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Welcome to the newest ongoing 
column in New Perspectives. Unlike other 
columns and articles in NP we will not 
be focusing specifi cally on the healthcare 
industry, but rather on an ancillary 
industry—the construction industry and 
how it fi ts into the healthcare industry.

Why a construction column in 
a healthcare magazine? Because the 
healthcare industry is attempting to 
keep their plant and capital expansion 
activities commensurate with the growth 
of healthcare services. The U.S. Census 
Bureau website www.census.gov shows 
that healthcare construction activity 
for the past several years has increased 
signifi cantly. In 2002 there was $28.191 
billion of “put in place” construction 
activity—both private and public—and 
in 2005 there was $36.583 billion, or a 30% 
increase for the period. 

Chances are your organization is 
in the process, has undergone, has an 
ongoing, or will soon be approaching 
a capital expansion program. And, the 
capital outlay for individual healthcare 
organizations is signifi cant—easily in the 
tens if not hundreds of millions of dollars. 
This means that increasingly healthcare 
audit professionals must address the issue 
of whether to perform a construction 
audit, who should perform it, and when 
to perform it. 

The good news is you don’t need an 
architectural, engineering or construction 
background to perform a construction 
audit. However, you will need some audit 
background and you will need to become 
familiar with the construction industry. 
That’s where this column comes in. This 
column will help you to: 1) understand 
construction terminology and how the 
industry works; 2) marshal the type and 
duration of resources needed to perform a 
construction audit; and 3) learn where the 
risks lie and therefore where to focus your 
resources accordingly. 

However, before starting a 
construction audit we will begin with 

the premise that you must understand 
something about the construction 
industry. With that in mind let’s start 
with basic construction nomenclature 
and a few defi nitions. Keep in mind, 
there are easily hundreds of construction 
defi nitions just like there are in the 
medical profession. Here are a few of the 
basic defi nitions which we will use going 
forward. 

Owner: is the organization that is 
paying for the construction (i.e. if your 
organization has a construction project 
underway you are the Owner). 

Contractor: is the entity who the 
Owner has hired to build the building. 
Subcontractors are the individual trades 
such as the plumber or electrician that the 
Contractor (a/k/a General Contractor 
in this case) hires to perform specifi c 
construction activities. Subcontractors can 
be hired in tiers. That is, subcontractors 
hired by the Contractor would be the 
fi rst tier. If the fi rst tier subcontractor 
hires another subcontractor then this 
subcontractor would be considered a 
second tier subcontractor and so forth.

Construction Manager: may or may 
not be hired by the Owner to be the 
Contractor. That is, the Owner can hire a 
construction fi rm to act as the Contractor. 
In this case the CM is at “risk”. Meaning, 
the CM is responsible for performing the 
actual construction at a certain cost, hires 
the subcontractors, and will be paid a 
fee to do so. Conversely the CM may not 
be at risk. Meaning, the CM will hire a 
Contractor who will actually perform the 
construction activities at a certain cost and 

who will hire the subcontractors, etc. In 
this case the CM represents the Owner, 
and is the manager of the project.

In addition to being “at risk” a 
construction manager may also “self 
perform” work. This means that the 
CM may have personnel within their 
organization to perform some of the work 
typically performed by a subcontractor. 
Herein lies our fi rst discussion of risk. 
If the CM is to self perform work then 
this should be discussed before any 
construction agreements are signed. Why? 
Because the CM has “inside” knowledge 
of the Owner’s budget and can control 
the bidding process. Therefore, the CM 
can cherry pick the work they want rather 
than competitively bidding out the work 
to subcontractors (i.e. some people believe 
that to act as a CM and also perform work 
is a confl ict. However, this practice is not 
unusual in the construction industry). 

Cost of the Work: This is a legal term 
which defi nes the cost of construction. 
It usually covers the hard costs such as 
bricks, mortar, and materials etc. (As 
opposed to soft costs which include items 
such as permits, surveys, engineering 
costs, architectural costs, legal costs, etc.). 

Contractor Fee: The amount owed 
the contractor for performing the work. 
Usually expressed as percent of the cost of 
construction, or as a fi xed amount. 

MEP: This acronym stands for 
Mechanical, Electrical and Plumbing. In 
most all construction projects the cost 
of the MEP subcontractors will easily 
exceed 50% of the entire “hard” cost of 
construction.

Payment Application: This is 
construction lingo for contractor 
invoice. Approximately every month 
the Contractor will submit an invoice 
to the Owner (a/k/a the payment 
application). The payment application 
shows the cost of construction as refl ected 
in the construction agreement, any 
additional costs agreed upon thus far 
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such as in the form of a change order, the 
percentage of construction completed to 
date, the amount paid to date, and the 
amount owed. Once the Owner pays the 
contractor the contractor in turn pays the 
subcontractors. 

Change Order: The cost of a change 
in construction or design agreed upon 
between the Owner and the Contractor, 
usually with the Architect’s concurrence. 
Other nomenclature includes change 
proposal (CP), change request (CR), 
change order request (COR), proposed 
change order (PCO), proposed change 
(PC), subcontractor change order (SCO), 
or one of many others used in the 
construction industry. Usually these CP’s, 
etc., roll into an Owner Change Order 
(OCO) approximately once a month 
such that the contractor can include 
same in their payment application. Time 
to discuss another risk: Change orders 
represent the highest potential risk to an 
Owner because of the tendency of the 

cost to be infl ated by the contractor or 
subcontractors. 

Schedule of Values: The SOV represents 
the cost of each individual subcontractor, 
purchase orders handled by the 
Contractor, the cost of general conditions, 
the contractor’s fee, and other costs such 
as liability insurance, or performance and 
payment bond costs. 

General Conditions: The costs the 
Contractor incurs in order to complete the 
project. Typical general condition costs 
include the fi eld trailer, furniture and 
fi xtures needed for the trailer, temporary 
utilities, supplies, and other costs incurred 
of a general nature. 

Performance Bond: A bond issued by 
a Surety which says that if the contractor 
leaves the project for any reason the 
Surety will hire another contractor to 
complete the work.

Payment Bond: A bond issued by a 
Surety which says that if a contractor 

doesn’t pay their subcontractors each 
month after being paid by the Owner 
the Surety will step into the shoes of the 
contractor and pay the subcontractors so 
the project can continue. 

Now that the column has a beginning 
point we can get into more depth in 
future columns. Next time we will cover 
1) the types of construction agreements 
and the associated risks, and 2) the types 
of construction audits and when to get 
started. NP

Ron Risner is the Founder and Presi-
dent of Risner Consulting Group, Inc., of 
Orlando, Florida. He was formerly the Vice 
President of Internal Audit for a large com-
mercial banking fi rm in Florida where he 
managed 50 auditors directly and 100 indi-
rectly. Risner Consulting provides domestic 
and international professional construction 
consulting and audit services. The fi rm’s 
website is www.risnerconsulting.com. 

Patience is a companion of wisdom.
—Anonymous
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