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BIG DOLLARS AND BIG RISKS
By James Watson, CPA  

B ecause electronic systems handle most payroll transaction 
processing, employees may have a level of comfort that 

their pay check is correct. Often management believes if an 

employee’s pay is wrong, the employee will let them know. 

Neither are safe assumptions. Payment errors, bad practices, 

fraud and regulatory noncompliance can occur frequently and 

sometimes in significant dollar amounts.  

Headlines provide some dramatic insight into how seriously 

things can go wrong in payroll.

Cerner, a healthcare information company, faces multiple 

lawsuits by current and former employees related to overtime 

pay. One lawsuit claims nonexempt employees were paid 

a pay period late and their overtime rates did not include 
additional compensation.1 A separate lawsuit accuses Cerner 
of not paying help desk personnel overtime for their required 
48 hours of work each week.2 

The University of Missouri Health Care organization is a 
defendant in a lawsuit claiming approximately 2,500 clinical 
employees did not receive their full meal break.3 The hospital 
automatically deducted 30 minutes each day from nonexempt 
employees’ time for meal breaks. The lawsuit alleges clinical 
employees were constantly interrupted or did not have a meal 
break at all. For a five-year period ending in 2016, clinical 
employees claim approximately $10.5 million in additional pay 
due to them.

1www.beckershospitalreview.com/healthcare-information-technology/cerner-faces-overtime-lawsuit-9-things-to-know.html
2https://ehrintelligence.com/news/cerner-embroiled-in-lawsuits-over-employee-wage-disputes
3www.columbiatribune.com/news/20170905/university-class-action-hearing-delayed
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The Grady Memorial Hospital Corporation payroll director 

was convicted of stealing approximately $480,000 over  

a period of three and a half years.4 The fraud was 

perpetrated when the payroll director added vacation and 

severance pay to terminated employees’ payroll records. 

Bank account numbers in the payroll system of those 

terminated employees were then changed to his own 

account number. 

Payroll errors, noncompliance and fraud occur due to the 

human element. The initial implementation of pay codes, 

setting up the system to perform calculations, capturing  

and  approving time and minimizing the segregation of 

duties can produce unintended consequences. 

Being proactive and performing periodic audits of payroll 

could prevent your organization from making the headlines 

in a class action lawsuit, regulatory settlement or  

a payroll fraud.

Once you begin to perform an in-depth audit  

of your pay cycle, you can identify the types 

of risks that exist and determine potential 

exposure. If left unchecked over time, 

the magnitude of unidentified issues can 

accumulate significantly.   

REGULATORY CONSIDERATIONS
The landmark Federal Labor Standards Act (FLSA) was 

passed in 1938, establishing minimum wage, overtime pay 

and other employment regulations. The Wage and Hour 

Division of the Department of Labor (DOL) was created as 

part of the act and is responsible for the administration and 

enforcement of these labor laws. Additionally, state and local 

governments may have wage and hour regulations that are 

relevant to healthcare organizations.

From 1997 through 2000, the Wage and Hour Division 

conducted reviews of 645 healthcare facilities. Although 

these reviews focused mostly on skilled nursing and 

residential care facilities, many of the pay issues are 

similar across all healthcare facilities. The reviews revealed 

approximately 40 percent of the reviewed facilities were not 

in compliance with all FLSA regulations. 

Common issues identified during the reviews provide a short 
list of risks to build into your audit of payroll:

•  Overtime wage rates were calculated incorrectly

•  Not all overtime hours were paid

•  Breaks or interrupted meal breaks were not paid

Additionally, you should include the risk of fraud in  
reviewing payroll.

OVERTIME WAGE RATE CALCULATIONS
The cause of incorrect overtime pay is usually due to a 
miscalculation of the overtime hourly rate. Overtime hours 
for nonexempt employees are paid at time and a half, but 
overtime rates are not simply an employee’s base rate 
times 1.5. You should assure that the average hourly rate is 
computed with the employee’s base rate plus any additional 

pay received for work performed.

Because the healthcare industry has devised a 
significant number of additional pay categories, 

including shift differentials, holiday pay, charge 
nurse pay, preceptor pay, and on-call pay, the 
calculation is not simple. Larger healthcare 
facilities can have multiple variations of 

standard pay schemes that could result in over 
100 pay scenarios that need to be accounted 

for in the overtime calculations.

The overtime rate also needs to include or exclude 
certain bonuses in the calculation of the average hourly 
rates. Examples include the following.

