
How Audit
Can Contra
of Hospital

Learn through others’ mistakes,
through your own. Hospitals
prevent and detect overcharges
occur in the construction process.

BY JAMES KELLY, CIA, MBA

T
oday’s healthcare industry is
growing at an explosive rate.
Health systems and individual
hospitals are spending hundreds

of millions of dollars to upgrade and ex-
pand current facilities, build new hospitals,
and create outpatient surgery centers and
specialized clinics. Hospital administrators
try to eliminate financial risks and reduce
their financial exposure. They believe con-
struction risks are covered by having man-
agement structures and procedures overlap
all possible risks. Unfortunately, because
construction has so many variable risks, it
is nearly impossible to cover all of the risks.
Financial risks can be greatly reduced. But
even in a well-controlled environment,
risks are not entirely eliminated. Construc-
tion is meant to be an investment resulting
in increased profits, however, profits are
reduced due to overcharges amassed dur-
ing construction.

Overcharges during the construction
process can average one to five percent for
guaranteed maximum price (GMP)

contracts and can run as high as 10 percent
when there is “self-performed work.”
Overcharges are primarily due to several
factors, including:
l The owner’s excessive reliance on the

“preventive nature” of the
construction contract,

l A lack of construction management
experience,

l Over trusting the construction
manager/general contractor,

l Confusion between parties concerning
contract management,

l False security because the
construction manager and architect
review all costs/invoices,

l Believing normal payable audit
procedures by internal auditors or
public accountants will identify most
overcharges.

Some overcharges can be prevented.
However, sizeable  overcharges that are not
apparent on invoices can be documented
and recovered. Recoverable overcharges
can total hundreds of thousands of dollars,

even at the end of multiple reviews by
internal and external construction
personnel. Recovery of those overcharges
usually comes from retainage and unpaid
invoices. Recovery is determined after
negotiations between the hospital, their
auditors, and the contractors.

Overcharge Examples
Although some types of construction are
prone to specific types of overcharges, the
uniqueness of each individual project may
result in a myriad of different overcharges.
The following are some examples of the
types of overcharges and recovery amounts
for a variety of project types.

Engineering and Architect Overcharges
It is important to understand the job
functions of construction managers,
engineers, architects, and other
construction personnel. On one project, the
architect’s contracts exhibit detailed the
functions and work duties of the project
manager which included project accounting
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functions. These project manager functions
were billed as a “lump sum” fee and were
prorated over the construction project.
However, the architect charged the owner
for the project accountant as an actual cost
in another part of the contract. The result
was an overcharge of more than $150,000.

During another audit, actual time
sheets, payroll, and billing reports at the
engineer’s offices were reviewed. Charges
for CAD computer hours erroneously
included hours when the machines were left
on while the operator was at lunch, in
meetings, in training, and gone for the day.
The overcharges exceeded $25,000.
Additionally, the engineering personnel
were billed at predetermined bill rates as
per staffing positions listed in an exhibit.
The problem was the employees were billed
at a much higher position than was
warranted by their work duties on their time
sheets and their salary. The overcharge was
approximately $20,000.

Hosnital Exnansion
The expansion project, costing more than
$30 million, was managed by a construction
manager who also participated in the
construction. The construction contract was
priced on a guaranteed maximum price
basis. GMP contracts are subject to many
overcharge risks, but financial recovery is
possible because invoices to the owner are
subject to audit verification. However, the
burden of proof of “cost” is borne by the
construction manager or general contractor
(GC), not the owner or construction auditor.

This construction audit included
verifying charges for recovery and
determining how to prevent and locate
systemic and generic risks found in a
construction audit .  The risks were
somewhat higher because the CM had a
significant amount of “self-performed”
work and two of the larger subcontractors
were working on a cost plus fee basis.
Audits of craft payroll at the contractor’s
offices indicated fringe burden rates were
inadvertently misstated. Also, a few labor
rates were overstated and miscalculated.
Equipment rental rates were charged on a
per hour or per day basis, instead of weekly
or monthly. Additionally, rent was charged
for idle equipment on the construction site.
Total documented overcharges exceeded
$350,000.

Corporate Office Building
A risk evaluation for a very fast growing
high tech firm indicated the construction
contract was a very simple version of an
American Institute of Architect’s (AIA)
contract form, with minor adjustments for
the construction of a $30 mill ion
headquarters building. The contract was
cost plus fee with a stated budget. The
monthly invoices which were sampled
lacked documentation for hundreds of
thousands of dollars. The construction
manager billed on a prorated basis based
on the progress of the job, but did not
submit most of the documentation required
in the contract. One lesson learned is to
have a construction auditor review each
construction invoice for contract
compliance and overcharges prior to
payment. The organization and
construction manager were negotiating
over several million dollars.

