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AUDITOR’S REPORT
CliftonLarsonAllen LLP (CLA) has completed an examination of the Wastewater Management
Division Contractor Hiring and Payment Practices. The purpose of the examination was to
determine whether the Wastewater Management Division (WMD) is adhering to established oncall contractor selection processes and appropriate compensation and materials payment
practices.
As described in CLA’s attached report, the examination revealed five areas in which WMD can
strengthen its contractor hiring and payment practices. First, CLA noted that WMD needs to
enhance its process for reviewing inspection and billing records. Second, overtime rates
charged by contractors include full burden labor rates or fringe benefits, which resulted in an
overstatement of the actual cost to WMD. Third, materials used by contractors and billed to
WMD were not exempted from certain sales and use taxes as they should have been. Fourth,
the definitions of vendor and subcontractor are not specifically defined in contract language.
Finally, the purchase of asphalt by WMD for construction projects did not appear to provide the
best value to the City and County of Denver. Through stronger invoice review procedures and
standard contract language, WMD will be better positioned to optimize the value of contracted
construction projects. This examination report provides five recommendations to achieve this
end.
This examination is authorized pursuant to the City and County of Denver Charter, Article V, Part
2, Section 1, General Powers and Duties of Auditor, and was conducted in accordance with
generally accepted government auditing standards (Yellow Book). Those standards require that
we plan and perform the examination to obtain sufficient, appropriate evidence to provide a
reasonable basis for our findings and conclusions based on our audit objectives. We believe that
the evidence obtained provides a reasonable basis for our findings and conclusions based on
our audit objectives.
We extend appreciation to WMD, the Department of Public Works, and the personnel who assisted
and cooperated with us and CLA during the examination.
Denver Auditor’s Office

Timothy M. O’Brien, CPA
Auditor

Objective
The objective of the examination was to review the process and procedures for selection and
compensation of contractors hired to perform various tasks, including providing both materials and
services, to determine whether the Wastewater Management Division is adhering to established on-call
contractor selection processes, procedures and appropriate compensation and materials payment
practices.

Scope
The examination performed consisted of review and evaluation of:
•

Wastewater Management Division’s general form of Contractor Agreement to ensure it is in
compliance with appropriate rules, regulations and ordinances,

•

Wastewater Management Divisions’ process for hiring contractors to perform prescribed tasks
and provide materials identified in associated purchase orders,

•

Wastewater Management Division’s payments to contractors for materials and services to ensure
the expenditures are appropriate and competitive with the market, and

•

Wastewater Management Division’s proper recording and reporting of contractor and related
materials expenditures into the City’s accounting records.

The population of contracts and payments subject to the examination consisted of the following:
•

2015 and 2016 contracts that were fully or partially funded by the Wastewater Management
Division which had expenditures paid out of the Wastewater Fund during 2015 and 2016 –
thirteen contracts in total. Of these thirteen contracts, the total obligated by the Wastewater Fund
was approximately $32.5 million and total actual expenditures incurred by the Wastewater Fund
was approximately $16.6 million. The contract types examined included hard bid contracts, oncall professional service contracts and cost plus mark-up contracts.

•

Seven of these contracts were selected for testing as described in the Methodology section
below. Of the seven contracts tested, the amount obligated by the Wastewater Fund was
approximately $24.3 million for 2015 and 2016. The amount of payments for these seven
contracts was approximately $10.7 million. Eight payments of a total of twenty-six payments, or
approximately $3.8 million, were also selected for testing as described in the Methodology section
below.
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Methodology
In performing the examination of the Wastewater Management Division’s process and procedures for
selection and compensation to contractors, including change orders, the methodologies included the
following:
•

Interviewing key personnel from the Wastewater Management Division and the Denver Auditor’s
Office to obtain an understanding of the types of contracts entered into

•

Review of internal controls related to specific contract language and provisions, processes and
controls utilized by the Wastewater Management Division from initiation of contract to payment of
materials and services to contractors

