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Construction Auditing

By Ron Risner

Capital Expansion Projects 
Procurement Differences: How the 
Differences Affect a Construction Audit

Most auditors in the healthcare industry 
spend a great deal of time auditing the 
procurement/materials management 
function of their hospitals. The goods 
and services routinely purchased by the 
hospital typically follow an organization’s 
established policies and procedures, 
including vendor qualifi cation/
registration, preset authorization levels 
for invoice approvals and the use of an 
automated (or manual) purchase order 
system. 

However, if the hospital decides 
to undergo a capital expansion 
project, will the hospital’s existing 
procurement process have adequate 
controls and procedures to ensure that 
proper approvals and data capture 
take place related to the construction 
transactions? And concurrently, how 
do existing procurement processes 
affect the construction audit that is 
to be undertaken? To answer both 
questions, let’s explore the differences 
between procuring construction services 
for a large capital project versus the 
routine day-to-day purchase of goods 
and services. As we highlight these 
differences, we also discuss how 
the differences affect the scope of a 
construction audit. 

Capital Expansion Approval Process

The main difference between procuring 
day-to-day goods and services versus 
a construction project begins with the 
approval process. For the purchase of 
everyday goods and services, most 
hospitals have a predetermined approval 
matrix with dollar thresholds for 
purchasing agents, department heads, 
etc. However, when approvals for a 

capital project are necessary, it typically 
exceeds the approval authority of most 
purchasing agents and department heads, 
and therefore approvals must go to the 
Chief Executive Offi cer, Chief Financial 
Offi cer, Executive Committee, and in 
all likelihood the Board of Directors. 
For instance, your organization might 
have a policy that capital expansion 
or renovation projects in excess of $1 
million must be approved by the Board. 
For someone performing a construction 
audit, this means beginning the audit by 
reviewing the Board minutes to ensure 
that the capital expansion budget was 
appropriately approved.

Capital Funding

Funding for a capital expansion project 
may come from one or a combination of 
different sources. For instance, the project 
may be fi nanced by a lending institution, 
by issuing bonds (public or private), 
by foundation funds, or a more recent 
convention is for the hospital to employ 
a developer who will hire a contractor 
and oversee the expansion. In the case of 
utilizing a developer the developer will 
use their funds to fi nance the project and 
then lease the hospital back to the hospital 
on a long term basis. These funding 
channels differ signifi cantly from the 
purchase of routine goods and services, 
which are normally paid from routine 
operating cash fl ows. 

Typically, a construction audit will not 
include reviewing the organization’s 

compliance with the covenants found 
in construction loan agreements, bond 
documents, or donor restricted funds 
from a foundation. However, if the 
hospital provides some of the funding in 
a development scenario (and assuming 
there is an audit rights clause), many 
of the audit steps performed in a 
construction audit will also be performed 
on the developer (and/or contractor). 
Otherwise an audit of the developer will 
probably not be necessary. 

Generally speaking, the review of loan 
agreement, bond issuance or other 
funding channels is more likely to be 

performed as a fi nancial audit rather 
than as part of a construction audit. So 
although the potential funding sources 
for a capital expansion project may 
vary, a construction audit typically will 
not include a review of these various 
funding instruments. Therefore, the type 
of capital funding used for the expansion 
project will likely not have an impact on 
construction audit procedures. 

Type of Construction Agreement
When procuring everyday goods and 
services for the hospital, the purchasing 
agent can either use a purchase order 
and/or internally developed contracts 
for various services. However, for a 
capital expansion project, an owner will 
likely not have a standard construction 
agreement. In this case, the owner has 
multiple options. The agreement can 

Many organizations use a weighted scoring methodology 
to ensure that the bids are evened out. 
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be developed by an in-house legal 
department or an outside legal firm. 
However, the easiest and most frequently 
used option is to use a boilerplate 
construction contract available from the 
American Institute of Architects (AIA), or 
another construction organization such 
as the Design Build Institute of America 
(DBIA). For the auditor, it may not be 
material where the agreement is obtained 
from, although the AIA documents 
typically have less risk. These contracts 
have been around for over 120 years, 
have been improved over time, and have 
developed a litany of case law should the 
project become a legal matter. Regardless 
of where the agreement was obtained 
from, the first thing an auditor must do 
is to read the contract. This is because a 
significant part of construction auditing 
entails compliance with the terms and 
conditions of the agreement. 

