincluded in the scope of our audit. We reviewed the Divison' s rate-setting methodologies and found
deficienciesincluding the use of incomplete expense data, inaccurate productivity assumptions, and thelack
of adequate customer demand information. These problems contributed to ongoing deficitsin three of the
Divison's sarvice units (i.e.,the Print Shop, Design Center, and Imaging and Microfilm Services units)
during in Fiscal Y ears 1998 through 2002. Further, in Fiscd Y ear 2000 severd of the Division's service
units, including the Print Shop, took intentional 1osses to eiminate excessive fund baances per federd
guiddines. If the Divison cannot correct its pricing methodology problems so that dl services are priced
at afull-cost recovery level while still remaining competitive with the private sector, it should consder
eiminating itsfinancidly problematic service units and directing customers to dternative vendors.

We adsofound problemsin pricing and management approachesused inthe Division’ sCopier Management
unit. Unlikethe Print Shop, Design Center, and Imaging and Microfilm Servicesunits, however, the Copier
Management unit has posted excessive profits in recent years. Excessive profits are the result of flawsin
the Divison' s pricing strategy, which overcharges many userswhile undercharging others. In addition, we
found that if the Divisoningtituted amore active gpproach for managing copier rentals, state agenciescould
save an estimated $134,000 per year.

Our recommendations and the responses of the Department of Personndl & Administration can be found
in the Recommendation Locator.



RECOMMENDATION LOCATOR

Agency Addressed: Department of Personnel & Administration

Rec. Page Recommendation Agency Implementation
No. No. Summary Response Date

1 16 Improve the planning, control, and coordination of services under the Division Agree June 2004
of Central Services’ authority by creating a work group to study improvements
to existing service delivery approaches.

2 20 Conduct a comprehensive review of the Division of Central Services’ statutory Agree December 2003
authority to identify laws that may be outdated or obsolete.

3 23 Improve the Division of Central Services’ pricing strategies for the Print Shop Agree July 2003
unit by requiring accurate productivity assumptions and customer demand
projections.

4 25 Improve the Division of Central Services’ pricing strategies for the Design Agree July 2003
Center unit by requiring accurate productivity assumptions and customer
demand projections.

5 26 Improve the Division of Central Services’ pricing strategies for the Imaging and Agree July 2003
Microfilm Services unit by requiring the use of accurate, complete, and well-
documented expense data.

6 28 Develop a strategy to return the Division of Central Services’ Print Shop, Agree February 2004
Design Center, and Imaging and Microfilm Services units to profitability while
remaining competitive with the private sector.

7 31 Reduce the cost of operating office copiers overseen by the Division of Central Agree December 2003

Services by implementing an active copier management system.




RECOMMENDATION LOCATOR

Agency Addressed: Department of Personnel & Administration

Rec. Page Recommendation Agency Implementation
No. No. Summary Response Date
8 35 Reduce the cost of operating office copiers overseen by the Division of Central Services  a. Partially Agree a. June 2004
by: (a) eliminating the flat rate billing policy and replacing it with a policy that charges  b. Agree b. June 2003
customers the actual cost of operating their individual copiers; (b) establishing and  c. Partially Agree c. July 2003
enforcing clear performance standards for accurate and complete billing information;  d. Agree d. September 2003
(c) discontinuing the practice of paying vendors to collect meter information; (d) e. Partially Agree e. June 2004
eliminating the five-digit account number system; and (e) abolishing centralized paper
purchasing requirements.
9 37 Reduce the cost of operating office copiers and eliminate excess profits by abolishing Agree November 2003
the user fee imposed by the Division of Central Services on copiers acquired through
the permissive price agreement.
10 38 Develop a formal policy that establishes reasonable profit and loss targets for all service Agree October 2003
units within the Division of Central Services.
11 39 Improve the Division of Central Services’ price-setting methodologies by establishing Agree August 2003
a formal policy for management review and approval of pricing recommendations.
12 40 Modify the Division of Central Services’ process for conducting private sector price Agree February 2004

comparisons to ensure a more balanced, accurate, and thorough review.




Description of the Division of
Central Services

Overview

The Divison of Centrd Services, which is found within the Department of Personnd &
Adminidration, was created in 1977 to meet the service needs of state departments,
inditutions, and agencies in efficient and economica ways. The Divison is composed of
gx units. Adminigtration (which includes the Statewide Travel Management Program);
Reprographics (i.e., Copier Management, Design Center, Print Shop, and Quick Copy);
Imaging and Microfilm Services, Mail Services, Fleet Management and Motor Pool
Services, and Facilities Maintenance and Planning.  The latter two units (i.e., Fleet and
FacilitiesMaintenance) and the Statewide Travel Management Program werenot included
in the scope of this audit.

The Division was appropriated gpproximately $47.9 million and 162 FTE for Fiscd Year
2003. Of thistota, gpproximately $25.9 million was for operating expenses, utilities, and
Capitol Complex repairs and security (54 percent); $15.2 million was for vehicle leases
and purchases (32 percent); and $6.8 million was for persond services (14 percent).
There are about 85 FTE appropriated to the service units included in the scope of this
audit, including 8 FTE located in the Divison's Adminigtration Section. The service units
included in our audit scope received approximately $11 million of the Divison's tota
appropriations for Fisca Year 2003. All of this funding isether cash fundsor cash funds
exempt (i.e, intergovernmentd transfers of funds from agencies tha use the Divison's
sarvices). During Fiscal Y ear 2002 the service unitsincluded in the scope of our audit paid
about $530,000 for overhead expenses related to the Division and Department of
Personnd & Adminigration.

The Divison’s respongihilities are described in Section 24-30-1101, et seq., CR.S.
These statutes aso delineste a geographica service area for the Divison (i.e, Adams,
Arapahoe, Denver, and Jefferson counties) and require executive branch agencieslocated
withinthisareato usethe Division to obtain certain goods and services (e.g., printing, mail,
microfilming, copier, and graphic arts services) unlessthey can demonsgtratethat theprivate
sector can provide them at a better price or quality. Agencies outsde this area may dso
use Divison services but are not required to do so.
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Section24-30-1108, C.R.S,, requiresall programsoperated by the Divisionto cover their
full operating costs by charging appropriate fees. Full cost is defined by law as*“the cost
of al materid, labor, and overhead.” Statutes dso require Division servicesto be priced
a arate that is either competitive with or lower than private sector rates. In addition,
datutes establish arevolving fund to account for program expenditures and revenues and
direct the Executive Director of the Department to keep “afull, true, and accurate record”
of the cost of providing a particular service.

Service Unit Descriptions

A description of the sarvice unitsincluded in the scope of our audit follows. It should be
noted that the Divison recently established the Integrated Document Factory to create
certain adminidrative efficiencies, including combining support activitiesfor dl serviceunits
except the Imaging and Microfilm Services unit. The new administrative support section
created by this reorganization employs 7 FTE who provide accounting, inventory,
purchasing, and related support for the Copier Management, Design Center, Print Shop,
Quick Copy, and Mail Service units. The FTE information shown below represents the
actual number of filled postions a each of the units. There are currently 14 vacant

positions.

C Copier Management—This unit asssts executive branch agencies in the
acquisitionand placement of copierswithin their respective offices. The State has
negotiated a mandatory price agreement with two vendors, Minolta.and Ikon, to
lease and service copiers within the four-county region. At their discretion, Seate
agenciesoutside of the Divison'sservice region, aswell asschool didtricts, cities,
and other palitica subdivisons, may dso participate in this agreement. This unit
currently manages 265 copiers within the Divison's four-county service region.
An additiona 2,900 copiers are managed at the agency or locd leve through the
permissive portion of the price agreement. This unit currently employs 0.5 FTE.

C Design Center—This unit provides commercid art and graphic design services.
In Fiscal Year 2002 the unit worked approximately 3,800 production hours
completing customer requests. This unit currently employs 4 FTE.

C Mail Services—Thisunit providesavariety of mail processng servicesincluding
postage metering, folding, labeling, zip code presorting, and interdepartmenta mall
ddivery. InFiscd Year 2002 the unit metered nearly 16 million piecesof mail and
completed gpproximately 2,600 delivery runs. This unit currently employs 26
FTE.
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C Print Shop—Thisunit prints forms, letterhead, brochures, reports, newdetters,
and other materialsfor state agencies. InFisca Y ear 2002 the unit produced over
31.1 million impressions. This unit currently employs 7 FTE.

C Quick Copy—This unit operates a centraized copy center located at the
Divison's Integrated Document Factory in north Denver. The Quick Copy unit
typicaly handles smdler printing requests (i.e., jobs with’5,000 or fewer copies).
InFiscd Year 2002 the unit produced amost 51.7 million impressons. Thisunit
currently employs 8.5 FTE.

C Imaging and Microfilm Services—This unit provides microfilming, optica
scanning, and compact disk production services. In Fiscal Year 2002 the unit
scanned over 2.7 million images and microfilmed amost 3.4 million documents.
Thisunit currently employs 10 FTE.