Maior Chemical Manufacturing Plant
The contractor who performed all of the
construction used a labor factor in a
complicated formula for time off without
pay. However, the factor duplicated
hourly and daily pay when the employee
was sick or on vacation. This caused
overcharges of approximately $250,000.
Also, safety bonuses were misapplied
causing overcharges of another $250,000.
The owner negotiated the overcharges for
substantial recovery.

Cornorate Headquarters
The construction contract had an incentive
fee for savings below the GMP. The
construction manager calculated the
“savings” during the middle of the project,
instead of at the end of the project thereby
overstating “the savings fee” by $300,000.
Additionally, contingency fees and other
costs were overstated by more than
$200,000. The owner started litigation after
the completion of the audit.

Chemical Conversion Plant
All contracts and payments including those
for the architect/engineers, construction
manager, consultants, and subcontractors
were audited. Architect/engineer
overcharges exceeded $40,000 and
contractor overcharges were more than

Kelly

$950,000. The largest overcharge was
workman compensation insurance in
excess o f  $250 ,000 .  O the r  l a rge
overcharges included: duplicate payments
exceeding $150,000, excessive rental costs
and materials shipped to other projects. The
negotiation team recovered $477,000.

Mineral Conversion Plant
After substantial completion, an audit was
started to recover overpayments made to
the general contractor. The audit identified
many contractor overhead items billed to
the owner in error. Additionally, state
unemployment taxes were overcharged
$95,800 because the wrong state rates were
used. Equipment rentals were overcharged
and major equipment was charged as
straight lease cost when the equipment was
lease-purchase. In the negotiation phase,
additional documentation was requested,
and the contractor submitted a non-
requested credit invoice of more than
$15,000, which was never recorded. The
owner recovered $220,000.

Commoditv  Conversion Facility
The general contractor performed a
substantial amount of “self performed”
work using craft  labor crews. The
contractor could not support approximately
$300,000 in labor charges. The construction
contract stated that the contractor could not
mark up subcontractor charges. However,
they charged 40 percent on contract agency
engineers working on the job site and in
their offices. The overcharge was more than
$225,000.
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Contract language should include a detailed and effective
right to audit clause. It should include the right to audit all
contract documents, including, but not limited to, all
contracts and subcontracts, AIA applications and support,
supplier invoices, supplier purchase orders, payroll
registers, time sheets, payroll tax, filings, insurance policies,
change orders, drawings and blueprints, and back charges.

Preventing Overcharges
The owner should have an experienced
project manager as an employee working
on the job with a small project team. A
direct pay project manager is often more
accountable than a project manager
working for the construction manager/
general contractor. The construction
manager’s job is to get the project finished
on time, not to identify or prevent
overcharges. The internal or construction
auditor should be part of the management
team, working on an intermittent basis to
audit predetermined processes including
reviewing contracts, the bid processes, and
auditing contractor invoices or payment
applications.

The bidding process greatly affects the
cost of a project. Keep in mind that the
lowest bid is not always the best bid for
the project. Once the general contractor or
construction manager is selected, the
bidding process is not finished. If the GC
or CM wants to bid on specific bid
packages, it is important that all bidders bid
on a G M P  b a s i s .  G M P  a l l o w s
documentation to be audited, which
increases controls. Additionally, other
contractors will be less intimidated by the
GC or CM bidding on the same package.
Bid evaluations must be standardized,
monitored, and controlled by independent,
client-owner personnel exclusive of the GC
or CM when the GCKM is bidding on the
bid package. Exclusions, allowances, and
alternatives to the scope of the bid package
should be uniformly compared between
bidders.

An accounting system needs to be in
place to ensure all invoices and invoice
documents are in compliance with contract
language. Contractor invoices and schedule
of values (SOV) should be comparable on
a line-by-line basis with the original budget,
which is part of the contract documents.
Far too often, the GCKM reports their
monthly charges using cost codes, which

hinders comparability to the original budget
or schedule of values.

Hospital administration can take steps
to prevent some types of overcharges by
carefully structuring the construction
contract. AIA contracts are a starting point
to creating a good construction contract.
However, to adequately protect the owner,
the AIA contract should be modified for
complex construction costing millions of
dollars.

The speed of construction,
completeness of the architect/engineering
plans and specifications, overall project
management design, and financing usually
determines the structure of the contract and
the cost method used. For GMP and cost
plus contracts, completeness and clarity is
more important than language in a fixed
price, lump sum, or stipulated cost contract.
There are are some key elements in defining
cost and cost responsibility. Bear in mind
that laws (contracts) are made to be broken
(audited). The contract by itself will not
prevent overcharges.

