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Ladies and Gentlemen:

In accordance with the Comptroller’s responsibilities contained in Chapter 5, § 93, of the
New York City Charter, my office has reviewed the processes by which the Department
of Education awarded a vending machine agreement to the Snapple Beverage Group, Inc.
and authorized Octagon, Inc. to serve as its marketing agent.

The results of our audit, which are presented in this report, have been discussed with
Department of Education officials, and their comments have been considered in the
preparation of this report.

Audits such as this provide a means of ensuring that City resources are used effectively,
efficiently, and in the best interest of the public.

I trust that this report contains information that is of interest to you.  If you have any
questions concerning this report, please e-mail my audit bureau at
audit@comptroller.nyc.gov or telephone my office at 212-669-3747

Very truly yours,

William C. Thompson, Jr.
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The City of New York
Office of the Comptroller

Bureau of Management Audit

Audit Report on the Process by Which the
Department of Education Awarded

A Vending Machine License
To the Snapple Beverage Group

ME04-123A

AUDIT REPORT IN BRIEF

This audit of the New York City Department of Education (DOE) reviewed the processes
by which DOE awarded a vending machine agreement to the Snapple Beverage Group, Inc.
(Snapple) and authorized Octagon, Inc. (Octagon) to serve as its marketing agent.

In June 2003, DOE informed the schools that all existing vending machines selling
beverages should be removed by the beginning of the 2003-2004 school year to allow for a
centralized vending process. DOE centralized the vending process due to a new Chancellor
regulation (Regulation A-812) on the nutritional content of the food and beverages being sold to
students and the need for better controls over vending arrangements.  In addition, DOE had an
interest in establishing a concession and sponsorship arrangement with a beverage company.

On June 23, 2003, DOE, based on a request for proposals (RFP) issued in 2001, signed an
interim authorization for Octagon to serve as DOE’s agent for a vending machine marketing and
administration program. On behalf of DOE, Octagon implemented a vendor selection process in
July and August to select a beverage company for the school vending machine opportunity.

On September 9, 2003, DOE signed an interim agreement giving Snapple the exclusive
right to sell water and 100 percent juice products in vending machines to be installed in the New
York City public schools.  The agreement guaranteed that Snapple would pay a minimum of
$40.2 million to DOE between September 1, 2003 and August 31, 2008.  Also on September 9,
2003, the New York City Marketing Development Corporation (MDC) signed a letter of intent
with Snapple for the exclusive right to sell water, iced tea, and chocolate drink beverages in
vending machines to be installed in City buildings. This agreement guaranteed that Snapple
would pay a minimum of $126 million to the City between January 1, 2004 and December 31,
2008.
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Audit Findings and Conclusions

The process that the Department of Education followed in awarding Snapple an exclusive
vending machine opportunity in about 1,200 City schools was fundamentally flawed.  For
example, there were minimal solicitation efforts, an inadequate request for proposals package,
and a defective bid evaluation and selection process.  In addition, although DOE’s process for
choosing the marketing agent to implement the vendor selection process for the school vending
machine opportunity was generally adequate from the announcement of the marketing RFP
through to the selection of an agent, the process became questionable in that the ownership of the
significant party of the selected marketing agent changed before it was authorized to work for
DOE.   Furthermore, Octagon, the agent subsequently authorized to handle the marketing of the
vending machine opportunity, stands to realize exorbitant compensation for its services.

Audit Recommendations

To address these issues, we make 10 recommendations, among them that DOE should:

• Not pursue a school vending machine contract with Snapple in connection with the
completed vendor selection process.  Rather, DOE should conduct a new process for
this opportunity that complies with its own RFP manual and ensures a fair and
reasonable result.

• Ensure that any concession and sponsorship opportunities be handled through a well-
structured request for proposals process in which there is: extensive public
notification of potential bidders; an RFP package presenting detailed specifications
and clear standards for evaluating the proposals; a pre-proposal conference to ensure
that all bidders receive consistent information about the opportunity; and a written
assessment of the competing proposals based on the evaluation standards identified in
the RFP.

• Either reopen an RFP process or, at the very least, require a revised proposal before
entering into an agreement with a company that has experienced a change of
ownership after being selected through an RFP process.  DOE should also prepare a
written justification for entering into an agreement with such a company.

• Restructure and greatly reduce Octagon’s compensation for its marketing and
administration work on the school vending machine opportunity.

• Not award any new marketing assignments to Octagon in relation to the 2001
marketing RFP.

• Before hiring a marketing agent for similar work in the future, seriously consider the
benefits of implementing the concession and sponsorship RFP process itself or of
seeking the assistance of other City agencies.
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Department of Education Response

On February 6, 2004, a draft response was sent to DOE officials with a request for
comments.  We received a response from DOE officials on February 24, 2004.  In its response,
DOE challenged many of the audit's findings and recommendations. We address the full scope of
DOE's response in a section entitled "Discussion of DOE Response" that we present at the end of
this report.  The full text of DOE's response is included as an addendum to this report.
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INTRODUCTION

Background

Over the years, the principals of many New York City public schools developed
arrangements with a variety of independent companies to supply vending machines with an
assortment of beverages. These arrangements led to concession payments by the independent
companies to the individual schools that were used for a variety of purposes, such as to support
extra-curricular activities.  The Department of Education did not track the total amount of
concession income the schools received through such arrangements.

In June 2003, DOE informed the schools that all existing vending machines selling
beverages should be removed by the beginning of the 2003-2004 school year to allow for a
centralized vending process. DOE centralized the vending process due to a new Chancellor
regulation (Regulation A-812) on the nutritional content of the food and beverages being sold to
students and the need for better controls over vending arrangements.  In addition, DOE had an
interest in establishing a concession and sponsorship arrangement with a beverage company.

On June 23, 2003, DOE, based on a request for proposals issued in 2001, signed an
interim authorization for Octagon to serve as DOE’s agent for a vending machine marketing and
administration program.  On behalf of DOE, Octagon implemented a vendor selection process in
July and August to select a beverage company for the school vending machine opportunity.

On September 9, 2003, DOE signed an interim agreement giving Snapple the exclusive
right to sell water and 100 percent juice products in vending machines to be installed in the New
York City public schools.  The agreement guaranteed that Snapple would pay a minimum of
$40.2 million to DOE between September 1, 2003 and August 31, 2008.  Also on September 9,
2003, the New York City Marketing Development Corporation signed a letter of intent with
Snapple for the exclusive right to sell water, iced tea, and chocolate drink beverages in vending
machines to be installed in City buildings. This agreement guaranteed that Snapple would pay a
minimum of $126 million to the City between January 1, 2004 and December 31, 2008.

New York State Education Law authorizes the Schools Chancellor to establish DOE
contract rules.  As a result, DOE is not required to adhere to the New York City Procurement
Policy Board (PPB) rules or the Franchise and Concession Review Committee (FCRC) rules
other City agencies must follow.  The Chancellor’s rules are presented in DOE’s Standard
Operating Procedures for Schools and FMCs (Financial Management Centers) and in its
Procedures for Preparing Request for Proposals.

Objectives

The objectives of this audit are to determine whether DOE followed appropriate
processes in awarding a vending agreement to Snapple and in authorizing Octagon to serve as its
marketing agent.
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Scope and Methodology

The period covered by this audit is calendar years 2001 through 2003.

To gain an understanding of the processes by which DOE entered into a marketing
agreement with Octagon and a vending agreement with Snapple, we reviewed relevant State
laws, decisions issued by the State Education Commissioner (Decision No. 14,489) and the State
Comptroller (Opinion 92-5), DOE’s Standard Operating Procedures for Schools and FMCs,
DOE’s Procedures for Preparing Request for Proposals, and documentation relating to DOE’s
requests for proposals for the marketing and the vending machine agreements. This
documentation included the RFPs, vendors’ bids, DOE’s evaluations of these bids, and related
correspondence, including e-mail communications. We also interviewed numerous DOE and
City officials, marketing agents (including Octagon), beverage companies (including Snapple),
and vending machine companies.  Based on our review of this information, we determined
whether the selection processes for the marketing and vending agreements complied with DOE’s
Procedures for Preparing Request for Proposals, and whether the selection process for the
vending agreement also complied with State Comptroller’s Opinion 92-5 and State Education
Commissioner’s Decision No. 14,489.  We also analyzed all the bids submitted by vendors in
response to the marketing and vending opportunities, as well as DOE’s evaluation of these bids.
In addition, we analyzed Octagon’s evaluation of the bids received in connection with the
vending machine opportunity.

Independence Disclosure

Chapter 5, § 93, of the New York City Charter authorizes the Comptroller to

“audit and investigate all matters relating to or affecting the finances of the city,
including without limitation the performance of contracts and the receipt and
expenditure of city funds.”

Chapter 5, § 93, also states:

“No contract or agreement executed pursuant to this charter or other law shall be
implemented until (1) a copy has been filed with the comptroller, and (2) the
comptroller has registered it.”

The Comptroller has designated the Deputy Comptroller for Policy, Audit, Accountancy
and Contracts as the executive responsible for overseeing the functions that fulfill these statutory
requirements.  These functions include the Bureaus of Audit and the Office of Contract
Administration.

The Bureaus of Audit (which include the Bureau of Management Audit and the Bureau of
Financial Audit) are responsible for conducting audits in accordance with Chapter 5, § 93, of the
New York City Charter and the generally accepted government auditing standards (GAGAS)
issued by the United States General Accounting Office.  The Bureaus of Audit, which together
serve as a separate and distinct component of the Comptroller’s Office, have developed their
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own internal Audit Policy and Instruction Manual to ensure that all audits are conducted in
accordance with GAGAS.  The manual (which was recently revised in accordance with revisions
to GAGAS) requires that each auditor annually recertify their awareness of and compliance with
GAGAS independence requirements.  This certification is intended to inform and remind our
audit personnel of the extreme importance of both the fact and appearance of professional
independence and the steps to be taken should a potential impairment become apparent.

The Office of Contract Administration is responsible for reviewing all contracts, contract
amendments, leases, and concessions between City agencies and vendors to determine whether
the agreement should be registered. The Comptroller publicly recommended that the Department
of Education cancel the Snapple agreement on October 30, 2003 (prior to the initiation of this
audit).  The Office of Contract Administration was responsible for the review leading to that
recommendation.

The United States General Accounting Office revised its government auditing standards
in June 2003.  In that revision, GAGAS § 3.03 states: “In all matters relating to the audit work,
the audit organization and the individual auditor, whether government or public, should be free
both in fact and appearance from personal, external, and organizational impairments to
independence.”

We have complied with the above standard in conducting this engagement.  We wish to
note that the Bureau of Management Audit had no involvement whatsoever in the review of the
Snapple issue that was conducted by the Office of Contract Management, a separate unit of the
Comptroller’s Office that is independent of the Bureaus of Audit.

The Bureau of Management Audit and, more specifically, the audit professionals who
conducted this engagement were not instructed by anyone in the Comptroller’s Office to include
or exclude any findings. Members of the audit team met with responsible City, DOE, and
Octagon officials, as well as representatives of all of the beverage companies that bid on the
vending opportunity, to obtain their perspectives on the process; carefully reviewed all of the
documentation received from these officials and representatives; and followed all GAGAS
standards in conducting this audit, including those relating to staff independence, staff
qualifications, supervision, planning, audit documentation, evidence, and reporting.

