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Feature

Have you ever considered your healthcare 
facility’s risk of making overpayments 
when it is involved in a construction 
project, particularly when the cost of 
construction has a value of several 
million dollars? If you have considered 
this question, then in all likelihood 
you concluded that there is a great 
deal of fi nancial exposure. It has been 
my experience that the opportunity to 
identify and recoup overstated costs 
through an audit is excellent.

Performing a construction project audit 
will reduce the exposure to overstated 
costs and provide the opportunity to 
eliminate or recover overpayments which 
have been made by your healthcare 
facility. 

So, how do you identify areas of 
potential exposure and what can you do 
to mitigate the exposure? Should you 
do an audit? If so, what costs do you 
audit and what should you be looking 
for during the audit? While performing 
an audit of any construction project can 
be a daunting task for most, having a 
good working knowledge of the basics 
of auditing a construction project can 
go a long way toward making the audit 

productive and helping to identify 
potential incorrect costs. 

The Basic Types of Construction 
Contracts

The contract between the owner 
(Healthcare Facility) and the contractor 
or Construction Manager will defi ne the 
terms and conditions agreed to between 
the parties. This important document is 
really the driver in the audit process, and 
having a good basic understanding of 
its content is essential. The fi rst step in 
the audit process is to obtain a complete 
copy. The following are fi ve basic types 
of contracts used for most construction 
projects. The type of contract used will 
depend upon the circumstances regarding 
the particular construction project. 

1. Fixed Price Contract

Also referred to as a Lump Sum or 
Stipulated Sum Agreement. The Fixed 
Price Contract is used when the contractor 
agrees to perform the work for a 
stipulated lump sum, and the contractor 
bears the risk if the costs incurred to 
perform the work exceed the stipulated 
contract amount. If the actual costs are 

less than the stipulated contract amount, 
the contractor will realize a greater profi t. 
In most instances, the owner does not 
have the right to audit the contractor’s 
cost of the base contract work with this 
form of contract. 

2. Cost Reimbursable Contract (Contractor/
Construction Manager not at Risk) 

The contractor is reimbursed for all 
allowable costs incurred to perform the 
work as defi ned by the contract. There 
is no cap or limit on the amount of 
allowable costs that will be reimbursed, 
and therefore, the contractor is not at risk. 
The contract usually provides the owner 
with the right to audit the contractor’s 
cost.

3. Cost Reimbursable Contract with a 
Guaranteed Maximum Price (GMP) 

The contractor is reimbursed for all of 
its allowable costs, as defi ned by the 
contract, which it incurs to perform the 
work up to the Guaranteed Maximum 
Price, which the contractor has agreed 
not to exceed. The contractor is at risk 
if the amount of the GMP is exceeded, 
since it will only receive reimbursement 
for its costs up to the amount of the 
GMP. As an incentive for the contractor 
to try to minimize costs, the contract 
may include a shared savings provision 
whereby any savings (adjusted GMP less 
approved costs) is shared between the 
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contractor and owner in a predetermined 
percentage. This type of contract typically 
provides the owner with the right to audit 
the costs the contractor has submitted for 
reimbursement.

4. Unit Price Contract 

The contractor performs the work and 
is paid at a pre-determined fixed price 
per unit of output. This type of contract 
is typical for projects such as roadways 
where the quantities of materials are 
measured and paid at unit prices. The 
contract usually provides the owner with 
the right to audit the quantity of work in 
place, but not the pre-determined unit 
prices.

5. Design-Build Contract 

This form of contract is used when the 
owner uses the same entity to provide 
the services of the designer (architect or 
engineer) and the contractor. While some 
entities have both design and construction 
professionals working directly for 
the entity, either the contractor or the 
designer may hire the other. The Design-
Build Contract with the owner may be a 
Fixed Price, Cost Reimbursable, or GMP 
form of contract. 

Since Fixed Price Contracts typically do 
not provide the owner with the right 
to audit the contractor’s cost and both 
Unit Price Contracts and Design-Build 
Contracts are used less frequently, I will 
only discuss auditing construction costs 
for Cost Reimbursable Contracts, with or 
without a GMP.

Reimbursable Contracts

All contracts do not contain the same 
language or provisions; therefore, it 
is particularly important to obtain a 
thorough understanding of the contract 
that is applicable to the construction 
project you will audit, particularly with 
regard to the following items: 

Owner’s Right to Audit—The contract 
will usually define the costs which are 
subject to audit and limitations, if any. 
For example, although it may be a Cost 
Reimbursable GMP Contract, the cost 
associated with general conditions 
(contractor’s cost to manage the project) 
may be defined as a fixed lump sum 
amount, not subject to audit, while all 
other costs are subject to audit. This 
section of the contract may further define 
the accounting and project-related records 
which the contractor is required to make 
available to the owner for the audit. 

Cost to be Reimbursed—The costs to be 
reimbursed generally include:

• The actual costs, rather than 
estimated costs, that are incurred 
by the contractor in the proper 
performance of the work for labor. 

• Sub-contractors, materials, and 
equipment that are incorporated in 
the work.