Service Unit Revenues and Expenditures

Thefallowing table shows revenue, expenditure, and income datasince Fisca Y ear 1998
for the six service units included in the scope of our audit. One cash fund is used to
account for dl financid transactions related to dl Six service units.
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Division of Central Services
Revenues, Expenditures, & Income Data
Selected Service Units, Fiscal Years 1998-2002

Fiscal Year Fiscal Year Fiscal Year | Fiscal Year Fiscal Year
Service Unit Item 1998 1999 2000t 2001 2002
Copier Revenue $1,063,259 $1,129,226 $505,846 $980,538 $1,070,041
Management Expense $908,515 $973,221 $1,068,351 $919,487 $831,876
Income $154,744 $156,005 ($562,505) $61,051 $238,165
Design Center | Revenue $388,421 $375,740 $296,667 $311,433 $381,720
Expense $398,652 $371,637 $314,838 $326,575 $390,373
Income ($10,231) $4,103 ($18,171) ($15,142) ($8,653)
Imaging and Revenue $316,792 $561,205 $651,976 $847,353 $576,775
Z;iﬁ"j;m Expense $483.239 $530,721 $806,903 $784,695 $861,120
Income ($166,447) $30,484 ($154,927) $62,658 ($284,345)
Mail Services Revenue $5,427,718 $6,049,290 $5,600,088 $5,708,797 $6,069,756
Expense $5,355,172 $5,907,456 $5,598,443 $5,653,367 $5,863,478
Income $72,546 $141,834 $1,645 $55,430 $206,278
Print Shop Revenue $1,616,152 $1,051,634 $354,768 $3858,702 $892,197
Expense $1,605,412 $1,092,045 $1,010,833 $917,375 $924,550
Income $10,740 ($40411) | ($156,065) ($58,673) ($32,353)
Quick Copy Revenue $969,397 $1,426,069 $1,134,030 $1,474,576 $1,536,186
Expense $1,013,701 $1,224,420 $1,269,415 $1,450,280 $1,484,221
Income ($44,304) $201,649 ($135,385) $24,296 $51,965
Total Income $17,048 $493,664 | ($1,025,408 $129,620 $171,057

)

Source: OSA analysis of Division of Central Services' data.

! The unusually largelossin Fiscal Y ear 2000 resulted from temporary fee reductions and rebates instituted
in the Copier Management, Print Shop, and Quick Copy units that year. These measures were taken in
response to arequest from federal authoritiesto reduce the Division’ srevolving fund balance.

The table shows that severd of the Divison's service units have operated at deficits in
recent years. Thisissueisdiscussed in more detail throughout the remaining chapters of the

report.



Service Ddlivery
Chapter 1

Overview

This chapter focuses on the Divison's role in ddlivering services to executive branch
agencies located in the Denver Metro area. The statutory framework governing the
Divison's operations envisons a cost-effective internd service delivery system for the
Divison' scustomersthat also alowsfor the use of other agency-based and private service
providers when appropriate. We found that the Division has not demongtrated that it has
fully achieved this statutory vison for savera reasons, including problemswith its pricing,
cost comparison, and service coordination responsbilities. This chapter discusses the
genera improvementsthat are needed to ensure that state agencies receive the most cost-
effective services possible. Chapter 2 discusses more detailed improvements that are
needed in the Divison's pricing Strategies, cost comparison methodologies, and generd
operating policies.

As discussed in the Description, Section 24-30-1101, et seqg., C.R.S,, sets forth a
framework for the Divison’ soperations. The General Assembly enacted theselawsin the
late 1970s to provide Denver Metro-area executive branch agencies with  efficient,
economical, competitive, and practical options for procuring certain commonly needed
sarvices (eg., printing, microfilming, graphic arts, mail, and office copiers, among others).
At that time, the Generd Assembly decided that state agencies located in the Denver
Metro area would benefit from the efficiencies created from aggregating demand and
centralizing service ddivery. The law aso recognized that some agencies had existing
service operations of their own and alowed these operations to continue functioning as
long as they were cost-beneficia. Statutes were later amended to specificaly alow
agencies to obtain services directly from the private sector if the cost and qudity of those
services were competitive.

Because the statutory framework governing the Division's operations alows agencies to
use other service providerswhen it makes sense to do so, thelaw aso directsthe Divison
to fulfill certain coordination, control, and planning responsibilities. Centrdized planning,
control, and coordination of service activities is hecessary, according to Section 24-30-
1101(1)(e), C.R.S,, to:
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...mogt effectively utilize resources committed to existing services and to
assure the best services a competitive costs to user agencies while
preserving the manageria prerogatives and responsbilities assigned to
department and agency heads....

Additiond laws spegk to the Divison's role and responsibilities in these areas, including
mandates found in Sections 24-30-1104 & 1105, C.R.S. These dtatutes call for the
Divison (under the direction of the Executive Director of the Department of Personnd &
Adminidration) to work with agenciesto conduct short- and long-range planning, establish
procedures and sandardsfor managing al service functionslocated within the four-county
area, gpprove or disapprove the acquistion of new service equipment, and continually
review and assess dl existing and future service operationsto establish prioritiesfor those
that are necessary and desirable. We a so notethat Section 24-30-1108, C.R.S,, requires
the Divison to charge its customers the full cost of providing a particular service and to
price services at rates competitive with or lower than the private sector.

Ovedl, the satutes lay out a cost-effective, yet flexible system for meeting the service
needs of sate agencies located within the Denver Metro area. In addition, if the Division
can meet statutory prerogativesto priceits services a afull-cost recovery level while il
being competitive with the private sector, it should be an agency’s firs-choice vendor.
Further, in caseswherethe Divison cannot fulfill aparticular need, through its coordination
functions, the statutes devise a system whereby the Division should have the information
it needs to direct customers to the “next best dternative’ (i.e., another vendor that can
meet acustomer’ sneedsat agood price). Thiscould include another state agency that has
the capability to perform that work (e.g., the Correctional Industries Print Shop) or a
private vendor through a price agreement or abiddersligt.

We found that the service ddlivery system envisoned in Section 24-30-1101, et seq.,
C.R.S,, does not currently exist because the Division lacks an effective business plan that
ensures Sate agencies are guided to the most cost-effective solutions. The Divison needs
to develop a business plan that addresses (1) service ddlivery planning, control, and
coordination; (2) competitiveness, and (3) thefinandd viability of itsinternd serviceunits
These issues are discussed in more detail below.

Planned, Controlled, and Coordinated Service
Delivery

The Divison is hot adequately planning, controlling, and coordinating service ddivery to
ensure its customers receive the most cost-effective services possible. The lack of
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planning, control, and coordination hasresulted in fragmentation of demand and duplication
of serviceswhich, in turn, may increase the Stat€' s cost for acquiring servicesin terms of
lost buying power and unused interna capacity. For example, industry pricing practices
typicdly contain economies of scae from which state agencies can benefit—that is, larger
jobs generaly cost less per unit than smaller ones. Except for copier rentd's, wefound that
the Divison does not aggregate agency demand for the services under its control.
Therefore, the State may be missing opportunities to save taxpayers money through
volume buying arrangements. Increasing the availability of price agreements for services
such as four-color printing (a service that the Divison does not currently perform) is
needed to address thisissue.

We dso found duplication of services in the Denver Metro area.  In cases where the
Divisoncannot meet aservice need, state agencies havetwo options: using another service
provider within the state system or using a private sector vendor (discussed later in this
section). To learn more about the capabilities of existing agency-based service operations,
wevisted severd sate departmentsand higher education ingtitutions. Wefound that many
of the agencies|ocated withinthe Divison’ sserviceareaprovidetheir own print, microfilm,
grephic arts, mail metering, and quick copy services (among others). For example, we
found print shops operating a the Department of Public Hedlth and Environment, the
Department of Transportation, the Auraria Higher Education Center, the University of
Colorado Hedlth Sciences Center’s medica school, and the Generd Assembly. In
addition, the Colorado School of Mines operates its own quick copy center and the
Department of Revenue performs its own microfilm, scanning, and graphic arts services.
Severa state agencies aso perform their own mail metering services (e.g., Department of
Trangportation, Divison of Wildlife).

Ovedl, wefound that as of February 2003, there were over 80 FTE employed in graphic
arts, print, and related positions in agencies headquartered within the four-county area.
Twenty-sevenof theseemployeeswork for the Division of Centra Services, theremainder
work for other agencies. The following table shows a partid list of the agency-based
service operations we identified, their capabilities, Fisca Y ear 2003 budgets, and FTE:
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Overview of Selected Service Operations at State Agencies
Within the Division of Central Services Service Region

FY 2003
Agency CapabilitiesEquipment Budget | FTE
Department of Revenue 6 microfilming machines $446,900 12
Division of Motor Vehicles

Department of Public Health & 1 offset press, 1 Xerox DocuTech $291,500 2
Environment machine, binding equi pment

Department of Transportation 3 offset presses, 2 Xerox DocuTech $705,100 15
machines, binding equipment

University of Colorado Health 4 offset presses, 1 Xerox DocuTech $1,321,400 12
Sciences Center/Medical School machine, binding equipment

Department of Revenue numerous computers and printers $175,900 3

Graphic Arts Section
Colorado School of Mines 1 Xerox DocuTech machine and $72,500 1
various copiers

AurariaHigher Education Center | 5 offset presses, binding equipment, |  $1,059,300 10

2 Xerox DocuTech machines,
various copiers
General Assembly 3 duplicating presses, 1 copier, $262,400 3
various binding equipment
Total $4,335,00 58
0

Source: Office of the State Auditor anayss.