This audit was conducted in accordance with generally accepted government auditing
standards and included tests of records and other auditing procedures considered necessary.  The
audit was performed in accordance with the audit responsibilities of the City Comptroller as set
forth in Chapter 5, § 93, of the New York City Charter.

Discussion of Audit Results

The matters covered in this report were discussed with DOE officials during and at the
conclusion of this audit.  A preliminary draft report was sent to DOE officials on January 23,
2004, and was discussed at an exit conference on February 4, 2004.  We submitted a draft report
to DOE officials on February 6, 2004, with a request for comments. We received a response
from DOE officials on February 24, 2004. In its response, DOE challenged many of the audit’s
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findings and recommendations. The full text of DOE’s response is included as an addendum to
this report.  We review DOE’s response in a section entitled “Discussion of DOE Response” that
we present at the end of this report.
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FINDINGS AND RECOMMENDATIONS

The process that the Department of Education followed in awarding Snapple an exclusive
vending machine opportunity in approximately 1,200 City schools was fundamentally flawed.
For example, there were minimal solicitation efforts, an inadequate request for proposals
package, and a defective bid evaluation and selection process.  In addition, although DOE’s
process for choosing the marketing agent to implement the selection process for the school
vending machine opportunity was generally adequate from the announcement of the marketing
RFP through to the selection of an agent, the process became questionable in that the ownership
of the significant party of the selected marketing agent changed before it was authorized to work
for DOE.   Furthermore, Octagon, the agent subsequently authorized to handle the marketing of
the vending machine opportunity, stands to realize exorbitant compensation for its services.

Department of Education Process for Awarding
an Exclusive Vending Machine Opportunity
Was Fundamentally Flawed

The DOE process for awarding an exclusive vending machine opportunity to the Snapple
Beverage Group was fundamentally flawed.  In addition, DOE failed to properly monitor the
marketing agent it selected to implement the vendor selection process. Consequently, all aspects
of the vendor selection process were substantially deficient in that:

• there were minimal solicitation efforts;

• there was an inadequate request for proposals package;

• there was no pre-proposal conference;

• there were inconsistent explanations to potential bidders about the scope of the opportunity;
and

• there was a defective bid evaluation and selection process.

A properly managed vendor selection process requires extensive solicitation efforts, a
comprehensive explanation of the opportunity in a request for proposals package, a pre-proposal
conference, consistent explanations to potential bidders about the scope of the opportunity, and a
well-documented and reasoned bid evaluation and selection process.

The Department of Education is not required to follow the City’s PPB or FCRC rules.
New York State Education Law authorizes the Chancellor to establish DOE contract rules.  The
Chancellor’s rules are presented in DOE’s Standard Operating Procedures for Schools and
FMCs and in its Procedures for Preparing Request for Proposals (RFP manual).  In addition, the
State Comptroller issued an opinion in 1992 (Opinion 92-5) on the placement of privately owned
vending machines on school property.  This decision stated that although “the granting of a
license or concession is not subject to the competitive bidding requirements of General
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Municipal Law, . . . it is the duty of public officials to let out such contracts under terms which
are fair and reasonable (emphasis added).”  The decision further stated that “competition should
be solicited by proposals or quotations prior to the granting of licenses or concessions.”  Further,
in a November 13, 2003 letter to the New York City Comptroller, the City Law Department
stated that legal opinions from the State Comptroller and State Education Commissioner advised
that “school districts follow a request for proposal process to select a vending machine operator
(emphasis added).”

However, DOE did not follow a request for proposal process. At the February 4, 2004
exit conference, DOE officials told us that this was a new and unique effort that did not require a
request for proposals process because DOE was not procuring goods or services. The officials
characterized the process as a solicitation of partnership offers.  As a result, DOE officials said
that its marketing agent did not need to follow the DOE RFP manual. Furthermore, DOE
officials stated that their plan was to turn the responsibility for the process over to the marketing
agent, which did not need written guidance on how to proceed.  However, a private marketing
agent, even one well versed in private sector marketing, needs close oversight when handling the
marketing of a public sector opportunity. In awarding business opportunities, the public sector
environment requires a heightened commitment to both the reality and perception of fairness that
the private sector typically does not demand.  Therefore, we concluded that DOE should have
used its RFP manual to guide this process.  We evaluated the vendor selection process in terms
of the guidelines presented in the RFP manual.

Minimal Solicitation Efforts

Octagon made minimal efforts to solicit bids for this opportunity.  A DOE official
informed us that he instructed Octagon to contact as many beverage companies as possible for
the purpose of soliciting bids.  The DOE RFP manual states that “a well-planned solicitation
effort should be undertaken to identify as many qualified vendors as possible.”  In addition to
sending solicitation letters to these vendors, the manual states that the contract opportunity
should be advertised in the City Record (a City government publication) and “in other
newspapers and periodicals . . . [to] increase competition, broaden participation and target
specific audiences.”  However, Octagon did not send any solicitation letters to possible vendors
and did not advertise the school vending machine opportunity in any way.  By telephone,
Octagon contacted two beverage companies—Coca-Cola and PepsiCo.  Coca-Cola ultimately
decided not to place a bid.  Pepsi placed a bid along with five other beverage companies—
Veryfine, Apple & Eve, Nestle, Florida’s Natural, and Snapple.  None of these five companies
was contacted by Octagon.  All of these companies heard about the opportunity from beverage
industry contacts, most of whom were local vending machine operators.  Representatives of
Apple & Eve told us that they only became aware of the opportunity on August 14, 2003, one
week before the best and final offers (BAFOs) became due.

Inadequate Request for Proposals

Octagon’s RFP for this opportunity was inadequate.  The DOE RFP manual states that
the RFP should contain “a complete description of the required service(s)” and provide “the
established criteria that will form the basis for the evaluation and the requirements that must be
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met.”  The request for proposals package prepared by Octagon was not a clear explanation of the
opportunity, but rather a bulleted outline for an oral presentation that provided general
background information, listed sponsorship options, and supplied very limited data about the
vending opportunity.  A clear explanation of the opportunity would have presented detailed
specifications and the criteria by which the proposals would be evaluated.  For example, the
package did not specify which beverages could be placed in the vending machines to be located
in the student areas.  Octagon informed beverage companies later that they should limit their bids
to a combined fruit juice and water bid, a fruit juice only bid, or a water only bid.

As another example of the lack of clarity in the RFP package, after listing the numbers of
existing vending machines in the student areas of high schools, middle schools, and elementary
schools, which totaled 2,450 machines, and the number of vending machines in “faculty only”
areas as 550, the next bulleted item read “2,500 – 3,000 total vending machines.”  Octagon and
DOE officials claim that this range represented the maximum number of vending machines for
juice and water products that the schools could accommodate. Octagon told us that they
explained to the potential bidders that the range stated in the package was an upper limit because
they wanted to leave room for additional vending machines for snacks and milk products. A
senior DOE official, contradicting Octagon on this point, told us that the upper limit on the
number of machines that the schools could accommodate was kept a secret during the bidding
process so that it could be used to evaluate the bids.

Only one company (Veryfine) told us that it was informed that the 2,500-3,000 range
represented a maximum number of machines that DOE would allow in the schools.  All other
companies (including Coca-Cola, which participated in the request for proposals process but
declined to place a bid, and Snapple itself) told us that they did not realize that this represented
an upper limit on the amount of machines that could be placed in the schools.  Some thought that
this range reflected an estimate of the opportunity.  Snapple thought that the range represented a
minimally acceptable amount.  Another company actually indicated in its bid that it wanted to
place 3,500 machines in the schools, clearly confused that the range indicated in the package was
an upper limit.

In another example of the RFP’s lack of specificity, the RFP did not indicate the number
of years that the company would be awarded the exclusive right to sell beverages in school
vending machines.  Bidders presented offers for different time periods, ranging from five to 10
years.  This complicated the process of ranking the financial offers received.

In addition to concerns that the RFP was vague and confusing, it also appears in one
important respect to have been poorly researched.  The RFP developed by Octagon contained
certain provisions that appear to be inconsistent with New York State education policy.  In a
State Education Commissioner’s decision issued on November 30, 2000 (Decision No. 14,489),
the Commissioner stated that “the Commissioner of Education has consistently sought to protect
school children, who attend public schools by reason of the compulsory attendance law, from
exploitation through the sale of commercial products.”  The Commissioner also stated that
school boards, in considering concession agreements, should “carefully consider whether the
commercial aspects of such contracts are acceptable influences on their students, and should
thoughtfully negotiate and structure such agreements to minimize the potentially negative impact
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of such commercial influences on children.”  In that decision, the local school board was ordered
not to distribute free products from the vendor to its students on school property.

However, Octagon’s RFP package referred to the provision of “sampling rights at all
general use facilities,” such as cafeterias and gymnasiums; “six pages of advertising” in student
planners to be distributed to all middle and high school students; and “725 outdoor [basketball]
backboards . . . for sponsorship and corporate identity.”  The RFP package estimated that the
student planners and the backboards would make 97.2 million corporate identity impressions on
students over the course of one year. The package also offered logo placements in general use
facilities for an additional 134.2 million corporate identity impressions per year.  Coca-Cola told
us that the plan for such an extensive display of commercial messages aimed at school children
was “appalling.”  Snapple itself refused the student planner, backboard, and logo placement
opportunities as part of this deal, selecting instead the options to sponsor athletic events and
physical education programs.

In another indication that the RFP was faulty, Coca-Cola informed us that it found that
specific information about the opportunity was so lacking that it notified Octagon on August 21,
2003 that it would not place a bid.

No Pre-proposal Conference

Octagon did not hold a pre-proposal conference.  The DOE RFP manual states that a pre-
proposal conference, while not mandatory, should be held if the “size, complexity and
sensitivity” of the opportunity warrants.  The size of this opportunity and the apparent bidder
confusion over various aspects of it clearly suggest that a pre-proposal conference would have
been appropriate.  The RFP manual further states that “following the conference, all questions
and answers should immediately be transcribed, put in written addendum form and mailed out to
all potential proposer(s) known to have received the RFP.”

In this case, the lack of both a pre-proposal conference and a post-conference letter
providing questions and answers added confusion to the process. Each potential bidder met and
communicated separately with Octagon, and many apparently developed different
understandings about the opportunity.   For example, even though the RFP package stated that
vending machines selling other beverages, including soda, could be placed in teacher lounges,
three of the five beverage companies that submitted losing bids informed us that Octagon told
them to exclude the teacher lounge areas from their bids.  Octagon told the other two companies
to include the teacher lounge areas in their bids, which the companies did.1

                                                
1 On September 9, 2003, DOE issued a formal request for bids (RFB) for an opportunity to provide

beverage machines in teacher lounges. This opportunity, which involved no concession income and was to be
awarded based on the lowest per unit price, was merely an extension of an existing contract by the DOE Office of
Purchasing Management.  However, the September 9, 2003 agreement between DOE and Snapple guaranteed that
Snapple would be provided “a minimum of 500 exclusive cold beverage vending machine placements in
faculty/employee lounges.”  DOE officials told us that these contradictory actions were simply a case of one DOE
unit not knowing what another DOE unit was doing.  DOE opened the sealed bids for the teacher lounge vending
opportunity on October 2, 2003.  However, on October 10, 2003, after DOE realized the mistake, it canceled the
vending RFB for teacher lounges.
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Defective Bid Evaluation and Selection Process

The bid evaluation and selection process for this opportunity was defective. Whereas the
RFP manual states that those on the selection committee should complete rating sheets on the
bids received and that a summary sheet showing each evaluator’s scores should be prepared,
none of this was done.  In addition, DOE did not prepare either a written ranking of the proposals
or a written justification of the selection of Snapple.