•

Selection of specific contracts entered into by the Wastewater Management Division

•

Selection of specific payments and purchase orders paid by the Wastewater Management
Division and review of invoices and purchase orders by a CliftonLarsonAllen Principal Engineer

•

Examining and tracing payment of materials and services into the City’s accounting records

Timothy M. O’Brien, CPA
Denver Auditor
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Findings
Enhancing Internal Controls Over Inspection and Billing Records Will Strengthen Internal Records
We reviewed the 2015 Critical Wastewater Infrastructure Repairs and Maintenance contract, contract
number 201522530 (referred to as the 2015 contract), and selected inspection reports and billing records
relating to the 2015 contract. The construction inspection reports are performed by City and County of
Denver Wastewater Management Division inspectors and consist of a three page write up that includes
site safety, housekeeping, equipment and personnel. In our examination of the construction inspection
reports, we noted inconsistencies in the inspection reports to the billing records. This included:
•

Variations in the documented percentage of hours worked related to Foreman and
Superintendents, contracted by the Wastewater Management Division;

•

Inconsistencies regarding the usage of machinery between billing records and inspection reports.

The Committee on Sponsoring Organization (COSO) framework defines internal control as a process,
effected by an entity's governing body, management and other personnel, designed to provide
"reasonable assurance" regarding the achievement of objectives in the following categories:
•

Effectiveness and efficiency of operations

•

Reliability of financial reporting

•

Compliance with applicable laws and regulations

•

Safeguarding of Assets

Accurate inspection reports and billing records play a pivotal role in ensuring on-site work is accurately
performed and completed as well as outlining and detailing the progress of on-going construction.
Accurate inspection reports and billing records help to ensure charges billed to the Wastewater
Management Division are accurate and consistent with the work performed. Currently, there are no formal
written policies or procedures outlining the internal control process to be followed by the Wastewater
Management Division’s Project Managers surrounding the completion of daily inspection reports and
comparison of daily inspection reports to the billing records provided by third party Contractors.
Inaccurate inspection reports or billing records could result in unintentional billings to the Wastewater
Management Division and subsequently, could result in the Wastewater Management Division making
payments for unanticipated or unnecessary charges which do not fall within the scope of work or the
contract.
Recommendation 1: We recommend the Wastewater Management Division enhance the internal
controls surrounding the accurate and daily completion of inspection reports and billing records. We also
recommend the development of a process to track and monitor machinery usage on construction job sites
or a provision in the contract language to require the contractor to outline the daily usage of all machinery
used on a specific job site. Further, establishing formal written policies or procedures for completion of
daily inspection reports should include observations noted on the job site related to equipment, labor,
materials, and subcontractors. The enhancement of the daily inspection reports should better corroborate
the billing records provided by the third party contractor.
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Wastewater Management Division Is Being Charged and Paying Fringe Benefits and Burden on
Overtime
Wastewater Management Division is charged labor by contractors who contract with the City to perform
infrastructure repairs and maintenance. Labor burden is the actual cost to have an employee, aside from
the salary the employee earns. Labor burden costs include benefits and payroll taxes that a company
must pay for employees included on their payroll. Fringe benefits are the extra benefits supplementing an
employee’s salary and include, for example, a company car or health insurance. The labor rates charged
to the City and County of Denver Wastewater Management Division included wages rates, fringe benefits,
and burden labor. In our examination of the 2015 Contract, the contractor provided labor rates by
employee and position and a comparison to the construction industry average. The burden labor rate
applied for this contract was 25 percent of the wages plus fringe benefits. In our examination of invoice
1502001-01 we noted 491.5 hours of overtime requested for payment. The amount of overtime paid for
those hours was $28,312. The burden labor rate was charged at time and a half, which resulted in an
additional $5,593 charged to the Wastewater Management Division. Overtime rates charged by
contractors and paid by the Wastewater Management Division included full burden labor rates or fringe
benefits, multiplied at one and a half percent based on the related hourly rate, which resulted in an
overstatement of the actual cost to the Wastewater Management Division. The COSO framework defines
internal control as a process, effected by an entity's governing body, management and other personnel,
designed to provide "reasonable assurance" regarding the achievement of objectives in the following
categories:
•