As previoudy noted, Correctiona Industries also operates a print shop at the Centennia
Correctiona Facility in Cafion City that can perform color printing, formsproduction, high-
speed digita copying, collating, binding, and desktop publishing services (among others).
Although this operation is not located in the DiviSon's service region, it does serve many
of thesameagencies. Infact, Section 17-24-111(1)(a), C.R.S,, requiresal State agencies
to purchase their printing services from Correctiond Industries unless they operate their
own print shop or Correctiona Industries cannot provide a particular service a a
competitive price or quality. Weinterpreted this requirement to apply to agencies outside
of the Divison’s service area, Snce agencies in the Denver Metro area “have’ their own
print shop & the Divison. Statutes give the Department of Personne & Adminidration the
respongibility for certifying that an agency has permission to procure printing servicesfrom
the private sector in caseswhere Correctiona Industries’ servicesarenot competitive. As
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discussed later in this chapter, however, the Department is not currently fulfilling this
satutory responsbility, even though referring some customers to the Correctiona
Industries Print Shop could resultin cost savings. Further, the Correctiona IndustriesPrint
Shop provides additiond benefits to the State by teaching inmates skills that they can use
upon release and reducing idleness during incarceration.

Ovedl, the previous table shows that in addition to the Divison's resources, the State
spends more than $4.3 million ayear to run other sarvice operationsin the Denver Metro
area. During our Site vidts, the audit team observed idle equipment a some of the other
agencies, indicating unused production capacity that could be used to serve customersthat
the Divisgon cannot serve. In addition, managers & some of the agency-level service
operations expressed their willingnessto take on outsde work if it would benefit the State.
Further, at least three other dtate agencies (i.e., the Department of Transportation,
Correctional Industries, and the Auraria Higher Education Center) have the capabilitiesto
perform four-color printing jobs—a service the Divison does not currently provide. In
fact, during the period January through June 2002, the Division sent about $155,100 worth
of thistype of work to the private sector without exploring whether another sate printing
operation could perform the work for less cost. Overdl, the Divison has very limited
information on the capabilities of other agency-level service operations, even though its
own rules establish asysem for collecting such data. The Divison dso lacks policiesand
procedures for routingly referring its customers to these operations when appropriate. In
addition, if the Divison had better information about the other service operations in its
region, it could improve the overdl efficiency of the service deivery sysem by
recommending consolidation and elimination opportunities to agency decisonmakersand
the Genera Assembly.

We dso found that the Divison provides limited guidance to its customers regarding the
useof private sector vendors. With the exception of the price agreement for copier rentas
mentioned previoudy, customers must rely on alist of registered private vendors that can
perform printing, mail, graphic design, and smilar services when the Divison cannot
complete a particular project. This list does not provide customers with comparative
pricing dataor other information that would demonstrate the value of choosing one vendor
over another. Lack of meaningful data on the relative costs of using one vendor over
another may increase the cost of service ddivery.
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Competitiveness

Statutes require the Division’ s service operations to be competitive. Because of therate-
setting i ssues discussed in Chapter 2, we did not conduct acomprenensive pricing andysis
of dl of the Divison'sservices. Certain datasuggest, however, that other vendors may be
amore cost-effective choicefor sate agencies. Specificaly, wefound that the hourly rate
that the Divison's Print Shop currently charges is much higher than the rate charged by
Correctiond Industries’ Print Shop (i.e., $50.52 compared with $35.35—a 43 percent
difference). Using the number of production hoursthat the Division’ sPrint Shop employees
worked in Fisca Year 2002 (about 9,700), we found that agencies would have saved
approximately $147,100 if they had opted to use Correctional Industries’ Print Shop
ingtead of the Divison’s. Of course, turnaround time and other considerations may factor
into an agency’ sfina vendor choice.

We found additiond examples of the Divison's inability to successfully competefor state
business. For instance, in September 2002 the Generd Assembly solicited bidsfor various
printing needs (e.g., cdendars, journds, and the initia versions of legidative hills). The
Divison'sQuick Copy unit bid on thisjob, asdid three private sector vendors. A private
sector vendor was sdlected for this particular job because of the cost savings involved.
The copying of legidative documents exemplifies the type of service tha the Generd
Ass=mbly envisoned could be performed more cogt-effectively in-house when it crested
the Dividon in 1977. If the Division cannot successfully competefor thistype of business,
it is questionable whether the State should continue to provide these services when other,
more cogt-effective options obvioudy exit.

Financial Viability

Ongoing financia problemsin severd of the Divison's service units (i.e., the Print Shop,
Desgn Center, and Imaging and Microfilm Services units) aso highlight the need to review
the exiing service delivery modd. For example, the Print Shop unit has continudly
operated at alossover thelast four fiscal years and is positioned to post another deficit in
Fiscd Year 2003. We aso found that demand for the Print Shop's services has declined
dramaticaly in recent years and that this trend is likely to continue. The following graph
shows the decline in the number of impressions produced by the Print Shop since Fisca
Y ear 1998 (over 50 percent):
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Print Shop Impressions
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Chapter 2 describes the specific shortcomings we found in the Print Shop's pricing
drategies that have contributed to its ongoing fiscal problems. We further note that
management actionsto addressthe Print Shop’ sfinancid difficulties (e.g., staffing cutsand
priceincreases) have beenlargely ineffectivein correcting theunit’ sproblemsin any lasting
faghion.

Overall Service Delivery

State agencieswill dways have routine printing, graphic desgn, copying, and microfilming
needs, and consequently, improving the cogt-effectiveness of delivering these servicesis
important.  In order to achieve the coordinated, cost-effective service ddivery system
envisoned by dtatute, severa stepsneed to betaken. First, the Division needstoimprove
itspricing strategies S0 that its customers are charged the full cost of providing aparticular
sarvice. At the same time, the Division needs to address the problems we found in its
private sector pricing comparison methodology. Chapter 2 provides specific
recommendations regarding these issues. Once these problems are addressed, the
Divisonwill be ableto demongtrate that its prices are truly competitive with other vendors
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and, therefore, pogtion itsdf as the clear vendor of choice for the agencies located in its
service region. If the Divison cannot etablish prices for certain services or service units
that both cover costs and are still competitive, however, it should diminate those services
or sarviceunits. Thereisno compelling reason for the State to continue providing aservice
that it can purchase elsewhere at alower cost.

Next, the Divison needstoimproveitsplanning, control, and coordination activitiesso that
it can establish a stronger network of service providers to meet the customer needs that
it cannot meet itself. This should include complying with Section 24-30-1104(2)(i),
C.R.S., which mandates ongoing study and assessment of al service operations found
within the four-county area. Section 24-30-1104(1)(b), C.R.S., also speaksto thisissue
by requiring the Divison to “review dl exiding and future service gpplications, planning
systems, personnd, equipment, and facilities to establish priorities for those that are
necessary and desirable” The Department should create a work group composed of
exiging customers, managers of other agency-based service operations, private sector
vendors, and other interested parties to study the benefits and relative costs of various
serviceddivery gpoproaches. Thismay includestrengthening theexisting centralized service
ddivery concept, further decentraizing service ddivery through a coordinated network of
internd and externd vendors, or some combination thereof. It may aso result in
recommendations for diminating or consolidating existing service operations, negotiating
additiona price agreements, expanding the data available to agencies on the rdative cost
of sarvices available from businesses on the Stat€' s registered vendor list, expanding or
contracting the Divison’ sstatutory serviceregion, or related suggestions. The Department
should then use the work group’s findings to report to the Genera Assembly so that
needed statutory and/or resource alocation changes can be made.

Recommendation No. 1:

The Department of Personnel & Adminigtration should improve the planning, control, and
coordination of services under its authority by creating a work group to study
improvements to existing service ddlivery approaches, including the concepts outlined in
this audit report. The work group’s findings should be used to produce an effective
business plan for the Divison of Centrad Services. The Department should provide the
plan to the Legidative Audit Committee and the Joint Budget Committee by June 30,
2004, for their review and to facilitate possible legidative changes.
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Department of Personne & Administration
Response:

Agree. The Department of Personnd & Adminigtration agrees with the overdl
findings and recommendations contained in this report.  Specifically, related to
RecommendationNo. 1, theDepartment of Personnel & Administrationwill creste
afocusgrouptoreview various service ddivery gpproaches. Thisfocusgroup will
be integrated into the Divison’ sstrategic planning process. Theresulting Srategic
plan for the Divison will be communicated to the Generd Assembly by June 30,
2004.