Based on discussions with Octagon, DOE, and MDC officials, one of the major reasons
that Snapple was selected for this opportunity appears to be the perceived appeal of the Snapple
brand to students. These officials did not present any market study to justify this perception.
Since the selected company would have an exclusive opportunity to sell its beverages in the
school vending machines, any actual student preference for one brand over another could be of
less significance.  In any event, the importance of any perceived appeal of the Snapple brand is
clearly reduced by the fact that Snapple did not have a 100 percent fruit juice beverage at the
time that it placed its bid, and it did not have a well-known water product. Other beverage
companies that placed bids had a variety of well-established and market-tested 100 percent fruit
juice and water products available for the schools.  Snapple’s new 100 percent juice products
were introduced in the New York City schools in October 2003 without ever having been market
tested elsewhere.  In addition, Snapple offered only 12-ounce containers of fruit juices for the
elementary, middle, and high schools; one of Snapple’s competitors was able to offer a variety of
container sizes that could be geared to children of different ages.

Another important reason for the selection of Snapple was the Citywide vending
opportunity.  It appears that by August 20, 2003, the City was seriously considering linking the
DOE vending deal to a Citywide vending opportunity. Such a linkage would presumably favor
larger companies, such as Pepsi, Nestle, or Snapple (as a subsidiary of Cadbury Schweppes), that
could handle a larger deal and provide a wide range of beverages for non-student consumers.  On
August 20, 2003, the Deputy Chancellor for Finance and Administration e-mailed MDC (with a
“cc” to the DOE General Counsel) that a meeting involving DOE, Octagon, and MDC on August
25, 2003, “would give you [MDC] a basis for evaluating a larger deal.”  Early on August 21,
2003, before the best and final offers were due, the DOE General Counsel responded to the
Deputy Chancellor with a cautionary e-mail, stating that: “It’s called a good deal for just DOE.
Who cares about citywide if he gets a good deal for schools only?”  In an August 22, 2003, e-
mail from Octagon to DOE, Octagon stated that “if Pepsi wants city wide deal, let them
guarantee the schools the maximum offer we got from other companies.”  A senior MDC official
told us that Snapple was a better choice than Pepsi for the Citywide opportunity for non-
carbonated beverages because it preserved the chance to issue an RFP for a Citywide carbonated
beverages opportunity for which major beverage companies could compete.  The official noted
that Snapple could “live with Coke or Pepsi” as co-vendors for the Citywide vending
opportunities, but it would be less likely that Coca-Cola and Pepsi would agree to serve as co-
vendors.
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The beverage companies’ best and final offers2 were required by August 21, 2003.3

Snapple’s financial offer was one of the lowest. As shown in Table I, Snapple’s bid was the
lowest combined juice and water bid placed by an individual company, was lower than three
juice only bids, and was lower than three possible combinations of juice only and water only bids
placed by different beverage companies. (As noted above, Octagon informed beverage
companies that they had the option to submit a combined fruit juice and water bid, a fruit juice
only bid, or a water only bid.)  In comparison to the other bids received, Snapple provided a low
annual guaranteed commission, and, unlike other vendors, it did not offer a placement fee for the
privilege of placing its vending machines in the schools.

Table I
Comparison of Best and Final Offers (as of 8/21/03)

(1)

Beverage
Company*

(2)

Beverage
Category

(3)

Number
of

Vending
Machines

(4)

Average
Annual

Guaranteed
Commission

(5)

Annual
Guaranteed
Sponsorship

(6)

Annual
Placement

Fee

(7)
Total Annual
Guarantee as

Determined by
Comptroller’s

Office
(Cols. 4+5+6)

(8)
Total 5-Year
Guarantee as

Determined by
Comptroller’s

Office
(Col. 7 x
5 years)

(9)

Total 5-Year
Guarantee as
Determined
by Octagon

A Juice & Water 2000 $ 5,800,000 $  2,000,000  $   80,000 $  7,880,000 $39,400,000 $ 39,400,000
B Juice 2050 $ 5,250,000 $  2,000,000 $  609,800 $  7,859,800 $39,299,000 $ 39,299,000
C Juice 1500 $ 5,308,800 $  1,580,000 $  750,000 $  7,638,800 $38,194,000 $ 30,000,000
D Juice & Water 3500 $ 5,140,000 $  1,125,000  $         - $  6,265,000 $31,325,000 $ 31,325,000
E Juice 2000 $ 4,800,000 $  1,200,000  $   80,000 $  6,080,000 $30,400,000 $ 30,400,000

Snapple Juice & Water 2500 $ 2,880,000 $  3,000,000  $         - $  5,880,000 $29,400,000 $ 33,000,000
F Water 1500 $ 1,500,000 $    505,000 $  245,000 $  2,250,000 $11,250,000 $ 15,000,000

POSSIBLE COMBINATIONS OF JUICE ONLY AND WATER ONLY BIDS
F & B Juice & Water 3550 $ 6,750,000 $  2,505,000 $  854,800 $10,109,800 $50,549,000 $ 54,299,000
F & C Juice & Water 3000 $ 6,808,800 $  2,085,000 $  995,000 $  9,888,800 $49,444,000 $ 45,000,000
F & E Juice & Water 3500 $ 6,300,000 $  1,705,000 $  325,000 $  8,330,000 $41,650,000 $ 45,400,000

* One company placed two bids, one for juice only and another for juice and water.

                                                
2 Each bid offered commission payments, which would be based on a percentage of sales, and sponsorship

payments, which would support DOE athletic and physical fitness activities.
3 The beverage companies provided preliminary offers at various stages of the process prior to the call for

their best and final offers.

As also shown in Table I, we determined that Octagon miscalculated three of the bids
received, including the bids from beverage companies C and F, and the bid from Snapple.
Snapple offered an annual guaranteed commission of $3.6 million for the second through the
fifth years, but no guaranteed commission for the first year, for an average of $2.88 million per
year over the five years.  Octagon misinterpreted the bid as offering an annual guaranteed
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commission of $3.6 million for each of the five years.  For beverage company C, Octagon, in its
comparison of the BAFO bids received, used an earlier company bid rather than the company’s
best and final offer.  For beverage company F, Octagon inappropriately included the $3.75
million value of the vending machines the company would install in the schools as part of the
company’s bid.

In an e-mail to DOE dated August 22, 2003, Octagon described Snapple’s best and final
offer as not being the highest.  Octagon, DOE, New York City Marketing Development
Corporation, and Law Department officials met on August 25, 2003, to discuss the received bids.
On August 26, Octagon and MDC officials informed DOE that they recommended that Snapple
be selected for the schools vending opportunity.  Later that day, DOE informed Octagon that
DOE concurred with these recommendations. On August 27, 2003, Octagon and MDC officials
traveled to Snapple headquarters in White Plains, New York, to meet with Snapple officials.
During this meeting, Octagon encouraged Snapple to improve its bid, presumably to exceed the
bids provided by its competitors, and informed Snapple that it had been selected for the school
vending opportunity.  Octagon, MDC, and Snapple officials told us that after Octagon discussed
the schools deal, the MDC official outlined a possible Citywide vending deal to Snapple that
would be based on the schools deal.

As shown in Table II, Snapple’s bid for the school vending opportunity rose from $29.4
million on August 21, 2003, to $40.2 million by the time post-BAFO negotiations were
completed sometime between August 27, 2003, and September 9, 2003.  Only Snapple was given
the chance to engage in post-BAFO negotiations.  The DOE RFP manual states that DOE
“reserves the right to . . . re-open negotiations after the BAFO procedure, if it is in the [DOE’s]
best interest to do so.”  The manual explains that such negotiations should be held with those
whose proposals “fall within a competitive range,” or with the vendor who submitted “the
overall best proposal or alternate.”  However, in this case, DOE engaged in post-BAFO
negotiations with only one company, and this company had submitted one of the lowest offers.
In addition, according to a senior MDC official, only Snapple was given the opportunity to also
consider a Citywide deal.
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Table II
Change in Snapple’s Proposal

Best and Final
Offer as

Determined by
Comptroller’s

Office

Best and Final Offer
as Determined by

Octagon

Terms of Interim
Agreement

Proposal Dates August 21, 2003 August 21, 2003 September 9, 2003

Annual Guaranteed
Sponsorship $ 3.0 Million $ 3.0 Million $ 3.0 Million

Annual Guaranteed
Minimum Commission

Year 1 - $ 3.6 Million $ 4.5 Million
Year 2 $ 3.6 Million $ 3.6 Million $ 4.5 Million
Year 3 $ 3.6 Million $ 3.6 Million $ 5.4 Million
Year 4 $ 3.6 Million $ 3.6 Million $ 5.4 Million
Year 5 $ 3.6 Million $ 3.6 Million $ 5.4 Million

Average Annual Guaranteed
Minimum Commission $ 2.88 Million $ 3.6 Million $ 5.04 Million

Total Annual
Guarantees $ 5.88 Million  $ 6.6 Million $ 8.04 Million

5-Year Guaranteed
Sponsorship $ 15.0 Million $ 15.0 Million $ 15.0 Million

5-Year Guaranteed
Minimum Commission $ 14.4 Million $ 18.0 Million $ 25.2 Million

Total 5-Year
Guarantees $ 29.4 Million $ 33.0 Million $ 40.2 Million

Even though the new $40.2 million offer beat all of the August 21st bids from individual
companies, three possible combinations of juice only and water only bids placed by different
companies, as shown in Table I above, would have led to total offers ranging from $41.7 to
$50.5 million.

In terms of the number of vending machines that the companies would install in the
schools, only one company, as previously noted, understood that the 2,500 to 3,000 range
provided in the RFP represented the maximum amount that the schools could accommodate.
Snapple thought this was the minimum amount.  Consequently, other than Snapple, only the one
company that understood the significance of this range met this standard.  In addition, one of the
possible combinations of two companies’ bids (one for water only, the other for juice only)
called for a total of 3,000 machines in the schools. DOE’s position that it was appropriate to
conceal the significance of this range to facilitate the evaluation of the received bids defies logic.
DOE would have been better served by clearly explaining to the beverage companies any limits
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on the number of vending machines that could be installed in the schools.  The companies would
have adjusted their bids accordingly.  Rejecting bids for failing to meet a standard that the
bidders were not aware of, and very possibly would have been able to meet, only served to
further limit competition for this opportunity.