Effectiveness and efficiency of operations

•

Reliability of financial reporting

•

Compliance with applicable laws and regulations

•

Safeguarding of Assets

Through our examination over the 2015 Contract, it was determined that contracts entered into by the
Wastewater Management Division and contractors do not definitively outline the provisions to be followed
throughout the length of the contract, specifically, in relation to the method of how burden labor and fringe
benefits, at overtime rates, are to be reported and charged to the Wastewater Management Division. As a
result, the contractor multiplied the fully burdened labor rates by one and a half percent, which incorrectly
assumed that all burden labor and fringe benefits were based on a mark-up percentage. Certain fringe
benefits are based on hours rather than wages and the premium portion of overtime (1.5x) may bear a
different insurance rate. This method of calculating hourly rates for overtime results in additional billing
charges to the Wastewater Management Division due to hourly rates billed including fringe benefits and
burden.
Recommendation 2: We recommend revisions be made to the contract language which incorporate
specific provisions to state how overtime and associated labor burden and fringe benefits are to be
calculated. This will establish a set percentage to limit the labor burden and fringe benefit mark-up. An
analytical approach based on certified payrolls, labor agreements or industry resources to establish an
equitable percentage may be necessary and would remove the ambiguity and opportunity for billing in
excess of actual costs.

Timothy M. O’Brien, CPA
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Sales Tax Provisions Outlined in Contract Language Is Not Always Followed
Through our examination of contracts entered into during fiscal year 2015 and 2016, we identified
materials used by contractors and billed to the Wastewater Management Division which were not
exempted from certain state, RTD, and Cultural Facilities sale and use taxes as outlined in the contract
entered into by the Wastewater Management Division.
The 2016 Wastewater Capital Project Support Contract (referred to as the 2016 contract), contract
number 201627656, section §IB-23 of the contract language states materials used on construction
projects are exempt from certain state, RTD, and Cultural Facilities sale and use taxes. Internal controls
were not operating effectively to ensure materials used by contractors and billed to the Wastewater
Management Division were exempted from certain state, RTD, and Cultural Facilities sale and use taxes
as outlined in the provisions of the contracts. As a direct result, the Wastewater Management Division
was billed and subsequently paid for materials used on construction projects which are exempted from
certain state, RTD, and Cultural Facilities sale and use taxes. There were instances where materials were
purchased at a retailer and transported by the Contractor that did not apply the exemption. The materials
purchased from retailers are typically a small percentage, less than 5%, of the contract. This is contrary
to how the contract language is stated. The effect is a potential over payment for sales and use taxes for
materials supplied by the contractor. Also, the mark up percentage used for materials could be over
stated if the amount of taxes paid is more than required. The mark up percentage for materials and
applicable taxes for the 2015 contract was 16% and the 2016 contract was 18%.
Recommendation 3: We recommend the Wastewater Management Division review and enhance their
internal controls over the invoice review process to ensure contractor payments and reimbursements do
not include sale and use taxes as outlined in §IB-23. We also recommend modifications be made to the
contract language to explicitly state certain state, RTD, and Cultural Facilities sale and use taxes will not
be paid or reimbursed by the Wastewater Management Division.
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Ambiguity in Contract Language Allows Certain Vendors To Be Charged As Subcontractors To
The Wastewater Management Division
The Internal Revenue Service’s (IRS) Frequently Asked Questions resource defines a subcontractor as a
business or person that carries out work or provides labor as part of a large project who is not an
employee. A vendor is defined as a business or person who provides goods or services to a company or
individuals. Through our examination procedures, we identified contracts where prime contractors
categorized vendors for construction projects as subcontractors. The vendors did not provide labor on the
project site, rather they only provided a service.
On the 2015 contract, the prime contractor charges a mark-up percentage of 18 percent for the use of
subcontractors on a cost plus contract entered into with the Wastewater Management Division. As a
result of categorizing vendors as subcontractors, the vendor charges billed to the Wastewater
Management Division were charged a higher mark-up percentage. Invoices were subsequently paid by
the Wastewater Management Division which included the additional charges for the vendor which did not
meet the definition of a subcontractor, as outlined above, as the vendor did not provide labor on the
project site.
Cost plus mark-up contracts entered into between a prime contractor and the Wastewater Management
Division do not specifically define and distinguish material suppliers or contractors who provide physical
labor on a project site from vendors, suppliers, or contractors who do not provide physical labor on a
project site, but rather only provide goods or services. The current contract language results in ambiguity
in the application of the correct mark-up percentages on charges paid by the Wastewater Management
Division.
Recommendation 4: We recommend construction contract language be modified and internal controls
be enhanced to remove ambiguity and to provide more specificity on the definition of a subcontractor as
one who provides physical labor on a project site from a vendor who provides materials or services, but
does not employ physical labor on the project site. The IRS definitions may provide the necessary
guidance on enhancement and definition of who is considered a subcontractor versus a vendor.
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Wastewater Management Division’s Purchase of Asphalt Did Not Provide the Best Value to the
City and County of Denver
The Wastewater Management Division Prime Contractor purchased asphalt provided by a subcontractor
under a cost arrangement. Through examination of the 2016 Contract, we noted the Prime Contractor
charged a mark-up percentage of 18 percent for the use of a subcontractor. Under this contract, the
Prime Contractor manufactured asphalt and sold the asphalt to the subcontractor to be used on the
project site. This method of purchase allowed the Prime Contractor to contract with the subcontractor to
purchase the asphalt which resulted in the Wastewater Management Division being charged a
subcontractor mark-up of 18 percent. As a result, the purchase of asphalt by the Wastewater
Management Division and subsequently used in the construction project did not appear to provide the
best value to the City and County of Denver.
The COSO framework defines internal control as a process, effected by an entity's governing body,
management and other personnel, designed to provide "reasonable assurance" regarding the
achievement of objectives in the following categories:
•