The Department, however, must add acautionary note regarding theimport of the
gpecific information contained in the report narrative.  For example, in the
description section the report indicates thet severd of the Divison's sarvice units
have operated at deficits in recent years. Although this is accurate, the
Department believesthat it isimportant to note that the deficits for the mgority of
service units have been small as a percentage of expense. In fact, the range of
profit/lossin most casesfdl within the auditor’ s suggested range of 8.3 percent as
identified in Recommendation No. 10.

In addition, the report narrative related to Recommendation No. 1 addressesthe
issue of cost competitiveness of the Divison's services. Correctiona Industries,
like the private sector, has a much different cost structure than the Division. For
example, they are both able to aggregate pricing for services to dlow some
servicesto be priced aslossleaders. The Department would further point out that
being competitive congsts of more than just cost (quality, turnaround, reliability,
etc.) In many cases the customer selects the Division because other vendors
(induding Correctiond Industries) are unableto meet key customer requirements.
Although the Department believes that improvements are needed in planning,
control, and coordination of Divison activities, the Department believes it would
be mideading to conclude that the Division is not cost competitive based solely on
the two examples referenced in the audit.

Auditor’s Addendum

Thefocus of this comment ison planning, coordination, and control of services
provided by the Department of Personnel & Administration to stateagencies. The
Department has not determined, as required by statutes, if its service delivery
approach is cost-effective. The Department has experienced problemswith rate-
setting—suffering continual losses in some areas while building up excessive
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fund balances in others. We emphasize that it is the Department’s statutory
responsibility to demonstrate that it is delivering the best service at the lowest
price. To date, thishasnot been done.

Outdated Statutes

Another problem illugtrating the need for a comprehensive examingtion of the State' sin-
house support services is the gatutory scheme itsdf. The laws governing the Division of
Centrd Services operations were first enacted in 1977. Throughout our audit we noted
that some of these statutory provisons, aswell asardated law governing the acquisition
of print services statewide, need to be updated or reped ed to diminate possible confusion
about the Divison’ sauthority and respongbilities. Specific lawsthat need revisoninclude
the fallowing:

C As mentioned previoudy, Section 17-24-111(1)(a), C.R.S,, requires state
agenciesto purchase printing servicesfrom the Correctiond Industries Print Shop
in Cafion City unless anagency operatesitsown print shop. Statutesfurther state
that if Correctiond Industries cannot provide goods and services at a competitive
price or quality (or in atimely manner), agencies can go esewhere to make their
purchases. The Department of Personnel & Adminigtration is responsible for
making these determinations and certifying that an agency has permission to
procure printing services through another vendor.  We found that neither the
Department nor the Divison of Centra Services actively ensures compliance with
this statute. For example, there are no rules directing state agenciesto contact the
Department or the Divison to obtain permission before using a private vendor
instead of Correctional Industries’ Print Shop, nor are there any procedures for
handling such requests. By enacting this law, the Generd Assembly gpparently
intended for one state agency (i.e., the Department of Personnel & Administration)
to act as a centralized coordination point for the procurement of printing services
daewide. The Department is not currently fulfilling thisrole. Consequently, this
statutory responghility should be reviewed to determine if it ill makes sensein
today’ s governmentd environment. Even if this law is modified, however, the
Divisonshould be ectively referring its customersto Correctiond Industries’ Print
Shop when appropriate (e.g., cost savings would result).

C Section 24-30-1104(1), C.R.S,, establishes a four-county service region for the
Dividon. Executive branch agencies located within this area must use Divison
services unless they can demondtrate that the private sector can provide services
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at acomparable or better price or quality. With the growth and changes in sate
government over the past 25 years, it may be wise to reassess the Divison's
datutory service region to determineif it should be modified. We found that the
Divison has not studied the composition of its current service region (or that of
adjacent counties) to determine if such changes would be prudent.

C  Section24-30-1101(1)(a) and 1102(4), C.R.S,, definethe servicesthat fall under
the Divison’s authority. “Office supplies’ and “forms management” are included
in these definitions, even though the Divison's involvement with these functions
ceased, for the mogt part, years ago. The Divison has no ongoing involvement
with forms management and the only office supply that the Divison currently
procures for its user agencies is copier paper—an arrangement that we believe
should be discontinued. (See Chapter 2 for further discussion of thelatter issue))

C The legidative declaration governing the Divison's statutory duties (Section 24-
30-1101(1), C.R.S)) hasnot beenrevised sinceit wasorigindly enacted. Portions
of the declaration are clearly outmoded and should be updated to reflect the
Genegrd Assembly’s current philosophy about the Divison's role in date
government. For example, Section 24-30-1101(1)(c), C.R.S,, states that “it is
expected that existing uses of the various services will be expanded as date
government continues to grow....” This statement, aong with others in the
declaration, may no longer accurately represent the Divison's current operating
environment and, as aresult, should be reviewed for its continuing relevance.

C Section 24-30-1104(1)(e), C.R.S., states that the Division should “advise the
Department of Personnd & Adminigtration on quaifications and wage sandards
necessary to recruit and retain personnd essential for the implementation of a
sound long-range plan.” This Satutory provison is unnecessary and should be
repealed because ensuring the competitiveness of state employee wages and
benefits is the respongbility of another state agency (i.e, the Department’s
Divison of Human Resources).

Management has not performed a comprehensive review of the statutes governing the
Divison's operations to identify laws that should be diminated or revised. Once the
Department performs such areview, it should work with the Genera Assembly to make
satutory changes where they are warranted.
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Recommendation No. 2:

The Department of Personnel & Adminigtration should perform a comprehensive review
of its statutory authority to identify laws that may be outdated or obsolete. The
Department should then work with the Genera Assembly to reped or modify mandates
thet arein need of revison or imination.

Department of Personnel & Administration
Response:

Agree. The Department of Personnel & Adminigration will review its satutory
authority and recommend to the Legidative Audit Committee any appropriate
changes prior to the 2004 Legidative Sesson.
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Service Pricing
Chapter 2

Overview

The Divison is stautorily required to charge its user agencies the full cost of providing
sarvices. Full cost is defined by Section 24-30-1108(2), C.R.S,, as the cost of al
materid, labor, and overhead needed to provide a particular service. The Divisonisaso
mandated to priceits servicesat rates competitivewith or lower than the private sector and
keep a“full, true, and accurate record” of the costs of providing each service. Divison
managers set prices on an annua basis using a variety of information (eg., expense,
revenue, and productivity data). Intotd, the Division establishes over 160 separate prices
for the servicesit provides through the service unitsincluded in the scope of our audit (i.e.,
the Copier Management, Design Center, Imaging and Microfilm Services, Mall Services,
Print Shop, and Quick Copy units).

This chapter discusses improvements that the Divison needs to make in its pricing
drategies for the Design Center, Imaging and Microfilm Services, Print Shop, and Copier
Management units. These improvements are necessary to ensure that the Divisonisfully
recovering its operating costs but not posting excessive profitsin any of its service units.
The chapter aso discusses improvements that the Divison needs to make in its generd
operating policies and private sector price comparison methodology.

Service Unit Fiscal Performance

Our audit work included procedures to determine how well the Division is complying with
statutory requirements regarding full cost recovery, accurate cost accounting, and
competitive pricing. Aspart of our review, we andyzed profit and |oss statements, pricing
strategies, accounting and budgeting information, and associated data for sx of the
Divison's service units for the period Fisca Y ear 1998 to present. We found that three
service units(i.e., the Design Center, Imaging and Microfilm Services, and the Print Shop)
have operated at aloss in most years since Fiscal Year 1998. On the other hand, the
Copier Management unit experienced excessive profits over this sametime period. Only
two of the service units included in our audit scope (i.e., the Mail Services and Quick
Copy units) kept their profits and losses within reasonable levels over the review period.
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As shown in the following table, the three units that have continualy operated at a loss
posted a combined deficit of about $840,000 since Fiscal Year 1998. This equals an
average annud loss of approximatdy $167,500. Wefurther estimate that these three units
will sustain acombined loss of gpproximately $219,700 in Fisca Y ear 2003.

Cumulative L osses for Selected Units Within the

Division of Central Services
Fiscal Years 1998 — 2002

Imaging &
Design Microfilm Print
Unit Center Services Shop Total
Cumulative L oss $48,094 $512577 $276,762 $837,433
Cumulative L oss Expressed as
Per centage of Total Expenses 2.7% 14.8% 50% 7.7%

Sour ce: OSA andysis of Division of Central Services data.

Our audit work showed that continued deficits are the result of three main problems with
the Divison' s sarvice pricing drategies. These arethe use of:

C Inaccurate or incomplete expense data.
C Inaccurate productivity assumptions.
C Inadequate projections of customer demand.

Overdl, excessve profits and ongoing losses are indicative of problems in the Divison's
cogt dlocation, pricing, and generd operating policies. Further, as mentioned previoudy,
because of the problems we found with the Divison's pricing strategies, we could not
determine whether the Divison is complying with statutory mandates to price its services
competitively. The following sections describe in grester detall our findings and
recommendations related to each service unit.