Owners frequently neglect controls in
trade contracts or subcontracts. When
subcontracting on a GMP or cost plus basis
the owner should require the right to adjust
the trade contract used by the CM or GC.
The key control elements in the contract
with the CM or GC should also be worded
in the trade contract/subcontract.

Contract language should include a
detailed and effective right to audit clause.
It should include the right to audit all
contract documents, including, but not
limited to, all contracts and subcontracts,
AIA applications and support, supplier
invoices, supplier purchase orders, payroll
registers, time sheets, payroll tax, filings,
insurance policies, change orders, drawings
and blueprints, and back charges. The right
to audit clause should be applicable during
construction and for three years after the
end of construction. It should be written so

the right to audit is transferable to all
subsequent subcontractors.

Labor is a major part of a project’s total
cost. The contract should be very clear on
how fringe benefits are charged. They
should be at cost or at a stated bill rate.
Contractors often insert an exhibit, which
appears to be at cost when it is really above
cost. It is important to state that bill rates
used to simplify contractor invoicing are
subject to audit verification to actual cost.

Because all projects have change
orders, the contract should carefully define
how change orders are to be managed. For
best control, change orders should be at
documented GMP cost, with a reasonable,
defined fee for overhead/profit. Change
orders must be documented and subject to
verification.

The contract should clearly and
completely define what is contract
chargeable and what is not contract
chargeable. The best method is to chart on
an exhibit what is and is not contract
chargeable for general conditions and
construction. The exhibit should list various
non chargeable overhead categories, both
off and on-site, including stafftng processes,
various engineering and design charges,
computer and clerical charges, hiring
temporaries, legal charges, etc.

The contract should clearly define
preconstruction costs including the cut-off
dates. Also, the contract should clearly
define when and how much overhead and
profit is allowable when change orders
lengthen final completion. Care should be
taken not to allow both additions to staffing
costs in general conditions and overhead/
profit factor.

Finding Overcharges
In order to control costs, maximize cash
flow, and minimize “negotiation loss,”
construction audits should be performed
during the project, not at the end of the
project. Contractor misconceptions and
overcharges should be detected early on,
and the contractor should be notified.
Auditing at the end of the project is less
effective because it is very difficult to
reconstruct all labor records that may be in
storage, on microfilm/microfiche, or
scanned onto computer fi les.  The
construction or internal auditors must have
the cooperation and support of the
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organization’s project management group
because they usually discuss overcharges
with the CM/GC or contractors.

The best construction audits include on-
site audits during construction. Audit
procedures should include observing CM/
GC management functions during the day,
reviewing daily logs, gate/receiving
records/logs, monitoring safety and security
processes, noting which contractors and
number employees are on-site, and what
major rental equipment is in use and not in
use. Later, the auditor should compare his
audit notes to contractor invoices for
obvious discrepancies.

Analysis of the construction contract,
trade contracts and architect/engineering
contracts are the starting point of an audit.
There are several risks involved including
vague descriptions of the costs which
should be included as “cost of work.” The
following articles/sections should be
carefully reviewed: records or right to audit
clauses, contingency funds, change orders,
shared savings, bidding on self performed
work, payment clauses and retention. Also,
the exhibits should be reviewed for
alternatives, implied payroll cost tables,
payroll bill rates, and equipment rental
rates. The auditor should review the
contract or a list of unusual contract
language several times during the audit.

Audit of each payment application
involves many risk factors including: items
not contract chargeable, calculation errors,
duplicate charges, indirect-overhead costs
and personal charges. The major areas
where overcharges are found include
payroll (staff and craft labor), calculation
errors, rental charges, equipment purchases,
and contractual violations specific for that
construction project. It is very important
to locate and audit missing documentation,
especially payroll, and audit source
documentation at the contractor’s trailer or
office.

Kelly Consultants has documented at
least 100 different types of overcharges. A
sampling of error types are listed in
Table 1.

For GMP contracts, cost plus contracts,
and change orders priced on a cost basis,
the “burden of proof’ of “cost” is borne
by the construction manager or general
contractor, not the owner or construction
auditor. However, the construction auditor
should attempt to verify all significant
charges. When the construction auditor
cannot obtain adequate “source”

documentation he/she may challenge the
contractor’s charge without proof. The
construction auditor does not have to prove
all claims.

Conclusion
A thorough construction audit of GMP
priced contracts with “self-performed
work” should produce significant recovery
of one to two percent. These results are
based on a complete, through examination
of the invoice support  and source

documentation. Statistical tests and
sampling will not produce these results. The
auditor must dig deep and not be time
sensitive to maximize value.

James Kelly, CIA, MBA, is the president
and owner of Kelly Business Consultants,
Inc., in St. Louis, MO. He has over 25 years
of internal/operational auditing experience
including 15 years of construction auditing
experience. He can be reached at (314)
963-1140.
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