No Contract in Place for over Six Months

Even though Snapple had been installing vending machines in the schools since
September 2003, there was still no contract between DOE and Snapple until February 19, 2004.
Neither the interim agreement signed on September 9, 2003, nor the February 19, 2004 contract
has been sent to the Comptroller’s Office for registration.  The interim agreement itself left many
questions unanswered.  For example, the means by which Snapple would provide and service the
vending machines was not addressed.  Snapple chose to provide its own vending machines,
rather than use local vending machine operators.4  In addition, DOE’s concern that the number of
machines that can be installed through this opportunity not exceed 3,000 is not stipulated in the
interim agreement.  As noted above, Snapple informed us that it considered the 2,500-3,000
range noted in the RFP to represent a minimum, not a maximum number of machines. Also
unexplained is the means for tracking and auditing beverage sales—the basis for Snapple’s
concession and sponsorship payments to DOE.

In addition, the cost of providing electricity or additional electric lines to service the
machines is not addressed in the interim agreement.  A recent vending machine and sponsorship
RFP issued by the New York City Health and Hospitals Corporation (HHC) stipulated that “the
chosen vendor shall pay to the Corporation a flat rate of $25.00 a month for each vending
machine . . . to cover the Corporation’s electric cost.”  If Snapple paid this amount for the
minimum of 2,500 machines mentioned in the interim agreement, Snapple would need to pay an
additional $750,000 per year to DOE.  The interim agreement also contained no information
about when principals could expect to receive money for their extra-curricular activities to
replace the funds that were lost when existing relationships with local vending machine
companies were terminated.  Further, the prices that Snapple could charge for beverages after the
2003-2004 school year were not specified.

When DOE provided its written response to our draft report on February 24, 2004, it also
provided us with a copy of its February 19, 2004 contract with Snapple.  We discuss this contract
in the “Discussion of DOE Response” section presented at the end of this report.

* * *

In light of all these concerns, we conclude that the fundamentally flawed DOE vendor
selection process was neither fair nor reasonable, and did not ensure that the New York City
schools received the best offer for the school vending opportunity.  A better process could have
led to additional and higher bids.  A more careful review of the bids that were received could
have led to a more lucrative deal for DOE and its schools.  A process that is perceived to be fair
would enhance public faith in the results and would very likely increase participation in future
                                                

4 This adversely affected many local vending machine companies, several of which had longstanding
relationships with a number of schools.
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RFPs for similar ventures. Therefore, considering the substantially deficient vendor selection
process for this opportunity, DOE should discontinue its contract negotiations with Snapple and
conduct a new process that complies with the RFP manual and ensures a fair and reasonable
result.

Recommendations

1. The Department of Education should not pursue a school vending machine contract
with Snapple in connection with the completed vendor selection process.  Rather,
DOE should conduct a new process for this opportunity that complies with the RFP
manual and ensures a fair and reasonable result.

DOE Response: “We decline to follow the recommendation that the Department should
not pursue a school vending machine contract with Snapple.  The process used to solicit
offers for a marketing partnership with a beverage company was a fair and open process
designed to obtain competitive proposals and resulted in a fair and reasonable
agreement.”

Auditors’ Comments: The fundamentally flawed selection process that DOE allowed
Octagon to follow was neither fair nor open.  There were minimal solicitation efforts, an
inadequate request for proposals package, and a defective bid evaluation and selection
process.  Since we made this recommendation in the draft report, DOE has signed a
contract with Snapple.  We believe that DOE should cancel its school vending machine
contract with Snapple and conduct a new process for this opportunity that complies with
the RFP manual and ensures a fair and reasonable result.
.
2. The Department of Education should ensure that any concession and sponsorship

opportunities be handled through a well-structured request for proposals process in
which there is: extensive public notification of potential bidders; an RFP package
presenting detailed specifications and clear standards for evaluating the proposals; a
pre-proposal conference to ensure that all bidders receive consistent information
about the opportunity; and a written assessment of the competing proposals based on
the evaluation standards identified in the RFP.

DOE Response: “We decline to follow the recommendation that any concession and
sponsorship opportunities be handled through a request for proposal process.  Because
this was not a purchase agreement, Octagon was not obligated to follow the RFP
procedures outlined in the Department’s Standard Operating Procedures Manual.  The
RFP by which Octagon was retained did not require it to use such a process.  The process
to select Snapple was fair and reasonable.  The agreement with Snapple creates
unprecedented incremental revenue to the Department.  We also disagree with this
recommendation to the extent it seeks to mandate a strict, formulaic process to enter into
concession and sponsorship opportunities.  The Department will continue to assure that
any process for entry into such opportunities is an open and fair process and achieves fair
and reasonable compensation for the Department.”
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Auditors’ Comments: Even though Octagon was not obligated to follow a formal RFP
process, DOE should have established a procedure for its marketing agent to follow to
ensure that the public interest was protected.  Without any guidelines, Octagon, a private
sector marketing agent, was given wide latitude to create its own process.  This is a
concern because, in awarding business opportunities, the public sector environment
requires a heightened commitment to both the reality and perception of fairness that the
private sector typically does not demand.   In addition, a well-structured process could
have led to more and better bids, and a more lucrative deal for DOE and its schools.

RFP Process for Selecting Marketing Agent
Was Generally Adequate, But Became Questionable
When Ownership of the Significant Party of the
Selected Vendor Changed Prior to Interim Authorization

DOE’s process for choosing the marketing agent to implement the vendor selection
process for the school vending machine opportunity was generally adequate from the
announcement of the marketing RFP through to the selection of an agent, but became
questionable in that the ownership of the significant party of the selected marketing agent
changed before it was authorized to work for DOE.  DOE failed to require the new owner either
to revise the selected agent’s proposal or to make an oral presentation explaining how the new
organization would meet its responsibilities.

In 2001, the Department of Education (then known as the Board of Education) issued a
request for proposals seeking a vendor that would serve as its marketing agent for the schools.
The process for selecting the marketing agent generally complied with the RFP manual.  DOE
prepared a standard RFP and advertised the opportunity in several newspapers, such as the City
Record, the New York Times, and the Wall Street Journal. DOE also solicited bids from 274
vendors.  In addition, DOE conducted a pre-proposal conference and then distributed a letter
providing answers to questions asked at the conference.  Further, a DOE committee evaluated the
proposals and prepared a written justification of its selection.

DOE received three bids as of the required submission date of December 15, 2001.  DOE
officials have told us that one of the bids was quickly rejected because it was clearly not
responsive to the RFP. Although the DOE RFP manual indicates that bid evaluation
documentation should be kept for six years from the date of the contract award, DOE was unable
to provide us with copies of this bid or of DOE’s evaluation of it.  The two responsive vendors—
Growth Through Sports Marketing (GTS) and the Public Enterprise Group (PEG)—subsequently
made presentations to a DOE selection committee in January 2002.  The committee selected
GTS for the marketing opportunity, concluding that its proposal had a more expansive view of
the schools’ marketing potential.

DOE officials informed us that the marketing opportunity was put on hold for much of
calendar year 2002 for a number of reasons.  These reasons included the fact that during this
period, State legislation transformed the Board of Education into the Department of Education
over which the Mayor was given greatly enhanced authority; the Mayor appointed a new Schools
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Chancellor; and DOE moved its headquarters offices from 110 Livingston Street in Brooklyn to
52 Chambers Street in Manhattan.  On January 29, 2003, the marketing opportunity was
rejuvenated when the Chancellor approved a request for authorization for DOE to “enter into a
systemwide agreement with Growth Through Sports Marketing, LLC, for alternative revenue
generation from corporate sponsorship [of] public school athletic league events.”

However, by January 2003, GTS was no longer in business.  DOE officials informed us
that GTS had been a joint venture of Bober Associates, Edelman (a public relations firm), and
Newtek Capital (a venture capital firm) that was established to respond to the DOE RFP.  In July
2002, Bober Associates, the significant party of GTS, was purchased by Octagon, a sports and
event marketing company owned by the Interpublic Group, a large international advertising and
marketing communications business. Despite this change of ownership, DOE did not reopen the
RFP, require a revised proposal from Octagon, or prepare any written justification for
negotiating an agreement with Octagon.  On June 23, 2003, DOE signed an interim authorization
for Octagon to serve as its agent for “a vending machine marketing and administration program.”

At the February 4, 2004 exit conference, DOE provided us with the contract it signed
with Octagon on January 29, 2004.  Prior to the signing of this contract, Octagon had served as
the DOE marketing agent for over seven months without a detailed written agreement. We are
concerned that DOE has not submitted either the June 23, 2003 interim authorization or the
January 29, 2004 contract to the Comptroller’s Office for registration.

DOE officials told us that they did not conduct a background check or a review of
Octagon on the City vendor database, Vendex, before the contract was signed. Although this is
consistent with the provisions of the RFP manual, we believe that such reviews should have been
performed before DOE sent the interim authorization letter to Octagon on June 23, 2003,
especially since Octagon officially began to work for DOE upon receipt of this letter.

Recommendations

3. DOE should either reopen an RFP process or, at the very least, require a revised
proposal before entering into an agreement with a company that has experienced a
change of ownership after being selected through an RFP process.  DOE should also
prepare a written justification for entering into an agreement with such a company.

DOE Response: “We disagree with the recommendation that the Department should
reopen the RFP process that resulted in the selection of a marketing agent.  Our initial
decision to use Growth Through Sports was based on the human capital value provided
by its principal, David Bober, which subsequently was purchased by Octagon.  Since the
essence of the proposal did not change with the transfer of ownership no revisions were
legally necessary.  The Department received verification of the purchase of Bober
Associates, Inc. by Octagon prior to execution of the contract with Octagon.  We also
disagree with this recommendation insofar as the Comptroller recommends that this RFP
process should have been reopened or the Department should have required a new
proposal where there was a change in ownership.  We decline at this time to address the
hypothetical situation of a future RFP where there is a change in ownership.  The
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decision of whether an RFP should be reopened depends on the particular facts
presented.”

Auditors’ Comments: At the very least, DOE should have required Octagon to submit a
revised proposal before entering into an agreement with it. DOE should have required
that Octagon, in the revised proposal, explain its organization and its plans to manage its
DOE marketing efforts.  In addition, when DOE states that it received a verification of
the purchase of Bober Associates’ assets by Octagon prior to the execution of the
contract, we believe that DOE is missing an important point.  The fact that Bober
Associates was acquired by Octagon does not, in and of itself, give Octagon any legal
rights in relation to the property interests of GTS, which, after all, was DOE’s selected
vendor.

4. DOE should maintain copies of all the bids that it receives and of its evaluations of
these bids for at least six years from the date of the contract award.

DOE Response: “We agree with the recommendation that for any formal bid or RFP
processes the DOE should – and in fact has and will continue to – retain copies for
appropriate time periods.”

Auditors’ Comments: DOE’s response would make it appear that it retained copies of all
of the bids submitted in response to the marketing RFP.  However, DOE did not provide
us with a copy of one of the three bids it received.  We can only conclude that DOE failed
to maintain a copy of this bid as required.