NON-DISCRETIONARY BONUSES MUST BE INCLUDED 

Additional payment incentives are provided to encourage 
employees to work more steadily, rapidly or efficiently, and 
for retention purposes. Most bonuses are classified as 
nondiscretionary under the FLSA rules. To help identify  
these types of bonuses, documented communication from 
management usually exists to explain to employees the 
amounts that can be earned based on specific goals achieved. 

DISCRETIONARY BONUSES ARE EXCLUDED

Bonuses are discretionary when the employer retains the 
option for the payment and the amount. The amount to 

4www.justice.gov/usao-ndga/pr/former-grady-hospital-payroll-director-convicted-embezzlement-scheme

Incorrect 
overtime pay  
is usually due to  
a miscalculation  
of the overtime  

hourly rate. 



   NP Digital Insights6

be paid as a bonus must be determined by the employer 
without prior promise or agreement. Examples of these 
types of bonuses include gifts, contributions to welfare 
plans, payments to profit-sharing, thrift and savings plans.5

Variances in the average hourly rates may appear to be 
immaterial if extra compensation is excluded. However, when 
underpaid overtime persists, the accumulated amounts of 
underpayments can become significant. 

More importantly, what may appear to be an immaterial 
amount to a healthcare system can be significant to 
employees. Employee satisfaction risks should not  
be overlooked.

If discovered by the employee and wages are not paid 
back, further action including litigation may occur. Review 
the facility’s pay codes for inclusion in the overtime rate 
calculation as a necessary preventive step. Also, a process 

control should be in place to verify inclusions or exclusions 
when a new pay code is established or a new bonus plan  
is implemented. 

THE 8/80 METHOD

According to the FLSA, overtime must be paid for time 
worked over 40 hours in a workweek at a rate not less 
than 1.5 times the employee’s regular rate of pay. However, 
hospitals and other institutions caring for the sick, aged, 
or mentally ill are allowed an exception. If elected by the 
employer and notification is provided to the employee 
(preferably in writing), overtime can be paid based on the 
8/80 method.

Over a fixed work period of 14 consecutive days, employees 
will be paid overtime based on all hours worked more 
than eight hours in a day or 80 hours in a 14-day period, 
whichever is greater. Both the 8/80 and over-40 overtime 
calculation methods can be used at the same facility. 
However, both cannot be used for the same employee.

Overtime calculation errors occur frequently when a facility 
elects the 8/80 method. Many timekeeping systems are not 
set up to capture the overtime hours correctly. 

Whatever the cause of the underpayment, when discovered, 
underpaid wages will need to be paid to the employees. 

OVERTIME HOURS PAID
An organization might be tempted to treat certain activities 
as “off the clock.” Examples include time spent in training 
or meetings. When this happens, total hours worked are 
affected, and overtime is frequently underpaid.

Attendance at these events is paid time, subject to overtime, 
unless attendance is outside of normal working hours, 
attendance is voluntary, the training is not directly related to 
the employee’s job, and no productive work is done during 
the training. In addition, required homework time for an 
employer’s job-related training must be paid.

BREAKS
UNPAID BREAKS

Typical breaks during the day include meal breaks, bathroom 
breaks, smoke breaks or any other time spent by the 
employee away from work during working hours. While the 

5www.gpo.gov/fdsys/granule/CFR-2011-title29-vol3/CFR-2011-title29-vol3-sec778-208/content-detail.html



Association of Healthcare Internal Auditors 7

FLSA does not require an employer to provide a break to 
their employees, the time may or may not be compensable 
depending on the circumstances surrounding the break. 
For example, if the employee is completely relieved of their 
duties for a full 30 minutes (typically for lunch), this is not 
considered time worked.

However, if this break is interrupted, or if the break lasts from 
5 to 20 minutes, this is a short break and is compensable 
time worked. In addition to the Wage and Hour Division’s 
review, an increasing amount of FLSA filings and class action 
lawsuits over the last few years have shown the need for 
more management oversight of breaks. 

MEAL BREAKS AND AUTO-DEDUCTIONS

Many employers have a rule incorporated in the timekeeping 
system to automatically deduct a 30-minute meal break 
from employees’ time worked during the day. Nonexempt 
employees only need to clock in when they arrive for 
work and clock out when they leave. However, 
to be allowable under the FLSA, nonexempt 
employees must be completely relieved of 
their work duties for the full 30 minutes.

According to the FLSA, an employee is not 
relieved if he or she is required to perform 
any duties, whether active or inactive, while 
on the meal break. Clinical employees may not 
always be able to leave their work setting. For 
reasons such as keeping up with a busy physician 
to simply wanting to be present for a patient’s needs, clinical 
employees may be reluctant to leave the floor or even 
give up their phone. Some departments may require an 
employee to carry a beeper or phone if they may need to 
return to work. 