Contractor Qualification Process

Vendors who wish to provide goods and 
services for a healthcare organization 
will most likely undergo a registration or 
qualification process housed within the 
procurement or materials management 
department. Generally, for non-capital 
expenditures, the hospital has a pre-
approved list of qualified vendors from 
which the hospital can select their goods 
and services. However, the qualification 
process for a construction project is 
much more detailed than one sees for the 
everyday purchase of goods and services. 

For a construction project, there are 
several criteria which must be reviewed 
that would not normally be reviewed for 
a non-capital goods purchase. The first 
is the financial strength of each bidder. 
The hospital wants to ensure that the 
contractor has the financial vitality to start 
and complete the project without financial 
difficulties. Nothing could be worse than 
having a contractor walk off the job or 
worse yet, declare bankruptcy while the 
project is underway. Keep in mind that 
most contractors have a line of credit that 
they use for short term funding purposes 
and/or until they are paid by the owner 
each month. If they max out their credit 
line or the bank seeks to withdraw the 
credit line because of poor financial 
results (or poor economy), then your 
organization may suffer the consequences 

of finding a way of getting the project 
back on track. 

Of consequence to the financial stability 
of the contractor is the contractor’s ability 
to obtain a performance and payment 
bond. Meaning, that if the owner requires 
a performance and payment bond, then 
the contractor must be financially strong 
enough to obtain one. This can, to some 
degree, help mitigate the declining 
financial condition mentioned in the 
previous paragraph should it be necessary 
to invoke the bonds. 

Finally, the contractor should provide a 
list of former clients that the hospital can 
use for reference purposes.

For the auditor, it is important that a 
review be undertaken of the contractor 
qualification process to determine that 
the hospital checked the financial stability 
of the contractor before awarding the 
contract. 

Request for Proposal (RFP) Process

The request for proposal process will 
differ significantly across construction 
projects, particularly for a public funded 
or quasi public funded institution. In the 
case of a publicly funded institution, there 
will most likely be a requirement that the 
project be put out for competitive bidding 
to the contracting community. Many day-
to-day goods and services also require 
competitive bids, but the mechanism for 
bidding a construction project will be 
much more detailed. For instance, the 
RFP will probably require that the bid 
details be included in the local paper 
or a construction trade journal. Routine 
goods and services do not always require 
public invitation. In fact, for many goods 
and services, the purchasing department 
may sole source or single source the 
procurement. (Sole source is defined as 
bypassing normal competitive bidding 
processes and hiring one vendor directly. 
Single sourcing is where there is only one 

local source where the goods or services 
can be procured). How does this affect a 
construction audit? Not much. Assuming 
that the public or quasi public entity has 
published the RFP in the local paper, 
there is not much construction audit 
involvement.

Question and Answer Period

After the RFP has been issued, contractors 
who are interested in bidding on 
the project are given a period to ask 
questions about the plans, specifications, 
and drawings. Typically, the questions 
must be in writing and the owner then 
must answer each one individually. It is 
important to ensure that all contractors 
are bidding on an even basis. This means 
that all questions and answers must be 
given to all contractors prior to their 
submitting a bid. Sometimes the owner 
will also meet with the contractors on 
a group basis to explain the scope of 
work and answer questions verbally. On 
very large projects, it is not unusual for 
individual meetings to take place also. 
Since the questions and answers often 
refine the scope of work it is important 
that an auditor review the Q&A as part 
of their contract compliance efforts and 
ensure that minutes were kept of all 
meetings.

Clarifications and Assumptions

One bidding area unique to hiring 
contractors is called Clarifications and 
Assumptions. When the contractors 
submit their bids, they often include what 
is called Clarifications and Assumptions. 
This is where the contractor clarifies in 
writing what scope of work is or is not 
included in their proposal. Typically the 
items included/excluded are included 
in a schedule at the end of the bid 
paperwork. For purposes of conducting 
a construction audit, it is important that 
the auditor become familiar with the 
clarifications and assumptions. This is 
because when reviewing change orders it 
is important to make sure that the change 
is not part of the original scope of work. 
Clarifications and Assumptions should be 
considered part of the original scope of 
work.