5. DOE should complete a background check and a Vendex review prior to signing an
agreement or a contract.

DOE Response: “We agree with the recommendation that DOE should – and in fact has
and will continue to – perform background checks and Vendex reviews when appropriate
for its contracts.”

Auditors’ Comments: DOE’s response would make it appear that it performed a Vendex
review before DOE sent the interim authorization letter to Octagon on June 23, 2003.
However, DOE officials told us during the audit that they did not conduct a Vendex
review of Octagon before the contract was signed.

6. DOE should forward the Octagon contract to the Comptroller’s Office for
registration.

DOE Response: “We disagree with the recommendation that DOE should forward the
Octagon contract to the Comptroller for registration, because the Department is not
obligated to submit such contracts for registration.”

Auditors’ Comments: Since DOE acknowledges that the selection of Octagon resulted
from a formal RFP process, DOE should have followed its own RFP manual, which
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states that “all contracts, regardless of their value, must be sent to and be approved by the
City’s Corporation Counsel and Comptroller’s Office.”  In addition, while State law has
pre-empted New York City procurement rules, State law does not address the issue of
registration.  It would be sound public policy for DOE contracts to be submitted for
registration.  The submission of contracts to the Comptroller’s Office helps, among other
things, to ensure that contractor integrity is properly reviewed.

Octagon Stands to Realize Exorbitant Compensation
for Its Marketing Services to DOE

Octagon stands to realize exorbitant compensation for its services as the DOE marketing
agent for the school vending machine and sponsorship opportunity.

The Chancellor’s January 2003 approval of the request for authorization for DOE to enter
into a systemwide marketing agreement indicated that the marketing agent would receive 25 to
35 percent of the revenue generated by its marketing efforts for DOE; the commission
percentage would increase as DOE’s revenue increased.  The Chancellor’s approval of the
request for authorization appears to be based on the marketing agent’s March 27, 2002 financial
proposal, which is presented in Table III below.

Table III
Marketing Agent’s Financial Proposal

DOE Revenue Amount % of Revenue to DOE % of Revenue to Marketing Agent

$0 - $10,000,000 75% 25%

$10,000,001 - $20,000,000 72% 28%

$20,000,001 - $50,000,000 69% 31%

$50,000,001 – Above 65% 35%

In contrast, the Public Enterprise Group, in its bid, offered to receive only 15 percent of
the revenue it generated.  PEG informed us that it believes that a marketing agent that receives a
higher commission percentage at higher revenue levels would be receiving excessive profits.  A
senior MDC official stated that such an arrangement would be unusual and inconsistent with
customary market practices.

In 2002, PEG served as the marketing agent for an $18.4 million, 10-year soft drink and
snack vending contract between the New York City Health and Hospitals Corporation and
PepsiCo.  PEG informed us that for the HHC contract, it scouted every significant HHC facility
to identify vending opportunities, prepared a report of its findings, developed a detailed request
for proposals, conducted a pre-proposal conference to answer the questions of potential bidders,
and provided guided tours of HHC facilities for potential bidders.



Office of the New York City Comptroller William C. Thompson, Jr.22

As indicated above, Octagon’s work on the DOE vending agreement did not involve any
of these steps.  The work done by Octagon could readily have been accomplished by DOE’s
Office of Contract Management at a substantially reduced cost. Octagon engaged in minimal
solicitation efforts, conducted minimal research on the opportunity (the survey report on the
vending machines that were already in the schools was prepared by DOE and not by Octagon),
prepared a very general document on the opportunity for potential bidders that included
marketing opportunities that appear to be contrary to State education policy, and did not conduct
a pre-proposal conference.

DOE officials told us that Octagon will also be involved in monitoring Snapple’s
implementation of the school vending program.  However, when we asked DOE and Octagon in
December 2003 for the names of the schools in which Snapple had installed vending machines
and the number of machines installed in each of these schools, we were told that they did not
have such a list and suggested that we ask Snapple for it.  When we asked Octagon how it
planned to track and audit the sale of Snapple beverages in the schools, it indicated that it would
review monthly revenue reports from Snapple for anomalies.  Currently, only Snapple has access
to counters in the machines that indicate the number of beverages sold.  Without DOE having
access to these counters, it will not be able to ensure the accuracy of Snapple’s sales information
upon which DOE’s share of the revenue will be based.

DOE clearly failed to monitor Octagon’s implementation of the request for proposal
process.  DOE allowed gross shortcomings in the process and now appears prepared to provide
exorbitant compensation to Octagon.  Based on the marketing agent’s March 27, 2002 financial
proposal (see Table III above), Octagon was slated to receive at least $11.6 million for its
minimal work, as shown in Table IV below.

Table IV
Marketing Agent’s Compensation

DOE
Revenue

Octagon’s
Commission Rate

Amount To Be Received
By Octagon

First $10 million 25% $2.5 million
Second $10 million 28% $2.8 million
Additional $20.2 million 31% $6.3 million
Total $11.6 million

In a troubling development, DOE’s January 29, 2004 contract with Octagon actually
increased Octagon’s compensation to about $15.3 million. This amount is based on
compensation provisions in the contract that provides Octagon with 15 percent of gross sales,
rather than a percentage of DOE revenue, and 18 percent of DOE’s sponsorship income.  The
five-year guaranteed commission payment of $25.2 million to DOE (as shown in Table II above)
was based on a commission rate of 30 percent of gross sales.5  But now, by DOE giving Octagon

                                                
5 Snapple agreed to provide DOE with 30 percent of a minimum of $84 million (for a commission payment

of $25.2 million) based on anticipated sales over five years of at least 84 million beverage units at $1 per unit.  The
$25.2 million commission payment is a guaranteed minimum payment that will not be affected by the number of
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15 percent of gross sales, DOE’s actual commission rate is reduced by half, from 30 percent to
15 percent of gross sales.  DOE has therefore agreed to provide up to half of its $25.2 million in
guaranteed commission income (or $12.6 million) to Octagon.  By DOE giving 18 percent of its
five-year guaranteed sponsorship income of $15 million to Octagon (as shown in Table II
above), DOE has agreed to provide an additional $2.7 million to Octagon.  Without this
staggering total expense of about $15.3 million, DOE would have been able to provide either
more funds to the schools or lower-cost beverages to the students.

Raising further concerns about payments to Octagon, City and MDC officials have stated
that Octagon will be provided additional compensation relative to the Citywide deal.  This
additional compensation appears to be unwarranted, as Octagon, according to a senior MDC
official, had an extremely limited role in the Citywide deal.  Octagon claims that it provided
MDC with some advice on how the Citywide deal could be structured. However, MDC did not
either formally or informally procure Octagon’s services.  City officials argue that Octagon is
entitled to some compensation for the Citywide deal because it structured the school vending
opportunity upon which the Citywide deal was, to some extent, based.  We disagree.  In
structuring the school vending deal, Octagon was acting as an agent for, and providing a service
to, DOE.  The structure of the school vending opportunity was thus owned by DOE and therefore
available for other City use without compensation to Octagon.

An additional concern here is that Octagon provides marketing services to Cadbury,
which is owned by Snapple’s parent company, Cadbury Schweppes.  Cadbury Schweppes clearly
benefits from the DOE and Citywide vending opportunities through its ownership of Snapple and
through the opportunity to sell Cadbury Schweppes products, such as RC Cola and Diet Rite
Cola, in the minimum of 500 vending machines that will be placed in teacher lounges. DOE’s
written agreement with Snapple, signed on September 9, 2003, states that the vending machines
in the teacher lounges “can carry any products of Snapple or its Affiliates.”  This expanded
opportunity to sell Cadbury Schweppes products could help enhance Octagon’s business
relationship with Cadbury.  In light of this potential conflict of interest, DOE should have strictly
limited Octagon’s role on marketing the vending opportunity and even more closely monitored
the marketing services that Octagon provided.

Recommendations

7. The Department of Education should restructure and greatly reduce Octagon’s
compensation for its marketing and administration work on the school vending
machine opportunity.

DOE Response: “The recommendation that the Octagon compensation should be
restructured and reduced has already been implemented in that the final Octagon contract
provides a vastly reduced commission to Octagon.  Octagon’s compensation is fair and
reasonable for the work performed.  Octagon performed extensive services in connection
with the process to obtain a marketing partner, and is obligated to perform extensive
contract administration services under its agreement with the Department.”

                                                                                                                                                            
units Snapple actually sells.  However, if Snapple sells more units, Snapple’s commission payment to DOE would
exceed the minimum payment of $25.2 million by an amount equal to 30 percent of Snapple’s additional sales.
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Auditors’ Comments: While Octagon’s compensation was restructured between the
January 29, 2003 request for authorization and the January 29, 2004 contract, Octagon
still stands to gain exorbitant compensation for its services.  If the contract is not
amended to clarify that Octagon will receive 15 percent of DOE’s commission revenue
rather than 15 percent of gross sales, Octagon stands to realize about $15.3 million.  DOE
claims that the contract will be so amended (see page 14 of the addendum).  Even if the
contract is amended as DOE claims, Octagon will still be in a position to realize at least
$7.6 million for its services.  This is still excessive considering Octagon’s minimal work
on the DOE vending opportunity.  Therefore, we strongly urge DOE to re-examine and
further reduce Octagon’s compensation for its work on the school vending machine
opportunity.  In addition, this compensation issue could have been avoided had an
adequate contract been negotiated and executed prior to the commencement of work on
June 23, 2003.

8. The Department of Education should not award any new marketing assignments to
Octagon in relation to the 2001 marketing RFP.

DOE Response: “As to whether new marketing assignments should be made to Octagon,
should the Department consider seeking additional marketing partners, it will evaluate
whether to continue to use Octagon’s services for this purpose.  Each marketing
partnership has and always will be assigned in a fair and reasonable fashion.”

Auditors’ Comments: Because the vendor selection process that Octagon followed was
fundamentally flawed, and because the compensation rate for Octagon is exorbitant, we
maintain that DOE should not award any new marketing assignments to Octagon in
relation to the 2001 RFP.

9. Before hiring a marketing agent for similar work in the future, DOE should seriously
consider the benefits of implementing the concession and sponsorship RFP process
itself or of seeking the assistance of other City agencies.

DOE Response: “With respect to the recommendation that DOE should consider seeking
the assistance of other City agencies before hiring a marketing agent for similar work in
the future, the Department always performs a “make or buy” analysis prior to proceeding
with partnerships.”

Auditors’ Comments: DOE’s response would make it appear that it prepared a “make or
buy” analysis that concluded that an outside vendor was needed to handle the marketing
of the vending machine and sponsorship opportunity.  However, DOE did not provide us
with a copy of such an analysis.

10. Whenever a marketing agent working for DOE has a potential conflict of interest,
DOE should strictly limit the marketing agent’s role and even more closely monitor
the marketing agent’s services.
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DOE Response: “With respect to the recommendation that DOE should limit a marketing
agent’s role when there is a potential conflict of interest, there were no conflicts of
interest associated with this process.  In the event that a conflict is presented in the future,
the Department will ensure that appropriate oversight is given.”