• Materials, equipment and related 
items not incorporated in the work, 
such as:

 c rental equipment, 

 c reproduction,

 c communication costs, 

 c plus various miscellaneous costs as 
defined in the contract such as:

 �  building permits,

 � data processing costs directly 
related to the work, 

 � temporary facilities, 

 � transportation, etc.

Cost Not to be Reimbursed—The costs not to 
be reimbursed generally include: 

• costs of the contractor’s home office 
or offices other than the site office at 
the project, 

• overhead and general expenses, 

• capital expenses and interest, 

• cost due to the negligence or fault 
of the contractor or any of its sub-
contractors, 

• bonuses, 

• profit sharing, and 

• other miscellaneous costs as defined 
in the contract. 

Once you have a thorough understanding 
of the contract and the key provisions 
regarding cost to be reimbursed versus 
cost not to be reimbursed, you can begin 
planning the audit. While all costs are 
subject to audit, unless specifically 
excluded by the contract, certain cost 
categories represent a higher level of 
potential exposure for overpayment than 
others do. 

Labor Costs

Hourly labor rates, which the contractor 
(and subcontractors) uses to bill for its 
personnel, generally represent an area of 
high potential exposure. The hourly labor 
rates should be thoroughly reviewed and 

the amount included for the base wage 
should be verified with payroll records 
for accuracy. Also, the cost components 
which comprise the labor burden should 
be verified to make certain that statutory 
limitations are considered regarding all 
payroll taxes (FICA, FUTA, SUTA, etc.). 

For example: 

• State Unemployment Tax may be 
capped on the first $8,000 of wages, 
but the tax rate has been applied to 
the total annual wage. 

• Health insurance cost should be 
reduced for premium co-payments 
made by the employee. 

• Worker’s compensation rates should 
include appropriate adjustments for 
experience modifications, credits, 
and discounts which are factored into 
the total premium by the insurance 
carrier. 

• Other components which are often 
part of the labor rate, but may not 
be allowed as a reimbursable cost, 
include bonuses, profit sharing, home 
office expense, training, non-payroll-
related insurance, accounting, payroll 
processing, small tools, etc. 

Overstated hourly labor rates may result 
in significant overpayment by your 
healthcare facility. For example, a labor 
rate that is overstated by $5.00/hour and 
which the employee was billed 4,000 hours 
during the course of the project would 
represent an overpayment of $20,000 
($5.00/hour x 4,000 hours) for just one 
employee. When the hourly labor rates are 
overstated, the total overpayment related 
to labor costs can be significant, depending 
on the number of employees that the 
contractor has working on the project.

Labor cost may also be overstated if 
the contractor bills salaried employees 
in excess of the annual net workable 
hours. Assuming the cost associated 
with paid time off (PTO) for a salaried 
employee is a component of the hourly 
labor rate, the hourly labor rate should 
be calculated based on the annual net 

Hourly labor rates 
represent an area 
of high potential 

exposure.
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workable hours (2,080 hours—paid time 
off for vacation, holiday, and personal 
time) for that employee. Thus, the cost 
for the employee’s PTO is recouped by 
the contractor over the annual workable 
hours billed for that employee. If the 
employee is billed for more than the net 
workable hours the contractor would be 
over-compensated. 

Let’s assume that the net workable 
hours for an employee is 1,856 hours, 
they were billed for 2,080 hours, and 
their hourly labor rate is $75.00/hour. 
This would result in an overpayment 
of $16,800 ((2,080 hours – 1,856 hours) 
x $75/hour) for that employee. Similar 
to the overstated hourly labor rate, the 
total overpayment can be significant if 
the contractor bills more than the net 
workable hours. 

Subcontractor Costs

The cost of work performed by 
subcontractors should be compared with 
the price included in the subcontract 
agreement between the contractor and 
respective subcontractor. All adjustments 
to the original price of the subcontract 
agreement should be documented with 
a properly executed change order (see 
discussion below). Cost submitted for 
reimbursement should be compared with 
payments made to the subcontractor by 
the contractor. Also, the price stated in 
the subcontract agreement should be 
compared with the approved schedule of 
value (budget) used by the contractor in 
invoicing with the application for payment 
to the owner, and any variances should be 
thoroughly explained by the contractor to 
the satisfaction of the auditor.

Materials and Equipment

Materials and equipment incorporated into 
the completed work should be verified 
with delivery tickets that identify the 
location of the project, and should also be 
signed by an authorized individual. Unit 
prices and quantities should be reviewed 
for consistency with the requirements 
of the project and pricing within the 
geographical area of the project. Payments 
to vendors should be verified to determine 
whether any credits or discounts were 
taken and if the owner is also due the credit 
or discount. The contractor should provide 
an explanation for any questionable 
items which may then be verified with 
a representative of the owner. Materials 
and equipment that are not incorporated 
into the completed work of the project 
should be reviewed to determine if the 

cost is reimbursable. The contract may 
require the owner’s prior approval for 
rental equipment owned by the contractor, 
or a related entity, along with the rates 
which are to be charged for the use of the 
equipment. A proper credit should be 
provided to the owner for the value of all 
excess/unused materials, or the excess/
unused materials should be turned over 
to the owner. With some projects the 
contractor may purchase special materials 
or equipment, such as computers and 
high-quality camera equipment, which it 
may keep at the completion of the project. 
In those instances the owner should be 
credited with the salvage value of the 
materials or equipment. 