Print Shop

The dirategy used by the Print Shop to establish an hourly billing rateincludesthree primary
data components: total unit expenses, cost of goods sold, and total billable hours. Cost
of goods sold represents expenditures for any materias or supplies that were needed to
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complete a particular project. The amount of these direct costs is subtracted from total

unit expenses becausethese costsare smply passed through to the customer. Direct costs
aso include hillable time, which is the number of labor hours directly assgnable to a
gpecific job. The Print Shop assumesthat each production employeewill work 6.5 billable

hours per day for 18 daysamonth (i.e., 1,404 hours per year, or about 68 percent of the

2,080 available work hours).

The unit could not provide documentation supporting the vaidity of its current productivity
assumption, and further, our audit work showed that this assumption isinaccurate. Using
data provided by the Divison, we caculated that in Fisca 'Y ears 2000 through 2002, the
actual billablehoursaveraged only about 72 percent of the expected levels(i.e., employees
billed only 4.7 hours per day instead of the expected 6.5 hours). This problem continues
in Fisca Year 2003 and will result inthe unit’ sfallureto generate enough revenueto cover
its current year expenses. We estimate that the loss for Fiscd Year 2003 will be
approximately $11,000—making thisthe fifth year in arow that the Print Shop has not
covered its operating expenses.

The Print Shop unit dso does not adequately utilize customer demand informetion in its
pricing drategy. Leves of customer demand are closdly linked to the unit's productivity
assumption and should be used to establish hourly billing rates. As previoudy noted,
demand for the Print Shop's services continues to decline. Although the Print Shop has
taken some steps to address the effect of faling demand by reducing FTE and raising its
hourly rate, more needsto be doneto eiminatethe unit’ soperating deficits. Theunit needs
to use more redigtic productivity assumptions and should improve its methods for
incorporaing actud cusomer demand information in its pricing strategy. We dso found
that the documentation substantiating the unit’s pricing calculations needs improvement.
Specificdly, the documentation supporting the most recent pricing caculation lacked
supporting data and clear explanations of the elements used.

Recommendation No. 3:

The Department of Personnd & Adminigration should improve the Divison of Centra
Services pricing drategies for the Print Shop unit by requiring the use of accurate
productivity assumptions and customer demand projections. In addition, the Divison's
Print Shop should improve the documentation associated with its pricing caculations.
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Department of Personne & Administration
Response:

Agree. The Department of Personnd & Adminigtration agreesthat improvements
are needed to its rate-setting methodologies. In fact, the Department recently
implemented a “Truth in Rates” philosophy to ensure that rates for each DPA
service accurately reflect the cost of providing the service. The Department isin
the process of findizing ratesfor Fisca Year 2004. These new rates will reflect
the changes discussed in the audit report and will be fully documented.

We aso noted that the Print Shop has been running at an average loss of
3.2 percent in recent years. Although this loss ratio is rdativdy smal, the
Department agrees that our productivity assumptions and customer demand
projections used to devel op our rates should beimproved. Therefore, theDivision
of Centra Services haspurchased softwarethat will eectronicdly track employee
and equipment productivity. In addition, the Divison is using revised customer
demand estimates based on recent utilization. Findly, the Divison will implement
a process to survey our customers to obtain more accurate customer demand
projections in the future.

Design Center

The approach used to establish an hourly billing rate for the Design Center unit is smilar

to the approach used for the Print Shop (i.e., total expenses minus cost of goods sold

divided by totd billable hours), except that the Design Center uses a dightly different

productivity assumption. The Design Center's hourly billing rate caculation uses a
productivity assumption that each graphic designer will work 6.75 billable hours per day

for 18 days amonth (i.e., 1,458 billable hours a year, or about 70 percent of the 2,080

avallable annua work hours per full-time employee).

Our audit work showed that the graphic designers have not attained the Design Center's
assumed productivity levels since Fiscal Year 1999. In fact, in Fiscal Years 2000
thorough 2002, actud billable hours averaged only about 70 percent of expected levels
(i.e, employees billed only 4.7 hours per day instead of the expected 6.75 hours).
Further, saffing levels remained reatively unchanged during this period. Use of an
inaccurate productivity assumption intheunit’ s pricing ca culations causesthe hourly billing
rate to betoo low to recover thefull cost of providing services. This, inturn, isfueling the
unit’ songoing deficits. The Design Center collects monthly informetion on the actua hours
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billed by each employee, but thisinformation has not been used to modify the unit'sstaffing
or productivity assumptions, nor was it included in recent pricing caculations. We adso
found that the documentation substantiating the unit's pricing cdculations needs
improvement.  Specificdly, the documentation supporting the most recent pricing
caculation lacked supporting data and clear explanations of the eements used.

Recommendation No. 4:

The Depatment of Personnd & Adminigration should improve the Divison of Centra
Services pricing strategies for the Desgn Center by requiring the use of accurate
productivity assumptions and customer demand projections. In addition, the Divison's
Desgn Center should improve the documentation associated with its pricing caculations.

Department of Personnel & Administration
Response:

Agree. Asdated above, the Department of Personnd & Administration recently
implemented a “Truth in Rates’ philosophy to ensure that rates for each DPA
sarvice accurately reflect the cost of providing theservice. Fisca Y ear 2004 rates
will reflect the changes discussed in the audit report and will be fully documented.

Over the past four years, the Design Center has been running at an average loss
of 2.9 percent. Although thisrepresentsasmal lossratio, the Department agrees
that improvement needs to be made. In order to improve our productivity
assumptions and customer demand proj ections, we have purchased software that
will eectronicaly track employee and equipment production and revised
procedures for identifying customer demand.

| maging and Microfilm Services

At the end of Fiscd Year 2002, the Imaging and Microfilm Services unit changed its
pricing strategy from a project-costing methodol ogy to an approach that uses hourly and
production unit rates. This change, coupled with the lack of documentation regarding the
prior methodology, led usto focus our andysis solely on the unit's current pricing Strategy.
The current strategy alocates costs to three different operationd areas (i.e., scanning,
microform, and the dectronic data warehouse) and then divides those costs by totd
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production hours. Hourly rates are then divided by hourly throughput assumptions
producing base costs for each service. Throughput assumptions represent the amount of
materia that can be processed by a machine on an hourly basis.

We identified numerous problems with the unit's pricing strategy including the utilization
of expensedata. Specifically, we determined that the unit's pricing strategy for Fiscal Y ear
2003 understated the unit’ s expenses by about $194,200. Because these costs were not
included in the most recent pricing cdculations, the unit will not generate enough revenue
to cover its Fisca Year 2003 expenses. We estimate that if the unit had included the
$194,200 in expensssinits pricing ca culaions, the unit’ soperating deficit would be about
$7,700, ingtead of the $200,000 we project it will actualy post. This projection was
caculated using actud revenue and expenditure data through February 2003.

Unit managers are dso using unsubgtantiated productivity assumptions in their pricing
cdculations. Currently managers use the assumption that each employee will work 1,645
billable hours per year (i.e., 79 percent of the 2,080 available work hours). Management
gaff could not recal how or when this standard was established, nor could they provide
documentation evidencing how past productivity assumptions were caculated. In an
attempt to estimate actua current productivity levels, we reviewed a sample of 13 jobs
completed by the Imaging and Microfilm Services unit in Fiscd Y ears 2002 and 2003.
We found numerous errorsin the information contained in the unit’ s productivity reporting
system (e.g., inaccurate/incomplete cost data) for these sample jobs and, therefore, could
not accurately estimate actual productivity levels.

Recommendation No. 5:

The Depatment of Personnd & Adminigration should improve the Divison of Centra
Services pricing Srategiesfor thelmaging and Microfilm Servicesunit by requiring theuse
of accurate, complete, and well-documented expense data.

Department of Personnel & Administration Response:

Agree. As stated above, the Department of Personne & Administration recently
implemented a “Truth in Rates’” philosophy to ensure that rates for each DPA
service accurately reflect the cost of providing theservice. Fiscal Y ear 2004 rates
will reflect the changes discussed in the audit report and will be fully documented.
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The Divison of Central Services Imaging and Microfilm Services unit has
purchased softwarethat will eectronically track employee production, production
by project, and production by type of service (e.g., microfilming, scanning).

Profitability

Developing sound pricing srategiesisan ongoing chalengefor the Divison. Asmentioned
previoudy, statutes require the Divison to establish prices that are high enough to cover
the full cost of providing services. On the other hand, statutes aso require the Divison's
pricesto be competitive with other vendors. Further, federa guiddinesdirect the Divison
to keep its cash fund baances within reasonable levels, which means that the Divison
cannot earn excessive revenue from the servicesit provides. Asnoted previoudy, severd
of the Divison's service units had to take large planned losses in Fiscd Year 2000 to
address excessfund baanceissues. The Division needsto achieve abaance among these
competing requirements in order to ensure its rates are reasonable and predictable.