Auditors’ Comments: As stated in the report, a potential conflict of interest did exist with
Octagon because it serves as Cadbury’s marketing agent and Cadbury is owned by
Snapple’s parent company, Cadbury Schweppes.  Moreover, the September 9, 2003
agreement between DOE and Snapple allows Cadbury Schweppes the opportunity to
place any of its beverage products in the faculty lounges.  Therefore, in light of this
potential conflict of interest, DOE should have more strictly limited Octagon’s role on
marketing the vending opportunity and more closely monitored Octagon’s services.

Discussion of DOE Response

In its response, DOE challenged many of the audit's findings and recommendations.
Unfortunately, in addition to presenting some legitimate differences of opinion concerning our
conclusions, DOE chose to include in its response numerous falsehoods, misrepresentations,
obfuscations, and contradictions about our findings.  We address the full scope of the DOE
response below.  Our discussion first reviews DOE’s general observations on the report and then
addresses its specific comments on our findings.

DOE’s General Observations on this Report

In its general observations on this report, DOE claims that “as a legal and auditing matter
the audit report is wrong in assuming that the Department and Octagon, Inc. were required to use
a formal Request for Proposal procurement process.” DOE further states that “this misconception
permeates the entire draft and thus leads to manifestly inaccurate conclusions.”  DOE attaches a
February 23, 2004 letter from the City Law Department that DOE claims “explain(s) that the
competitive selection process followed by [DOE] was lawful in all respects and that the laws and
rules applicable to public procurements relied upon by [the Comptroller’s Office] throughout the
audit are inapplicable to the selection of a beverage licensee by [DOE].”  In addition, the
Department stated that “the report’s incorrect analysis was perhaps preordained by your office’s
public announcement in October 2003, prior to the commencement of the audit, that the deal
with Snapple failed to follow procedural requirements and should be cancelled.  This biased, pre-
determined approach to an audit is itself inconsistent with the unbiased approach that the
Comptroller is expected to employ by GAGAS audit principles.”  The DOE response also states
that “the audit report fails to recognize that as a result of the extraordinary beneficial
arrangement entered into with Snapple, the Department, operating under severe time restraints,
not only was able to remove non-nutritious beverages from the New York City public schools,
but will receive over $40 million of revenue.”

DOE’s and the Law Department’s responses represent a misreading of our draft report
and an unwillingness to seriously address the audit issues the report raises.  Stressing their
position that there was no statutory mandate to follow a formal request for proposal process in
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selecting a beverage company for the school vending machine opportunity, DOE and the Law
Department do not address the audit issues that DOE failed to establish a vendor selection
process for its marketing agent to follow or to adequately monitor the marketing agent’s efforts.

Our draft report never stated that there was a statutory mandate to follow a formal RFP
process. Our draft report stated that DOE did not need to follow the City’s PPB or FCRC rules
and that New York State Education Law authorized the Chancellor to establish DOE’s contract
rules.  It quoted a State Comptroller’s decision on the placement of privately owned vending
machines on school property as stating that “the granting of a license or concession is not subject
to the competitive bidding requirements of General Municipal Law.” The draft report further
quoted the State Comptroller’s decision as stating that, despite the inapplicability of the
competitive bidding requirements of General Municipal Law, “competition should be solicited
by proposals or quotations prior to the granting of licenses or concessions.”  We also quoted a
Law Department letter to the Comptroller that referred to the State Comptroller’s decision about
the need for school districts to follow a request for proposals process to select a vending machine
operator.  In addition, the primary thrust of the draft report was that DOE should have provided
written guidance to its private marketing agent on how to implement the vendor selection process
to ensure a fair and reasonable result.  Ignoring this context, DOE and the Law Department
emphasized part of one sentence in the draft report, which read “the City Law Department
acknowledged that school districts must follow a request for proposal process” and which has
been changed in the final report to read “the City Law Department stated that legal opinions from
the State Comptroller and State Education Commissioner advised that school districts follow a
request for proposal process.”  They deliberately misinterpreted and exaggerated the significance
of this one statement in order to place themselves in a position to forcefully and at great length
argue against a stance that the audit report never took.  More significantly, DOE continues to
ignore two fundamental points.

First, DOE ignores that the Law Department, in its February 23, 2004 letter attached to
the DOE response, restates what it wrote in a November 13, 2003 letter to the New York City
Comptroller and DOE that the State Comptroller and the State Education Commissioner have
advised in legal opinions “that school districts follow a request for proposal process to select a
vending machine operator (emphasis added).”  This is consistent with an earlier (October 14,
2003) Law Department letter on this matter to the New York City Comptroller and DOE.  In that
correspondence, the Law Department states that “in the absence of a formal mandated process,
the courts recognize that public bodies such as the DOE have the legal responsibility to employ a
procedure calculated to result in an arrangement that protects the public interest (emphasis
added).”  As discussed in the report, the selection process followed by Octagon on behalf of
DOE did not meet this standard.

Second, DOE ignores the basic point of the audit that by not providing Octagon with any
written standards whatsoever to guide the selection process, it was allowing a private marketing
agent to establish its own process that might not be consistent with the public interest.  As we
state in the report, in awarding business opportunities, the public sector environment requires a
heightened commitment to both the reality and perception of fairness that the private sector
typically does not demand.  In this case, while the sponsorship and concession income that
DOE’s agreement with Snapple will obtain for the schools is commendable, the fundamentally
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flawed selection process that DOE allowed Octagon to follow failed to guarantee a process that
was fair for the beverage companies that bid on this opportunity.  Since DOE provided no
written standards or procedures to Octagon to guide the process, we evaluated the selection
process based on the guidelines presented in DOE’s own RFP manual.

We take particular exception to DOE’s baseless charge that the audit had a “biased, pre-
determined approach” that was inconsistent with GAGAS. The Bureaus of Audit of the
Comptroller’s Office have always taken exceptional measures to ensure that our audit work
complies with GAGAS.  Our ability to do so has been consistently acknowledged in the external,
independent peer reviews that have been conducted of our audit organization every three years in
accordance with GAGAS.  The Institute of Internal Auditors (IIA) conducted the most recent
review of our work in 2001.  In its report dated November 30, 2001, IIA concluded that “the
Bureaus of Audit generally conform to the Government Auditing Standards (1999 Version).
This means that policies and procedures and an auditing charter existed which were judged to be
in accordance with the GAGAS.”

The United States General Accounting Office has revised its government auditing
standards since 1999.  The most recent revision was issued in June 2003.  In that revision,
GAGAS § 3.03 states: “In all matters relating to the audit work, the audit organization and the
individual auditor, whether government or public, should be free both in fact and appearance
from personal, external, and organizational impairments to independence.”

We have complied with the above standard in conducting this engagement.  As disclosed
in the Scope and Methodology section of this report (Independence Disclosure), the New York
City Charter authorizes the Comptroller to “audit and investigate all matters relating to or
affecting the finances of the city, including without limitation the performance of contracts and
the receipt and expenditure of city funds.”  The New York City Charter also states, “No contract
or agreement executed pursuant to this charter or other law shall be implemented until (1) a copy
has been filed with the comptroller and (2) the comptroller has registered it.”

The Comptroller has designated the Deputy Comptroller for Policy, Audit, Accountancy
and Contracts as the executive responsible for overseeing the functions that fulfill these statutory
requirements.  These functions include the Bureaus of Audit and the Office of Contract
Administration.

The Bureaus of Audit (which include the Bureau of Management Audit and the Bureau of
Financial Audit) are responsible for conducting audits in accordance with Chapter 5, § 93, of the
New York City Charter and the generally accepted government auditing standards issued by the
United States General Accounting Office.  The Bureaus of Audit, which together serve as a
separate and distinct component of the Comptroller’s Office, have developed their own internal
Audit Policy and Instruction Manual to ensure that all audits are conducted in accordance with
GAGAS.  The manual (which was recently revised in accordance with revisions to GAGAS)
requires that each auditor annually recertify their awareness of and compliance with GAGAS
independence requirements.  This certification is intended to inform and remind our audit
personnel of the extreme importance of both the fact and appearance of professional
independence and the steps to be taken should a potential impairment become apparent.
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The Office of Contract Administration, a separate unit of the Comptroller’s Office that is
independent of the Bureaus of Audit, is responsible for reviewing all contracts, contract
amendments, leases, and concessions between City agencies and vendors to determine whether
the agreement should be registered. The Comptroller publicly recommended that the Department
of Education cancel the Snapple agreement on October 30, 2003 (prior to the initiation of this
audit).  The Office of Contract Administration was responsible for the review leading to that
recommendation.

We wish to note that the Bureau of Management Audit (one of the two Bureaus of Audit
of the Comptroller’s Office) had no involvement whatsoever in the review of the Snapple issue
that was conducted by the Office of Contract Management.

The Bureau of Management Audit and, more specifically, the audit professionals who
conducted this engagement were not instructed by anyone in the Comptroller’s Office to include
or exclude any findings.  Members of the audit team met with responsible City, DOE, and
Octagon officials, as well as representatives of all of the beverage companies that bid on the
vending opportunity, to obtain their perspectives on the process; carefully reviewed all of the
documentation received from these officials and representatives; and followed all GAGAS
standards in conducting this audit, including those relating to staff independence, staff
qualifications, supervision, planning, audit documentation, evidence, and reporting.

DOE’s Specific Observations on this Report

DOE’s specific comments on the audit’s findings are presented and discussed below.

Department of Education Process for Awarding
An Exclusive Vending Machine Opportunity
Was Fundamentally Flawed

In response to our finding that Octagon made minimal solicitation efforts in that it only
directly contacted two beverage companies, DOE argues that Octagon also “contacted other
beverage and snack vendors, who subsequently decided not to submit offers.  Further, at least ten
vendors, including all the other major beverage companies (with the exception of Apple and
Eve) contacted Octagon within two weeks of the Department’s execution of the letter of intent
with Octagon, even before the presentation was prepared and while Octagon was in the process
of identifying companies that could satisfy the Department’s nutritional requirements.”

First, we asked Octagon to identify all of the companies that it directly contacted.
Octagon was unable to identify any companies that it contacted other than Pepsi and Coca-Cola.
In addition, while DOE asserts that all the other major beverage companies (except Apple &
Eve) contacted Octagon within two weeks after the June 23, 2003 letter of intent (known as the
interim authorization letter) to Octagon, two other beverage companies that placed bids (in
addition to Apple & Eve) informed us that they contacted Octagon between three and four weeks
after this date.  Apple & Eve contacted Octagon more than seven weeks after the June 23, 2003
interim authorization.  These delays were significant in that the entire process, from the date of
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the interim authorization letter to August 21, 2003, when the best and final offers were due, was
only two months.   

In response to our finding that Octagon had prepared an inadequate request for proposals,
DOE agrees that “some vendors apparently have stated that they were confused about certain
terms in the presentation materials.”  However, DOE goes on to state that “the audit does not
contain any evidence that reveals any source for this confusion in actions of the Department or of
Octagon.”  This is erroneous.  As we stated in the draft report, we contacted every beverage
company that placed a bid or, in the case of Coca-Cola, formally declined to submit a bid, to
determine their understanding of the number of machines that could be placed in the schools
through this opportunity.  As we discuss in the report, the beverage companies had a variety of
conflicting understandings on this matter.  As for the source of the confusion, DOE need look no
further than to its marketing agent to whom it had delegated, without a contract, the
responsibility to clearly explain the opportunity to potential bidders.