Effectiveness and efficiency of operations

•

Reliability of financial reporting

•

Compliance with applicable laws and regulations

•

Safeguarding of Assets

Current contract language and provisions do not specifically prohibit the Prime Contractor from providing
or selling material to a subcontractor rather than self-performing the installation of asphalt. In this
instance, the Prime Contractor sold asphalt to the subcontractor at an unknown price which resulted in
the Wastewater Management Division being charged an 18 percent mark-up for the use of the
subcontractor as well as an unknown mark-up on the usage of materials or asphalt provided by the Prime
Contractor to the subcontractor.
Through inquiries of Wastewater Management Division personnel, it was identified that the City and
County of Denver has an asphalt manufacturing plant. Currently, there is no requirement to use the City’s
asphalt plant.
Recommendation 5: We recommend the Wastewater Management division review and strengthen their
process to ensure the best value is being received regarding payment on asphalt. This could include:
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•

Establishing a maximum price for installation of asphalt based on historical data specific to
cost plus contracts;

•

Considering a contract pay provision to establish a unit price for all patching which could be
performed under a separate contract;

•

Determining whether the Wastewater Management Division should prohibit the sale of
asphalt from the Prime Contractor to the subcontractor, to be installed by the subcontractor;
and

Timothy M. O’Brien, CPA
Denver Auditor

•

Determining whether the City and County of Denver’s asphalt plant has the capacity to
manufacture asphalt specifically for the Wastewater Management Division projects. If so,
incorporating a contract provision that the City and County of Denver’s plant has the right of
refusal to furnish asphalt due to other commitments and the subcontractor may then
purchase from an outside asphalt plant, with a limitation on maximum price to be paid.
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AGENCY RESPONSE
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