The ongoing deficits in the Divison's Print Shop, Design Center, and Imaging and
Microfilm Servicesunitscondtitute aviol ation of statutesthat requirethe Divison' sservices
to be priced at full-cost recovery levels. Statutes dso ate that the Division's prime god
is* meeting the service needs of state departments, inditutions, and agenciesin efficient and
economica wayswithin theresource capabilitiesof the State” (Section 24-30-1101(1)(d),
C.R.S.). If theDivison cannot provide aparticular servicein acost-effective manner, that
service should be discontinued and customers should be redirected to other vendors.
Continuing to provide certain servicesat alossmeansthat customersin other service areas
will subddize the costs of providing those services. Thisis possible because one fund is
used to account for the revenues and expenditures associated with al of the service units
included in the scope of our audit, thereby dlowing the Divison to offset losses in one
service unit with profits in another.  This practice is not consstent with statutory intent,
whichindicatesthat the Divison’ sservicesshould be consdered individudly whenit comes
to fiscal matters. Severa datutory provisions support this position, including Section 24-
30-1108(2)&(4), C.R.S., which state that users of department services shdl be charged
the full cost of each particular service and that the Executive Director shdl keep a full,
true, and accurate record of the costs of providing each particular service.

Inaddition, asmentioned previoudy, because of the problemswefound withtheDivison's
pricing Srategies, it isdifficult to determine whether the Division is complying with another
law that requires it to set competitive prices. The Divison should improve its pricing
drategies so that it can assess whether these changes will have the desired effect on
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profitability while gtill alowing prices to remain competitive. If these goa's cannot be
amultaneoudy achieved within areasonable time period, the Department should consider
eliminaing unprofitable service units and directing its customers to dternative vendors.

Recommendation No. 6:

The Department of Personnel & Administration should devel op astrategy and reasonable
time frame to return the Divison of Centra Services Design Center, Imaging and
Microfilm Services, and Print Shop units to profitability while remaining competitive with
the private sector. If these god's cannot be smultaneoudy achieved within a reasonable
time frame, the Department should congider diminating service unitsand directing usersto
dterndtive vendors.

Department of Personnel & Administration
Response:

Agree. This recommendation is consstent with the recently implemented “ Truth
inRates’ philosophy. The Department isinthe processof findizing ratesfor Fisca
Y ear 2004. The Department will monitor the profit and loss for each service unit
throughout the year to ensure that the rates have been properly set.

As noted by the audit, the Divison performs areview of itsrates every two years
to determineif they are competitive with the private sector. Thenext review, when
compared againg our new rates, will determineif any serviceddivery changesare
necessaty. These changes, including the potentid dimination of aservice, will be
included in the Department’s annua drategic plan created in response to
Recommendation No. 1.

Copier Program

In addition to operating the service units discussed previoudy, the Divison administers an
office copier program that is used by state agencies, ingtitutions of higher education, and
loca governments throughout the State.  The key dement of the program is a price
agreement that the State has negotiated with two vendors—Minolta and Ikon—for rental
copiers. Participation in the price agreement is mandatory for executive branch agencies
located within the Divison’s four-county service region. In these counties the Divison
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approves the acquisition of copiers and then places the units and adminigters abilling and
payment system for them. The State sdlected Minolta as the sole vendor for the four-
county region, resulting in the placement of 265 copiersin 14 departments, the Governor’s
Office, and the Generd Assembly. State agencies, higher education ingtitutions, and local
government entities outsde the four-county area may aso participate in the price
agreement, but it is not mandatory. Minolta and Ikon are the vendors for the permissve
price agreement and have placed more than 2,900 copiers throughout the State
accordingly.

The current price agreement went into effect on July 1, 2001, for a duration of one year
withthe possibility for three one-year extensons a the State’ sdiscretion. The agreement
includes a cost-per-copy pricing structure that accounts for al expenses related to the
copier rentd, including service and supply costs (e.g., toner, staples) excluding paper. The
agreement provides users with eight different categoriesof copiers, ranging from smdl- to
large-capacity units. Theactual cost to operate aparticular copier isdependent on severd
factors, including the base unit chosen, options and accessories, and minimum monthly

usage expectations.

The Division currently assigns 0.5 FTE to manage the copier program, plus 1 FTE for
adminigrative support. In Fisca Year 2002 sate agencies, higher education ingditutions,
and local government entities spent a total of over $10.5 million on copiers acquired
through the price agreement. Of this amount, state agencies spent just under $3 million,
higher education ingtitutions spent about $6 million, and local government entities spent the
remaining $1.5 million.

Ovedl, we found that the Divison's copier management program needs sgnificant
improvement. Because al state agencies have copier needs and, therefore, have copier-
related expenditures, thisissue affects the whole of state government operations. Better
management of the State's copier needs will result in cost savings. We estimate that
implementing the recommendations found in the following section will result in about
$134,000 in savings per year, or $268,000 over the remaining term of the price
agreement. The following sections describe our findings in more detail.

Active Copier Management

The current price agreement providesuserswith eight copier options, ranging fromsmdl-to
large-capacity units. Each copier category has a different cost per copy and minimum
monthly usage expectations. Larger-capacity copiers have lower cost-per-copy charges
but have higher minimum usage expectations. For example, abase unit Category 2 copier
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costs $0.03503 per copy to operate with aminimum monthly usage expectation of 2,000
copies. A base unit Category 6 copier costs $0.00991 per copy to operate with a
minimum monthly usage expectation of 35,000 copies. Further, if acopier hasaminimum
monthly usage expectation of 5,000 copies and only 3,000 copies are actualy made on
that unit, the vendor charges the State for 5,000 copies. As a result, it is important to
monitor the expected and actual usage of each copier to ensure it is not under- or
overutilized. If the Divisonidentifiessituationsinwhich acopier’ scagpacity doesnot match
actua usage, the price agreement dlows it to request an upgrade or downgrade.

Due to the increased costs of under- or overutilizing copiers, we analyzed usage and cost
informationfor al 265 copierswithin the Divison'sserviceregion. We applied an optima
utiliztion standard of 75 to 125 percent of the minimum monthly usage expectation set
forth for each copier category. For example, we judged a Category 3 copier as well-
utilized if it had monthly usage within the range of 3,750 to 6,250 copies. Thisisbecause
a Category 3 copier has aminimum monthly usage expectation of 5,000 copies. Using
data through January 2003, we found that 105 of the 265 copiers are currently
underutilized (40 percent) and 62 copiers are overutilized (23 percent). Some of these
copiers are severely under- or overutilized. For example, we identified a Category 6
copier with a 35,000 copy monthly minimum costing $440 per month that is actualy
operating at 57 percent of its capacity (i.e., 19,950 copies per month ). Underutilization
to this degree unnecessarily increases the monthly operating cost for this unit by about
$165 because the State has to pay for 35,000 copies, even though far fewer copies are
actudly madein atypical month. I1f amore appropriate copier were placed in this agency
(e.g., aCategory 5), these excess costs could be avoided. Extreme overutilization has a
amilar effect. We found some copiers that are consstently operating at more than 200
percent their capacity, with one unit operating at most 325 percent of capacity. If these
copiers were replaced with units with higher minimum usage expectations, cost savings
would result. For example, the unit which isoperating at about 325 percent of its capacity
(aCategory 4 copier) should be replaced with aCategory 6 copier, saving the State about
$160 per month.

Overdl, we found that 63 percent of the copiers the Divison manages (i.e.,, 167 of 265
units) are mismatched in terms of actua usage compared with copier cgpacity and usage
expectations. Thisresultsin approximately $101,000 per year in unnecessary expenditures
by state agencies. If these problems are | eft unaddressed, state agencieswill spend about
$202,000 more than they should to operate their copiers over the remaining life of the
price agreement (i.e., Fisca Y ears 2004 and 2005).

Ovedl, the Divison has not proactively managed the copiers located within its service
region, even though the price agreement and satutes clearly giveit thisresponghbility. An
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effective management system would continually monitor each copier to identify cases of
under- and overutilization so that staff could contact the vendor to replace these copiers
withmore gppropriate units. The price agreement contains specific languageregarding this
issue. Specificdly, the State may change acopier if it hasbeenin placefor 12 monthsand
thereis at least three months worth of verifiable evidence of an increase or decrease in
average monthly copy volume. The price agreement further stipulates that the vendor will
not charge a relocation or moving fee if the State requests an equipment downgrade or
upgrade asthe result of avolume shift. Therefore, the State would save money but incur
no additiona costs from more actively managing the copiers located within the Divison's
service region.

Recommendation No. 7:

The Department of Personnd & Administration should reduce the cost of operating office
copiers overseen by the Divison of Centra Services by indituting an active copier
management system. This should include the development of procedures for continually
monitoring individua copiersfor under- and overutilization and protocolsfor working with
the vendor to replace units as necessary.