Competitive Bidding

Competitive bidding, whether public or 
private, can help control cost by seeking 

It is important 
that a review be 
undertaken of 
the contractor 

qualification process.
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to obtain the lowest price. In terms of 
capital versus non-capital projects, the 
process can be the same. The typical 
benchmark would be to utilize a three 
bid policy. In the case of this policy, 
the construction audit will include a 
review to determine if three bids were 
received, much like the daily procurement 
of goods and services. Be aware that 
employing a competitive bid process 
may require the hospital to go outside 
their market area to find a contractor 
who can handle the size of the project at 
hand. Many local contractors may not 
be capable of overseeing construction 
of a large healthcare facility. If this is 
the case, then the hospital will seek 
large regional or national construction 
firms and invite them to bid. With this 
in mind, a construction audit would 
ensure that three bids were received, 
and if a contractor was hired outside 
the community, a discussion with 
construction personnel as to why local 
contractors were not considered. Hiring 
contractors outside the local market 
may be perfectly legitimate, but it may 
also indicate preference for a particular 
contractor. In other words, auditors 
should be skeptical about using a 
contractor (or subcontractors) outside 
the community. It may be an indicator 
that there was a kickback, particularly if 
local contractors are perfectly capable of 
managing the construction. 

Bid Opening

Another difference with a non-capital 
project will be the bid opening process. 
Typically, the bid opening can be either 
open or closed, depending on the 
Owner’s preference. In either case, the 
hospital procurement, engineering and 
construction personnel will be present to 
open and record the bids. 

For the auditor, an audit of the bid 
opening process means ensuring that 
everyone who attended the opening 
signed in, that minutes were kept, and 
that all bids were recorded as received. 

Evaluation Process and Criteria

The evaluation process for hiring a 
construction firm will differ significantly 
for a capital project. Since the hospital 
is dealing with a completely different 
industry other than healthcare, the 

technical evaluation will weigh heavily on 
experience in the construction industry. 
Many organizations use a weighted 
scoring methodology to ensure that the 
bids are evened out. In fact, software 
exists that will assist in developing a 
total score for each contractor. This is 
important because there are always 
provisional sums such as value 
engineering, allowances, and alternates 
that are included with one bid but not 
with another (which calls for the bids to 
be evened out). 

A second evaluation factor may include a 
review of the number of projects that the 
contractor currently has underway and 
whether they will have enough laborers 
for the project at hand. If the contractor 
has too many jobs going at once, then they 
may not be able to obtain the construction 
personnel necessary to complete the 
project on time. 

Thirdly, the contractor should have 
the technical skills to build a hospital. 
Hospitals are one of the most difficult 
types of construction projects to manage 
and therefore having the technical skills to 
do so is important. 

Lastly, contractors will include with 
their bid the resumes of certain 
individuals such as the Executive 
in Charge, Project Manager and/or 
Superintendent who will work on the 
job. The key for audit is to ensure that 
a bidder does not list their “A” players 
in their bid and then when the project 
begins to switch to the “B” players (i.e. a 
form of bait and switch).

When performing a construction audit it 
is important for the auditor to determine 
that appropriate criteria were weighed.

Conclusion

As can be seen, there are significant 
differences in hiring a contractor for 
a capital expansion project versus 
procurement of day-to-day goods 
and services. For the auditor it means 
modifying their procurement audit to 
meet the demands of a construction audit. 
It begins with ensuring that the Board 
has approved the project, reading the 
terms and conditions of the agreement, 
determining that an RFP was issued, 
establishing that the contractor was 
financially and technically qualified. Then, 
confirming a question and answer period 
was provided for, that the clarifications 
and assumptions are understood. Finally, 
verifying the project was competitively 
bid, confirming the bid opening was 
handled in a controlled fashion and that 
the hospital employed sound evaluation 
processes before awarding the contract.

Note: I would like to thank Kent Johnson, 
Director, Internal Audit for Adventist 
Health System in Winter Park, Florida for 
his contributions to this column. 
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