In addition, DOE contradicts itself when its states that “there was no upper limit” on the
number of machines that could be placed in the schools.  Later in its response, DOE states that
when our audit notes that “three other possible combinations of juice only and water only bids
would have resulted in higher total commissions (and presumably should have been the selected
deal),” the audit “does not consider the fact that each of these combinations would have required
3000 or more vending machines in schools to produce the projected commissions.”  This clearly
implies that there was an upper limit in the range of 3,000 machines.  Furthermore, by not clearly
explaining to the potential bidders the importance of the number of machines that the schools
could accommodate, Octagon unnecessarily complicated the bid comparison process because
beverage companies would be making financial offers relating to different numbers of machines.

DOE further states that “the Snapple partnership requires only 2500 machines to achieve
the described financial benefits.”  However, DOE’s contract with Snapple, dated February 19,
2004, and provided to us on February 24, 2004, refers to DOE making available 2,000 vending
locations in student areas and allowing the vendor to place 500 machines in teacher lounge
vending locations.  If Snapple is allowed to place more than one machine per vending location in
the student areas, Snapple will be exceeding the 2,500 machine placements discussed in the
September 2003 agreement and may even exceed the 3,000 machines that DOE implied was an
upper limit.  As we noted in the draft report, Snapple itself was confused about the number of
machines that would be allowed in the schools.  Snapple told us that they assumed that 2,500
machines was the minimum number of machines that they would be allowed to place in the
schools.

 In response to our finding that the request for proposals was poorly researched in that it
appeared to be inconsistent with New York State education policy by providing the winning
beverage company the option of making up to 231.4 million corporate identity impressions per
year on students, DOE states that “Snapple did not elect any of the more direct options, such as
placement of advertisements in student planners.  Thus, rather than speculate on hypothetical
marketing opportunities that were not selected, this audit should confine its analysis solely to the
actual offer and agreement with Snapple.”  This misses the point of the finding.  We indicated in
the draft report that Snapple rejected this option.  The point is that an additional reason that the
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request for proposals was inadequate is that it presented an option to potential bidders that
appears to be inconsistent with State education policy.

DOE quotes the relevant State Education Commissioner decision as follows: “It is also
unreasonable to find that no athletic equipment or other equipment used on school premises may
ever, under any circumstances, exhibit any private logo or corporate name.  The criteria to be
applied in examining each circumstance are the nature and degree of the commercial content; the
appropriateness of each use will turn on the specific facts presented.”  We neither stated nor
implied that the State Education Commissioner had prohibited the placement of corporate logos
or names in the schools.  In fact, the section of the decision that we quoted in the draft report
states that school boards should “carefully consider whether the commercial aspects of such
contracts are acceptable influences on their students.”  In addition, the quoted State Education
Commissioner’s reference to the nature and the degree of the commercial content being the
determining factors in examining such circumstances only reinforces our concern about the
appropriateness of offering the winning beverage company the option of making up to 231.4
million corporate identity impressions on students each year.

In response to our finding concerning the lack of a pre-proposal conference, DOE states
that “the report criticizes the process for its lack of a pre-proposal conference, although such a
conference is not even required for a Request for Proposals.  Individual meetings with the
vendors were designed to encourage competition by allowing vendors to ask questions without
the risk of disclosure to competitors.”  DOE neglects to state that our draft report notes that the
RFP manual does not require a pre-proposal conference.  However, the manual does state that a
pre-proposal conference should be held if the “size, complexity and sensitivity” of the
opportunity warrants.  We believe that the size of this opportunity and the apparent bidder
confusion over various aspects of it clearly suggest that a pre-proposal conference would have
been appropriate.  The DOE argument that a pre-proposal meeting was not held because vendors
would refrain from asking questions for fear of disclosing information to competitors
inappropriately suggests that vendors would have been unable to phrase questions about the
vending and sponsorship opportunity without revealing company secrets.

In response to our conclusion that a pre-proposal conference could have prevented the
apparent confusion among vendors as to whether the vending opportunity included teacher
lounge areas, DOE states that “the objective evidence belies this claim, since every proposal
included vending machines in teachers’ lounges.”  This statement is false. As we stated in the
draft report, even though the RFP package stated that the vending opportunity included teacher
lounge areas, three of the five beverage companies that submitted losing bids informed us that
Octagon told them to exclude the teacher lounge areas from their bids.  As a result, the three
beverage companies told us that they did not include the teacher lounge areas in their offers.  Our
review of these three beverage companies’ best and final offers showed that the guaranteed
offers made either no reference to, or excluded the placement of, vending machines in teacher
lounge areas.

In response to our finding that DOE and Octagon employed a defective bid evaluation
and selection process, DOE states that “contrary to the statement in the report that a market
analysis was not presented, Octagon possessed such market information and, in its analysis of the
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pros and cons of each of the proposals, included information about the marketability of the
various products.”  As we stated in our draft report, neither DOE nor Octagon presented us with
any market study to justify its perception that the Snapple brand had considerable appeal to
students.  They still have not provided such a study.  Octagon’s “analysis” of the marketability to
which DOE refers only consists of a presentation of the market information that the beverage
companies themselves provided to Octagon.  More fundamentally, since Snapple did not have a
100 percent fruit juice beverage or a well-known water product at the time that it placed its bid,
DOE had no assurance that students would respond more favorably to these products than to the
established and market-tested products Snapple’s competitors were offering.  DOE also states
that “had Florida Natural’s proposal been potentially the most lucrative, it would have been
imprudent for the Department not to consider whether young people drink orange juice.”  We
assume that DOE meant that it would have been imprudent not to consider whether young people
drink the Florida’s Natural orange juice and note that the Florida’s Natural proposal stated that
the company would also have been able to provide other types of fruit juices, such as apple,
grape, and kiwi strawberry juices.

In response to the evidence that we present in the report that suggests that the Citywide
opportunity influenced the results of the DOE selection process, DOE states that “the audit . . .
leaps to the conclusion that the ‘fact’ that New York City intended to enter into a partnership
with Snapple for Citywide vending was the reason for the Department’s selection of Snapple.
The audit report wrongly states that ‘the City was seriously considering linking the Department’s
vending deal to a Citywide vending opportunity.’  As has been repeatedly publicly stated,
including statements made under oath, there was no specific Citywide deal for beverages
contemplated at the time that the Department competition was created or prior to the
Department’s selection of Snapple.  Therefore, the audit report is simply wrong when it states
that the alleged ‘linking’ was an ‘important reason’ for the Department’s selection of Snapple.
The possibility that the New York City Marketing Development Corporation (MDC), on behalf
of the City, might at some point seek to enter into a Citywide agreement did not confine the
Department's evaluation of the competitors for the Department opportunity.”  DOE further states
that MDC “did not have any role in the Department’s process prior to the August 25, 2003
presentation by Octagon, and did not influence the Department to choose a company in a manner
inconsistent with the Department’s own interests. . . . The spirit of MDC’s offer was one of
helping, i.e., the assistance that MDC could provide to the Department.”

We will not repeat the evidence that we present on this issue in the report (in the section
entitled “Defective Bid Evaluation and Selection Process”).  We continue to believe this
evidence strongly suggests that the two opportunities were linked during the negotiating phase of
the process.  We will add, however, that MDC, in its written request for the Franchise and
Concession Review Committee’s approval of its Citywide concession agreement with Snapple,
stated that “after the DOE selected Snapple to be the exclusive vendor of 100% juices and
bottled water, NYC Marketing assisted the DOE in negotiating an even better agreement, one
that raised the guaranteed minimum and provided the DOE with advanced payment.”  This
statement clearly demonstrates MDC’s direct involvement in the post-selection negotiations on
the DOE deal, which, as we show in the report, began on the same day (August 27, 2003) that
MDC presented the possibility of a Citywide deal to Snapple.  Engaging in post-best-and-final-
offer negotiations in an effort to obtain a better deal is commendable.  The concern here, again, is



Office of the New York City Comptroller William C. Thompson, Jr.32

that even though Snapple made one of the lowest best and final offers, only Snapple was given
the chance to improve its offer on the DOE opportunity, and, according to a senior MDC official,
only Snapple was given the chance to bid on the Citywide opportunity.

In terms of our comparison of the financial offers of the six competing beverage
companies, DOE states that “the audit omits the first year guarantee of $3.6 million included in
the Snapple offer, making the total 5 year guarantee $33 million, as determined by Octagon,
rather than the Comptroller’s number of $29.4 million.  Although the Comptroller asserts that
there was no first year guarantee included in the Snapple offer, the first year guarantee was in
fact included in the Snapple deal, as Octagon, in its presentation to the Department, confirmed
based on communications with Snapple.” This statement plainly demonstrates the
inappropriately casual nature of the entire selection process.  Snapple’s written best and final
offer only provides an annual guaranteed commission of $3.6 million for the second through the
fifth years.  Neither DOE nor Octagon has provided us with a copy of any correspondence or e-
mail communication received from Snapple that added a guaranteed commission for the first
year.  Based on this, we can only conclude that if Snapple did communicate with Octagon after
submitting its best and final offer, it did so only through a telephone call and not through any
written communication of this significant change prior to its being selected for the DOE
opportunity.  DOE further states that “Snapple’s initial proposal, as properly analyzed by the
Department, was among the best financial offers in terms of minimum guarantees.”  This is
simply false.  Even if Snapple’s best and final offer was modified through subsequent
communication to $33 million, this offer, as can be seen in Table I above, was still less than
those of three of the other five companies.

On a related point, DOE states that “we also note that the analysis of Beverage Company
C in the report is inaccurate.  The 5 year guarantee should be $34 million.”  DOE is mistaken.  A
careful review of the offer shows that beverage company C’s five-year guarantee was
$38,194,000, as we show in Table I of this report.  DOE fails to indicate which aspect of our
analysis of this offer it questions.  Octagon itself, in the comparison of offers that it presented at
the August 25, 2003 vendor selection meeting held at DOE, erroneously indicated that beverage
company C’s five-year guarantee was $30 million.

DOE also argues that at higher sales levels, Snapple’s offer is clearly superior to all of the
other offers.  DOE states that Snapple’s offer “had superior upside potential to increase in value
as the program became more successful. . . . Snapple offered a $3 per case bonus in sponsorship
if sales exceeded one million cases. . . .  At 1 million cases, the value of the Snapple partnership
exceeds all other possible partnerships except one. At 1.5 million cases, the Snapple partnership
exceeds all other possible partnerships.”  DOE presents a table in its response (see page 9 of the
addendum) that it claims demonstrates this.  DOE does not explain how it calculated the amounts
it presents in this table.  (Please note that the beverage company letters that it uses in this table do
not correspond to the beverage company letters we use in our report.)