If an employee cannot be fully relieved or if a lunch break  
is interrupted, the employee must be paid for the entire  
meal break.

Using the auto-deduct for breaks does not necessarily 
constitute regulatory noncompliance. However,  
tracking instances of interrupted breaks does become 
problematic. Courts have ruled that requiring an employee 
to report interrupted meal breaks places undue burden  
on the employee because an environment is created  
where employees may be pressured to not report  
these instances.

Typically, an employee must report to his or her supervisor 
that a meal break was interrupted and the supervisor must 
add the time back. Employees may forget or managers may 
omit the time in error. Regardless, the burden of proof is 
on the facility. The risk of facilities underpaying employees 
for time worked increases when interrupted breaks are 
not managed well. Without an adequate documentation 
process, the best practice is to turn the auto-deduct feature 
off and require employees to clock out and back in for lunch. 

Another way to reduce the risk is to require employees to 
attest at the end of each shift that a lunch break was not 
taken. The capability has been added by many timekeeping 
systems. When the employee attests a meal break was not 
taken, the meal break time is added back automatically. 
Supervisory intervention is then not needed to add the time 
back and a structure is provided for employees to easily 
report the interrupted meal break.

SHORT BREAKS 

Short breaks have been defined by the  
FLSA as breaks lasting between 5 to  
20 minutes. Short breaks are intended to 
increase the efficiency and effectiveness 
of the employee. Consequently, the FLSA 
considers short breaks to be compensable 

time worked. 

When an employee clocks out and then clocks 
back in less than 20 minutes later (including for lunch), 

a short break has occurred. The time approver is ultimately 
responsible for identifying and adding the time back. Your 
timekeeping system should have an automated rule to 
address short breaks. If your timekeeping system does not 
have an automated rule in place, the alternative is to rely on 
the time approver to identify these breaks and add the time 
to total time worked.

Due to the volume of employee time punches that must be 
reviewed as well as the time constraints time approvers are 
under, time add-back errors and omissions may occur.  
The likely result is employees will be underpaid.

FRAUD
The risk of fraud should be considered when performing 
your audit risk assessment and planning. However, detecting 
fraud is not an easy task. High-risk areas need to be 
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identified and protected by adequate controls.  
Two areas you should consider in mitigating fraud risk  
are the timekeeper’s review of employee time and 
segregation of duties.

REVIEW AND APPROVAL 

Review and approval of employee time by time keepers  
is an important front line control to ensure employee time  
is accurate, complete and free of errors and fraud.  
Many timekeeping systems include an electronic sign-off.  
A requirement should be in place to complete sign-off  
prior to the payroll department processing payroll. 

However, situations exist where time approvers are 
unavailable for a variety of reasons and cannot approve 
time prior to the deadline required by the payroll 
department. To ensure employees get paid, the payroll 
department is often instructed to process payroll without 
approval (or will sign-off employee time themselves).

Getting time reviewed and approved prior to the deadline 
may not always be possible. However, review and 
approval should always be completed by the manager and 
documented (either electronically or manually) as soon as 
administratively possible. 

SEGREGATION OF DUTIES

Segregation of duties is an essential component in the pay 
cycle. Effective segregation of duties should prevent one 
employee from adding or making changes to employee 
demographic information, adding time worked or approving 
employee time.

Smaller facilities will often have difficulty with the adequate 
implementation of segregation of duties, such as when 
only one employee works in the human resources (HR) 
department and one employee works in the payroll 
department. If one of these two employees is unavailable or 
terminates unexpectedly, the HR person will back-up payroll 
and the payroll person will back-up HR.

However, the back-up plan creates an inadequate 
segregation of duties issue by enabling full access to both 
the timekeeping and payroll system. The risk of fraudulent 
payroll transactions being made and going undetected 
increases. Employee access to both the timekeeping system 
and payroll system should be limited. Where adequate 
segregation of duties is not possible, compensating 
management oversight or monitoring controls should  
be designed. 

CONCLUSION
While the risks related to the pay cycle may seem low 
or insignificant, and automated pay systems are well 
designed and have been in place for many years, 
payroll demands a periodic place on your annual 
audit plan. The magnitude of the expenditure, usually 
more than half of the hospital budget, the regulatory 
complexity, human errors in set-up and administration, 
and possible fraud justify an in-depth look at this 
essential business process. DI