Department of Personnel & Administration
Response:

Agree. The Depatment of Personnd & Administration has aready begun
monitoring of copier utilizetion. The Division of Centrd Serviceswill formdizeits
process to monitor usage of machines and replace with a higher or lower usage
band as appropriate. Thiswill be completed by December 31, 2003.

Copier Pricing Strategy

Asdiscussed previoudy, the Copier Management unit has cons stently operated at aprofit,
in part because of its pricing strategy. The copier pricing strategy estimates annual
program expenses and then divides that amount by an estimate of the number of copies
that will be made. Since Fisca Year 1999, the Division has charged $0.03 per copy in
every year except Fisca Year 2002, when it charged $0.04 per copy. This priceis
charged to user agencies within the Divison' sfour-county serviceregion regardiessof the
actua cost per copy that the vendor chargesthe Divison for aparticular copier. Asnoted
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above, the actual cost per copy to operate a copier varies by unit, with smaller-capacity
units having ahigher cost per copy and larger-capacity units having alower cost per copy.
Ovedl, the base per copy cost for the eight copier categories included in the price
agreement varies by about 310 percent, from $0.03866 for a Category 1 copier to
$0.00941 for a Category 8 copier.

Wefound severd problemswiththeDivison’ scopier pricing srategy. Fird, theDivison's
flat rate pricing approach resultsinthe users of larger-capacity copierssubsdizingtheusers
of smaller-capacity copiers. For example, the Department of Regulatory Agencies
currently rents a Category 7 copier. Minolta charges the Divison of Centra Services
$0.01068 per copy for this unit (about $534 a month given the Department’ s current
usage), but the Division hills the Department of Regulatory Agencies $0.03 per copy
($1,500 amonth). This resultsin the Department of Regulatory Agencies paying about
$11,600 per year in additiona charges ($23,200 over the remaining life of the price
agreement).

This problem is adso apparent with underutilized copiers. Asstated previoudy, if acopier
is underutilized, Mindlta will charge the Divison for the minimum monthly usage
expectation, regardless of how many copieswere actudly made. However, thisisnot the
amount billed to the agency; instead, the Division chargesthe agency for the actua number
of copies made. To illudrate, if a copier has a minimum monthly usage expectation of
5,000 copiesand runsat 25 percent capacity, the vendor will bill the Divison $136.50 but
the Divisonwill bill the agency $38. The difference between the actua cost of operating
this copier and what the agency pays will be subsdized by other users.

We could find no compelling reason for the Divison to charge its users a flat price per
copy. The Division receives monthly reports from its vendor that can be used to charge
user agenciesthe actua cost of operating their copiers, thereby diminating any subsdies.
A small fee could be added to the cost-per-copy chargeto cover the Divison’ scentralized
management expenses. Using Fisca Year 2003 expense data through February, we
estimate an additiond fee of about $0.0025 per copy would be necessary to cover the
Divison's operating costs.

Billing I nfor mation

Through our review of the Divison' scopier pricing strategy, wefound additiona problems
with vendor billing information and related aress. For instance, our review of the billing
information associated with the 265 copiers within the Division's service region reveded
numerous errors and inconsstencies. Asaresult of the problemswe found, we requested
that the Divison and Minoltareview past billsto identify and correct any errors. Minolta
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subsequently reported that the bills contained erroneous information on 170 of the 265
copiers (64 percent), including the following:

* 130 copiers had base chargesthat did not include the cost for the State’ s account
code reading system.

» 22 copiers had incorrect base charges.
* 9 copiers had incorrect base charges and cost-per-copy rates.
» 4 copiers had incorrect category codes and monthly minimum usage figures.

Interms of fisca impact, some of these errors favored the State, while others favored the
vendor. Overdl, the vendor estimates that they have undercharged the State by
approximately $24,000 through April 2003. As of May 30, 2003, the Department had
not verified whether this estimated amount was correct. The Divison needstoimproveits
methods for reviewing hilling information. In addition, the Divison should work with the
vendorsto establish and enforce clear performance standardsfor providing accuratebilling
data

Usage M eters

Another problem that became apparent during the course of our audit is related to usage
meters.  The price agreement establishes a monthly billing system that requires the
collection of actual copier usage data. As such, each copier’s usage meter must be read
on amonthly bass to provide the vendor with the information it needs to prepare a bill.

The price agreement dlowsthe vendor to obtain meter readings viaphone call, fax, emall,

and/or ectronic means at no charge to the State. The agreement also alows the vendor
to offer the State a usage meter reading service whereby an authorized representative
reads each copier’ s usage meter on amonthly basis for afee. The Divison reportsit has
used the latter arrangement to obtain usage meter readings since Fisca Year 2002 for a
fee of $6 per copier per month.

Wefound thereisno documentation of the current meter reading agreement. Further, even
though Divison managers report they agreed to this arrangement, the vendor has yet to
charge the State for it. Regardless, we believe that this arrangement should be
discontinued because it does not provide for an independent verification of copier usage
data. Inaddition, the cost for reading usage meterson al 265 copiers would be $19,100
per year or about $38,200 over the remaining term of the price agreement. Instead of
relying on the vendor to provide this information, the Divison should ingtitute a low-cost
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usage meter reading system that relies on sdf-reporting by user agenciesviaemail or other
electronic means as identified in the price agreemen.

Customer ldentification System

Some copiers on the price agreement are used by more than one agency. Tofacilitatethe
billing process for these copiers, the vendor fits the units with an account number reading
system that dlows users to enter a unique account number each timethey make copies.
The vendor charges afee for this system that isincluded in each copier’s base cost-per-
copy charge. InFisca Year 2003 atota of 1,276 unique account numberswere assigned
to Sate agenciesfor copier billing purposes. Of these 1,276 accounts, only about 725 (57
percent) are regularly used during an average month.

The Divisonreportsthat it agreed to ahigher-capacity account number reading system for
130 of the 265 copiersit manages. This higher-capacity system uses afive-digit coding
system instead of the standard four-digit system and costs $7.30 more per month per
copier. The five-digit coding system alows for 100,000 variaions, while the four-digit
system alows for 10,000 variations. We are unsure why the Divison requested and
agreed to theimplementation of this higher-capacity system, which is substantialy beyond
the needs of the State. Currently less than 13 percent of the four-digit coding system’s
capacity is being utilized and only 7 percent of its capacity is used on aregular basis.
Adding the higher-capacity account number reading system could potentidly result in
increased costs of about $13,900 per year or about $27,800 over the remainder of the
price agreement. As with the meter reading cost discussed above, however, the vendor
reports that it has not consstently charged the State the increased cost of the higher-
capacity account number reading system. According to Minolta representatives, the
charge for the system has been applied to the cost-per-copy rate but not to the monthly
minimum baserate. As such, the State is paying for the cost of this system only when a
copier exceeds its minimum monthly usage expectation. Regardless, the Divison should
discontinue this arrangement because it is unnecessary.

Paper Ordering System

As mentioned previoudy, the vendor's per-copy charge includes the cost of Al
maintenance, parts, and supplies (except paper) for copiers acquired under the price
agreement. The Division includes the price of paper in the flat fee discussed earlier
($0.0043 of the $0.03 cost per copy charge). The State Purchasi ng Office has devel oped
severa price agreements with paper vendors to address the needs of state agencies.
However, the Divison requiresits customersto order office copier paper through its staff.
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We egtimate that in Fisca Year 2003 the Division will order about $172,400 worth of
paper for the copiers it manages.

The Divison was unable to provide a satisfactory explanation for its policy of requiring
agencies to obtain their copier paper through the Copier Management unit. Agencies
aready use the price agreements and directly contact the State’ s paper vendorsto obtain
paper for their other office needs. Therefore, requiring them to go through the Divison to
obtain copier paper means that agency staff must maketwo calswhen onewould suffice.
Asareault, the Division should diminate this requirement, tell its customers to contact the
paper vendors directly, and adjust its pricing strategy accordingly.

Recommendation No. 8:

The Department of Personnd & Administration should reduce the cost of operating office
copiers overseen by the Divison of Centrd Services by:

a. Himinaing the exiding flat rate billing policy and replacing it with a policy that
charges agencies the actua cost of operating their individua copiers.

b. Edablishingand enforcing clear performance standardsfor accurate and complete
billing information.

c. Discontinuing the practice of paying vendors to collect meter information and
replacing this systlem with one that relies on agency sef-reporting.

d. Eliminating the five-digit account number reading system.

e. Discontinuing the practiceof requiring state agenciesto order copier paper through
the Division and removing the paper charge from the copier pricing Srategy.

Department of Personnel & Administration
Response:

a. Patidly agree. The Department of Personnd & Administration agrees that
rates for individua services should be established to cover the costs of those
services. However, there must be a balance between defining individud
sarvices too broadly or too narrowly. Although a more narrow definition is
more accurae, it can lead to diminishing returns and can be inefficient. The
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Department will evaduate the adminigrative costs of implementing a separate
rate for each individua copier rather than a flat rate for dl copiers. In
addition, the Department would like to include this recommendetion for
discusson with the focus group.