First of all, we believe that guaranteed commissions, sponsorships, and placement fees
are substantially more significant factors than potential income that materializes only if sales
exceed one million cases per year. As stated in the audit report, three possible combinations of
guaranteed juice only and water only bids exceeded Snapple’s September 9, 2003 guarantee of
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$40.2 million over five years.  Considering that DOE did not provide us with any market data
suggesting what the level of sales would likely be, and considering that many principals,
especially in the elementary schools, may decide not to allow any vending machines to be
installed in their schools, sales exceeding one million cases per year or reaching 1.5 million cases
per year may relate more to wishful thinking than to reality.

Secondly, we determined that at the sales level of one million cases per year, one juice
only and three combinations of juice only and water only offers beat Snapple’s final offer; that at
1.5 million cases per year, one juice only offer and one combination offer beat Snapple’s final
offer; and that at two million cases per year, one juice only offer beat Snapple’s final offer, as
shown in Table V below.

Table V
Comparison of Offers at Escalating Levels of Sales

Millions of
Cases Sold
Each Year*

Beverage
Company

Annual
Guaranteed

DOE Revenue

Additional DOE
Revenue at

Indicated Level
of Sales

Total Annual
DOE Revenue

Total 5-Year
DOE Revenue

1.0 F&B $10,109,800 $    2,100,000 $     12,209,800 $  61,049,000
1.0 F&C $  9,888,800 $    2,100,000 $     11,988,800 $  59,944,000
1.0 B $  7,859,800 $    3,751,600 $     11,611,400 $  58,057,000
1.0 F&E $  8,330,000 $    2,100,000 $     10,430,000 $  52,150,000
1.0 Snapple $  8,040,000 $    2,160,000 $     10,200,000 $  51,000,000
1.5 B $  7,859,800 $    8,502,400 $     16,362,200 $  81,811,000
1.5 F&B $10,109,800 $    5,401,200 $     15,511,000 $  77,555,000
1.5 Snapple $  8,040,000 $    7,260,000 $     15,300,000 $  76,500,000
2.0 B $  7,859,800 $  13,440,700 $     21,300,500 $106,502,500
2.0 Snapple $  8,040,000 $  12,360,000 $     20,400,000 $102,000,000

* In analyzing combination juice only and water only bids from two different beverage
companies, we assigned half of the cases sold to each company.

DOE also states that it had to “consider the clear administrative efficiencies obtained by
dealing with only one beverage manufacturer to manage vending machines in schools.  A
business judgment could be made that one beverage machine was preferable to two, particularly
where there is a possibility in the future of food vending machines in the schools as well.”  If this
was DOE’s judgment, why did Octagon tell the beverage companies that it was fine to submit a
juice only or a water only bid?  In addition, why was DOE willing to sacrifice millions of dollars
in revenue simply to make Octagon’s job of monitoring the vending machine program a little
easier?

In response to the finding presented in our February 6, 2004 draft report that although
Snapple had been installing vending machines in the schools since September 2003, there was
still no contract in place, DOE provided us with a copy of its February 19, 2004 contract with
Snapple on February 24, 2004, the date of the DOE response to the draft report.  The contract
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addresses some of the items that we noted in our draft report had not been covered by DOE’s
interim agreement with Snapple signed on September 9, 2003.  However, the contract still does
not address the additional electricity costs of the vending machines or the maximum number of
vending machines that can be placed in student areas.  In fact, the contract confuses the matter
further by committing DOE to providing a minimum of 2,000 “vending locations” in the student
areas rather than the minimum of 2,000 “vending machine placements” noted in the interim
agreement.

Of more significant concern, the February 19, 2004 contract extends the agreement for
another year without a comparable increase in the guaranteed payments that will be required of
Snapple.  The contract transforms the five-year $40.2 million agreement into a six-year $47.4
million agreement.  The $47.4 million amount is an optimistic figure that assumes that the 1,350
student accessible vending locations in place as of January 31, 2004 increased to 2,000 student
accessible vending locations as of February 29, 2004, and thereby maximized Snapple’s
guaranteed sales commission payment to DOE during the first year of the new contract.  Thus,
under the most optimistic scenario, Snapple’s average minimum payment to DOE will decrease
slightly from about $8.0 million per year to about $7.9 million per year.

RFP Process for Selecting Marketing Agent
Was Generally Adequate, But Became Questionable
When Ownership of the Significant Party of the
Selected Vendor Changed Prior to Interim Authorization

In response to our finding that the RFP process for selecting a marketing agent became
questionable when the ownership of the significant party of the selected vendor changed prior to
the interim authorization, DOE states that “the report erroneously concludes that the marketing
opportunity was simply reopened in January 2003 without any consideration of the change of
ownership.  The report concludes that the Department, instead of continuing negotiations and
entering into an agreement with Octagon, should instead have reopened the solicitation process
when Bober Associates, Inc. was acquired by Octagon.  In fact, in July 2002, the Department
was advised of the sale of Bober Associates to Octagon.  The Department received assurances
that David Bober, the key employee identified in the GTS RFP, was a key employee with
Octagon.  The critical piece to the success of the project, and the reason for selecting GTS
initially, was the expertise that David Bober could provide.  Octagon moreover replaced the
capital and non-monetary contributions previously contemplated to be provided by GTS with
even more ample resources at the Department’s disposal.  Prior to execution of the contract, the
Department received written proof of the purchase of all of the assets of Bober Associates, Inc.
by Octagon.  This is a standard contract assignment transaction routinely engaged in by City
agencies and the Department.”

DOE is once again inaccurate both in terms of the relevant facts and our discussion of
these facts in the audit report.  While DOE claims that it considered the change of ownership
issue in January 2003, the fact is that on January 29, 2003 the Chancellor approved a request for
authorization to “enter into a systemwide agreement with Growth Through Sports Marketing,
LLC [GTS]” even though GTS was no longer in business and Bober Associates, one of the three
companies comprising the GTS joint venture, had been purchased by Octagon.  In addition,
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although DOE states that the audit report concludes that DOE should have reopened the
solicitation process when Octagon purchased Bober Associates, the draft report only referred to
this as one of two appropriate responses to the change of ownership.  The report states that DOE
should have either reopened the process or required a revised proposal from the new owner.  The
report also states that DOE should have prepared a written justification for entering into an
agreement with Octagon.  In its response to the audit report, DOE provides the first written
explanation of its decision to allow Octagon to replace GTS.  On a related matter, when DOE
states that it received a written proof of purchase of Bober Associates’ assets by Octagon prior to
the execution of the contract, we believe that DOE is missing an important point.  The fact that
Bober Associates was acquired by Octagon does not, in and of itself, give Octagon any rights in
relation to the property interests of GTS, which, after all, was DOE’s selected vendor.

Octagon Stands to Realize Exorbitant Compensation
for Its Marketing Services to DOE

In response to our finding that DOE plans to provide exorbitant compensation to Octagon
for its marketing services relating to the school vending machine opportunity, DOE states that
“the Comptroller’s analysis of the commission to be paid to Octagon relies on the original
response to the RFP and a misreading of the executed contract.  The contract between the
Department of Education and Octagon, just signed, substantially reduces the commissions that
will be received by Octagon for the performance of services from the amount in the Request for
Proposals.  The Comptroller misreads the provision of the contract when it states that Octagon
will receive 15 percent of gross sales.  The contract contemplates payment to Octagon of 15
percent of the amount received by the Department, in essence, 4.5% of the Snapple sales. . . .  In
any event, to eliminate public confusion occasioned by the Comptroller’s continuing insistence
on inaccurately portraying the Octagon arrangement, the parties are amending the contract to
make this more clearly explicit.  In addition, it is notable that the Department has negotiated a
provision allowing for termination for convenience at the end of the first year of the contract.
The percentages paid thereafter are further reduced, should the Department exercise its right to
terminate the Octagon contract.”

DOE here presents a blatant falsehood.  DOE states that “the Comptroller misreads the
provision of the contract when it states that Octagon will receive 15 percent of gross sales.”
However, the contract reads as follows: Octagon “shall receive as payment for activity
undertaken pursuant to this contract a commission of (fifteen percent) 15% of the gross sales
made through vending machines placed on BOE real property as a result of this contract
(emphasis added).”  Then, in a logic that defies reason, DOE states that due to the Comptroller’s
“continuing insistence on inaccurately portraying the Octagon arrangement, the parties are
amending the contract.”  If the audit were inaccurate on this point, the contract would not need to
be amended.  If DOE does amend the contract as it claims in its response, then we estimate that
Octagon stands to realize at least $7.6 million through this contract.  If Octagon is terminated
without cause after one year, we estimate that Octagon stands to receive at least $4.7 million; and
if Octagon is terminated for cause, we estimate that it stands to receive at least $1.9 million.  As
we observe in the report, MDC will also pay Octagon through MDC’s Citywide deal with
Snapple.  A senior MDC official testified before the FCRC and told us that part of this
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compensation is an effort on the part of MDC to ease some of the financial burden of DOE’s
agreement with Octagon.

In relation to our finding that Octagon provided minimal work for this compensation,
DOE states that “the audit errs in its evaluation of the services provided by Octagon under the
contract.”  Throughout its response, DOE claims that Octagon provided valuable marketing
services to DOE on this vending opportunity.  DOE states that Octagon “brought to the process
extensive knowledge of the industry. . . . Octagon’s expertise and understanding of the market
informed its analysis of the pros and cons of each offer.”  DOE also states that “the audit
erroneously concludes that Octagon engaged in no market analysis.”

Throughout our audit report, we describe the minimal work performed by Octagon in
relation to its potential compensation.  We stand by that assessment.  The draft report did not
state, as DOE alleges, that Octagon did not conduct any market analysis, only that Octagon had
not presented us with a market study.  DOE states that the market analysis that Octagon
conducted was presented in the marketing agent’s August 25, 2003 evaluation of the offers
received.  Based on this statement, we now conclude that Octagon actually did not conduct any
market analysis because the market research information provided in this evaluation only
presented market data that were included in the beverage companies’ proposals submitted to
Octagon.

In relation to our finding that Octagon’s role in monitoring the vending machine program
was not clear, DOE states that “the final contract identifies and describes the responsibilities that
rest with Octagon.”  While the January 29, 2004 contract finally sets forth these responsibilities,
our concern is that several months elapsed from the first installation of vending machines by
Snapple in September 2003 to the time that DOE delineated the program monitoring services that
it would require from Octagon.

In relation to our finding that Octagon’s business relationship with Cadbury, which is
owned by Snapple’s parent company, Cadbury Schweppes, created a potential conflict of
interest, DOE states that “there is simply no basis for the conclusion that such a potential conflict
exists.  Octagon’s work for Cadbury is done in the United Kingdom, by a separately incorporated
branch of Octagon, and focuses on confections, not beverages.  Octagon’s work for the
Department was undertaken by its New York offices by a completely separate management team
and involving a completely separate product. . . . Finally, as demonstrated above, the Department
was actively involved in the solicitation process and, ultimately, made the decision to select
Snapple, thereby avoiding the possibility that even a non-existent conflict of interest would affect
the final decision.”  We continue to believe that the possible enhancement of Octagon’s business
relationship with Cadbury, through the expanded opportunity to sell Cadbury Schweppes
products in the schools as a result of the Snapple deal, created a situation in which DOE should
have been much more closely involved in monitoring Octagon’s work.  Our audit report
demonstrates the very limited level of such monitoring by DOE.














