General Conditions and General 
Requirements

Cost categorized as General Conditions 
and/or General Requirements represent 
the contractor’s cost to manage and 
support the project and represent 
categories of potential exposure for 
overstated costs. While the contractor’s 
supervisory and project management 
labor (i.e. project manager, project 
engineer, superintendent, administrative 
field support, etc.) generally comprise 

the General Conditions category, and 
the non-personnel support for the 
project (i.e. office trailers, temporary 
fencing, storage trailers, telephones, 
dumpsters, reproduction/printing, etc.) 
comprise the General Requirements, 
these categories are often combined or 
co-mingled depending on the contractor’s 
methodology when developing the 
budget and its accounting regarding 
the costs. The focus when auditing 
the cost of General Conditions and/
or General Requirements should be 
placed on verifying whether the cost is 
reimbursable, as provided by the contract, 
rather than trying to determine if the 
costs have been properly categorized. 
The exception to this would be if the 
cost of the General Conditions and/or 
General Requirements were defined in 
the contract either as a lump sum amount 
or as an amount not-to-exceed. In those 
situations the cost included in all other 
categories should be thoroughly reviewed 
to determine whether there are any costs 
required to be re-categorized to General 
Conditions and/or General Requirements, 
which may result in an overall reduction 
of the reimbursable costs. 

A review of the budget components 
for General Conditions and General 

A proper credit should be provided to the owner for 
the value of all excess/unused materials
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Requirements that have been submitted 
by the contractor should be performed 
to familiarize you with the various 
categories of cost which are intended 
to be included in these categories. The 
costs included in these categories often 
have non-reimbursable costs which have 
been submitted for reimbursement by the 
contractor. 

For example, the contractor may include 
the cost of executive time (i.e. Project 
Executive, President, CFO, etc.) for 
personnel located in its home office which 
may not be a reimbursable cost under the 
contract. The cost of daily cleanup, usually 
comprised of laborers, should be reviewed 
along with the various Subcontract 
Agreements to determine whether each 
subcontractor was responsible for its 
own cleanup. If each subcontractor is 
required to perform its own cleanup, but 
has not done so, the contractor’s cost for 
cleanup should be offset with a back-
charge in the same total amount, so that 
the owner does not incur the cost twice. 
Costs often found in General Conditions/
General Requirements that may not be 
reimbursable as provided by the contract 
may also include various indirect or home 
office costs. 

Change Orders

A change order is an amendment to the 
contract which increases or decreases 
the scope of work and/or the time by 
which the work must be performed. 
change orders between the contractor and 
owner amend the contract between those 

parties, while a change order between the 
contractor and subcontractor will amend 
the Subcontract Agreement. The issue 
regarding entitlement is typically made 
by the architect and owner, and not the 
auditor. 

However, the cost components which 
comprise the pricing of a change order 
are subject to audit, unless specifically 
excluded by the contract. If there is 
uncertainty regarding whether a change 
order may be audited after it is approved 
and signed by the architect and owner, 
the auditor may recommend that change 
orders be submitted for audit prior to 
being approved by the owner. 

The change order should be reviewed 
and an emphasis put on hourly labor 
rates, unit prices and quantities for 
materials, miscellaneous costs, and 
markups for profit and overhead to 
determine whether the proposed costs 
are all consistent with the contract. If 
the work regarding the change order 
is performed on a time and material 
basis, daily time sheets identifying the 
personnel, number of hours worked, and 
tasks performed should be maintained 
and available for review. Similarly, a 
daily record should be maintained by the 
contractor of the quantities for materials 
and equipment, rental equipment, and 
all other items required to perform the 
work. These records should be reviewed 
to determine whether the respective 
quantities have been verified by an 
authorized representative of the owner 
at the project site. Unit price, hourly 

labor rates and all other costs submitted 
should also be verified to determine 
whether the amounts are reimbursable 
as provided by the contract. Also, the 
markups applied for overhead and 
profit by both the contractor and all 
subcontractors should be verified to 
determine that the percentages comply 
with the contract.

Summary

Audits of construction projects require 
a level of forensic accounting that is 
typically not as necessary with other 
audits. There are numerous areas where 
overstated costs and hidden profits may 
be improperly disguised as allowable and 
reimbursable. Begin the audit process by 
gaining a good working knowledge of 
the contract, and understanding which 
costs are reimbursable and which are 
not reimbursable. Focusing the initial 
construction audit on the cost areas we 
have discussed will help reduce the 
potential exposure for overpayment by 
your healthcare facility. NP
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Big jobs usually go to the men who prove their ability to outgrow small ones.
~Ralph Waldo Emerson