. Agree. The Department of Personnel & Adminigtration will develop policies
and procedures to ensure accurate and completeness of billing information.
The Divison of Centrd Services will work with the vendor and review
monthly reports to ensure complete billing information is provided.

Partidly agree. The Department of Personnel & Adminigtration believesthat
itismore cogt-€effectivefor the vendor to collect meter information. However,
the Department agrees that there is a need to confirm the accuracy of this
information.

Until recently, the Division of Centra Servicesrelied on agency self-reporting.
Many timesthe agency failed to report, did not report on time, or reported an
incorrect count. This caused the Divison to bill in arrears. In addition, those
agencies that reported incorrectly or did not report at all were assessed with
adefault billing. The default billing would then be adjusted once the agency
reported an accurate reading. We find that the $6.00 per month per copier
charge is worth the efficiency of dectronic reporting given the numerous
adminigrative problems caused by reliance on sdlf-reporting.

Inorder to confirm the accuracy of the vendor reported data, the Divison will
develop compensating controls such as testing the accuracy of the eectronic
reporting, through audits of sdected readings on amonthly basis.

. Agree. The Divison of Centrd Services will caculate the cost to remove the
five-digit codes and replace with four-digit codesto determineif thisisacost-
effective Srategy.

Partidly agree. The Department hasincluded paper costsin the copier pricing
dtrategy as a convenience to the customers and to avoid administrative issues
associated with copiers used by multiple state agencies. 1nthese cases, it may
be difficult to track the cost of paper purchases to individual agencies.
However, this practice does necessitate customers placing two orders for
paper instead of one. The Department will work with its cusomers, through
the focus group created in response to Recommendation No. 1 to determine
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the most efficient process for ordering copier paper. It isimportant to note
that a change in process will not result in any cost savings to the State.

Unnecessary User Fee

As mentioned previoudy, date agencies, higher education inditutions, and locd
government entities may elect to participate in the State's copier price agreement.
Participating entities pay the Divison a user fee of $0.001 per copy. The vendors collect
the user fee when an agency pays its monthly copier bill. The vendors then remit the
money collected from the fee to the Divison on amonthly basis.

We bdieve that the Divison should diminate the fee charged to users of the permissve
price agreement. The Division provides no management or oversght servicesin return for
this fee and does not need the revenue it generates to help cover its operationa costs.
Further, in May 2002 the Division returned about $240,000 to the state agencies and
higher education indtitutions that paid the fee in an attempt to reduce excess profits.
Abadlishing the fee would diminate the administrative process that the vendor currently
undertakes to collect the fee and remit it to the Divison on amonthly basis,

Recommendation No. 9:

The Department of Personnd & Adminigtration should reduce office copier operation
cogts and diminate excess profits by abolishing the user fee imposed by the Divison of
Centrd Services on copiers acquired through the permissive price agreement.

Department of Personnel & Administration
Response:

Agree. The Depatment of Personnd & Adminigtration will evauae the
appropriateness of the user fee recelved from agencies using the permissive price
agreement. If thisfeeis discontinued, the Division may need to request offsetting
spending authority. The Department anticipates this request would be submitted
to the Joint Budget Committee on November 1, 2003.
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Profit and Loss Targets

Throughout our audit of the Divison's pricing strategies, we observed that the Divison
cannot aways control al of the factors that may result in a profit or loss for one of its
service units. Changes in user agency operations, for example, may affect demand for a
particular service. For instance, asacost savings measure, a state agency may changethe
format for publishing its reports from the traditiona hard copy format to an electronic one.
If the agency had been using the Divison’s Print Shop to produce reports, its decision to
move to an dectronic format will negatively affect the Print Shop’ s revenue stream, which
may ultimately affect the unit's overdl profitability. Proactively surveying customers to
identify these types of changeswould help the Division better gauge demand for services.

Further, because the Division cannot exercise complete control over al of the factorsthat
may affect its profitability, we believe that the Divison should establish atarget range for
each unit’s annud profits and losses to alow for unexpected conditions while, over time,
dill ensuring compliance with statutes that require full cost recovery. A forma policy
dipulaing appropriate profit and loss targets does not currently exist. We believe that
federa spending reserve guiddines can be hdpful in establishing reasonable profit and loss
targetsfor theDivison' sserviceunits. Specificaly, federd officidsrecently recommended
that the Divison maintain no more than a 30-day spending reserve in its interna service
funds (i.e., 8.3 percent of totd annual operating expenses). Maintaining unit-level profits
and losseswithin arange of +/-8.3 percent will help ensurethat units do not post excessve
profits or losses from year to year and will dso help keep the Divison's revolving fund
within federad spending reserve guiddines. Further, because effective fiscd management
a the unit leve is an essentid component of the Divison’soverall success, unit managers
should be held accountable for meeting these targets through the annua performance
planning and evauation process.

Recommendation No. 10:

The Department of Personnel & Administration should develop a forma policy thet
establishes reasonable profit and loss targets for al service units within the Divison of
Centra Services that includes accurate demand information. All unit managers should be
held accountableto these targets as part of theannua performance planning and evauation
process.
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Department of Personne & Administration
Response:

Agree. The Department of Personnd & Adminidtration, as part of the “Truth in
Rates’ initiative, hasidentified numerous changesto the fee-setting methodol ogies
used throughout the Department.  These changes include development of profit
and losstargetsand cash fund balancetargets. The Department believesthat both
of these factors are criticd to evauating financia managemen.

The Department will formdize its new policiesand ensure they are incorporated
into managers performance plans by October 2003.

M anagement Review and Approval of
Pricing Recommendations

Prior to the start of anew fisca year, unit managers provide Division managers with their
pricing recommendations for gpproval. This processis not standardized and staff do not
adways maintan documentation showing Divison-level gpprovads of pricing decisons.
Furthermore, our audit work indicates that the unit-level pricing recommendations are
sometimes overridden because of management concerns about raising prices beyond a
competitive leved, even if adefict may result. This occurred recently in the Mail Services
unit. In Fiscal Years 2001 and 2002, unit managers calculated a rate for processing
certain types of firg-class mall that was higher than the rate eventudly approved by the
Divison. Overriding these pricing recommendations resulted in operating losses for this
service of $30,500 and $40,200, respectively, in Fiscal Years 2001 and 2002. These
problems, as well as the other issues outlined in this chapter, demongtrate the need for
increased management involvement with the pricing recommendation process. A more
formdized review and approva process is needed to ensure that the Divison's pricing
decisons are in compliance with statutory requirements or, if they are not, that upper
management is aware of the ramifications.

Recommendation No. 11:

The Department of Personnd & Adminigtration should improve the Divison of Centra
Services price-setting methodologies by establishing a forma policy for management
review and gpprova of pricing recommendations.
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Department of Personne & Administration
Response:

Agree. Asindicated above, the Department of Personnd & Adminisiration has
identified numerous changes to the fee-setting methodol ogies used throughout the
Department. All established rates now require review and gpprova by our Chief
Financid Officer within the Department of Personnd & Adminigtration Executive
Office prior to implementation. The Department will formdize its new policiesby
August 2003.

Private Sector Price Comparisons

Section 24-30-1108(3), C.R.S,, requires the Division to price its services at rates
competitive with or lower than the private sector. To comply with thisstatute, the Division
hires an outside firm every other year to conduct a private sector price comparison study.
The lagt study was completed in 2001 and included a telephone survey to solicit price
quotes from asample of printing, design, imaging and microfilm, copy, and mail services
companies.

Inaddition to first making the pricing strategy improvements noted throughout this chapter,
the Divison needs to make two changes in its procedures before it conducts any future
private sector price comparisons. Specifically, we found that recent price comparisons
sometimes used datafrom only one private vendor and, in other cases, utilized incons stent
or questionable data. Further, the Division should obtain aminimum of three quotesfrom
private vendors when it conducts price comparisons to ensure afair and thorough resullt.
In addition, we found that recent comparisons did not always use a consistent data point
(e.g., hourly rate, price per copy) throughout each pricing scenario and others included
data that were obvious outliers(e.g., private sector priceswere more than 30 times higher
thanthe Division’s prices). The Divison should use acons stent comparison basis across
each price scenario and remove outliers to ensure a credible and useful product.

Recommendation No. 12;

The Department of Personnd & Administration should modify the Divison of Centra
Services process for conducting private sector price comparisons to ensure a more
balanced, accurate, and thorough review. This should include developing at leest three
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scenarios for each price comparison, using a consstent basis for comparison in each
scenaio (e.g., hourly rate, price per copy), and removing obvious outliers from data
collected.

Department of Personne & Administration
Response:

Agree. Every two years the Divison of Centra Services has contracted with
private firms to perform price comparisons. Because much of the Division’ swork
is done on a project-by-project basis, it has been very difficult to get meaningful
price comparisons. The Divison of Central Services has recently learned that the
Department of Labor and Employment’ s Labor Market Information unit doesthis
type of work on a large scde. The Dividon is currently working with the
Department of Labor and Employment to perform al future price comparisons.
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