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USAID UNITED STATES OF AMERICA 
AGENCY FOR INTERNATIONAL DEVELOPMENT 
OFFICE OF REGIONAL INSPECTOR GENERAL 

tltn:;n 
'111'·' 
CAIRO, EGYPT 

MEMORANDUM 

Report No 6-294-00-001-P 
December 12, 1999 

TO DIRECTOR, USAIDlWest Bank and Gaza, Larry Garber 

FROM RIG/Carro, Darryl T Bums to\~~') 

SUBJECT AudIt of Change Orders Under USAIDlWest Bank and Gaza's ConstructIon 
Contracts for Water ActIvItIes m the West Bank 

Enclosed IS our final report on the subject audIt The report contams three recommendatIOns for 
strengtherung controls over constructIon contract change orders In finahzmg the report we 
consIdered your comments and recommendatIOns on the draft report The MIsSIOn's comments, 
and our evaluatIon of those comments, are summanzed on page 11 The MISSIOn's comments are 
also presented m theIr entIrety m AppendIx II Based upon the comments to the draft report, we 
consIder that final actIon has been taken on each recommendatIon 

I apprecIate the excellent cooperatIOn and courteSIes your office extended to my staff durmg the 
audIt 

Enclosure a/s 

US Malling Address 
USAID-RIG Umt 64902 

APO AE 09839-4902 

Tel (202)515-5505 
Fax(RIG/A) (202)516-2530 
Fax(RIG/I) (202)516-5316 

USAID 
Zahraa El-Maadl 

Maadl, Cazro, Egypt 
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EXECUTIVE SUMMARY 

About 70 percent ofUSAIDlWest Bank and Gaza's program budget IS apphed to ItS StrategIc 
ObjectIve 2 WhICh deals wIth water and wastewater actIvItIes m the West Bank and the Gaza 
Stnp For the most part, these actIvItIes are Implemented through contracts At the tIme of our 
audIt, the contracts Implemented under the first phase of the MISSIOn's water program were m 
the constructIOn phase willIe contracts for the second and thIrd phases were Just begmnmg 

The audIt assessed whether the MISSIon's morutonng of constructIOn change orders under ItS 
contract for first phase water actIvitles m the West Bank provIded reasonable assurance that the 
change orders were necessary and reasonably pnced Contracts m the Gaza Stnp were not 
reVIewed due to secunty consIderatIOns at the tIme of planned fieldwork 

The audIt concluded that USAlDlWest Bank and Gaza's morutonng of change orders dId 
proVIde reasonable assurance that the change orders were necessary However, the audIt 
revealed a control Issue regardmg work of a dIscretIOnary nature bemg done WIthout first 
obtammg approval from the contractmg office The techrucal office dId not dIscourage thIS 
practlce We consIdered that the techrucal office's lack of dIsagreement mIght be mterpreted 
as an mformal commItment by USAlD to pay-whIch could have contractual and funds 
control ImphcatIOns Hence we recommend that the MISSIOn make clear to constructIon 
managers and constructIOn contractors that the MISSIOn WIll not pay for addItIOnal work unless 
It has been approved m advance by the contractmg officer (See RecommendatIOn No 1) 

The audIt also found one case of a change order submItted for addItIonal work that a 
subcontractor had preVIously agreed m wntmg to do at no charge, m return for a deCISIon to 
select the least cost optIon to correct a mIstake the subcontractor had made WhIle the partIes, 
mcludmg the subcontractor and the pnme contractor, agreed WIth the arrangement at the tIme, 
later, under another change order, the same subcontractor threatened a claim agamst the pnme 
contractor To get the subcontractor to drop ItS claim, the pnme contractor supported the 
subcontractor's submISSIOn for the costs of the addItIonal work not charged under the earlIer 
change order Essentially, the pnme contractor aVOIded a claIm agamst Itself by supportmg 
further charges to USAID 

Although we bnefed the contractmg officer on thIS resubmItted change order, he subsequently 
approved It, apparently under the premIse that the work was 'taCItly endorsed" by the MISSIOn 



and therefore the MISSIOn was oblIgated to pay Smce the contractmg officer has already 
approved the resubmItted change order, we are not makmg a recommendatIOn to dIsapprove It 
We recommend, however, that the MISSIon reqUIre the constructIOn manager to state m ItS 
negotIatIOn memorandums the specIfic ratIOnale and contractual baSIS for why It conSIders a 
submItted change order to be USAID's responsIbIlIty (See RecommendatIOn No 2) 

As regards pncmg, the audIt concluded that the MISSIon's momtonng of change orders dId not 
prOVIde reasonable assurance that change orders were reasonably pnced, however, the MIsSIOn 
had recently arranged for temporary aSSIstance from the Army Corps of Engmeers to help It 
address thIS area Up to that pomt, the MIsSIOn's procedure for assunng the reasonableness of 
change order pncmg had baSIcally been to rely upon the constructIOn manager's work WIth 
lImIted momtonng of the detatls The audIt found multIple pncmg questIOns and Issues that 
mented further MISSIOn attentIon and mvestIgatIon (see AppendIX III) To aSSIst the MISSIOn 
m mvestIgatmg the pncmg Issues noted m the audIt, we prOVIded our audIt workpapers to the 
Army Corps of Engmeers personnel Longer term, however, we recommend that the MISSIon 
aSSIgn suffiCIent contractmg office staff to contmuously mom tor constructIon contracts 
Further, we recommend that the MISSIon reqUIre constructIon managers to (1) obtam baSIC 
mformatIOn at the start of the constructIOn contracts that WIll be needed later to evaluate the 
reasonableness of change order pncmg, and (2) reqUIre constructIOn managers to mstItute 
procedures that WIll make It eaSIer for the MISSIon to momtor the constructIOn managers' work 
(See RecommendatIOn No 3) 

The MISSIon agreed WIth the audIt recommendatIons and has already taken actIOn to Implement 
them The MISSIOn was concerned, however, that the second audIt findmg mIght mIslead a 
reader mto belIevmg that the MISSIon patd for the work reqUIred to fix the subcontractor's 
mIstake We conSIder that the findmg clearly shows that the MISSIon dId not pay for the work 
reqUIred to fix the subcontractor's mIstake Rather the Issue concerns the MISSIOn's payment 
for addItIOnal work beyond what was reqUIred to fix the subcontractor's mIstake-whIch 
addItIonal work the subcontractor had agreed m wntmg to do at no addItIonal charge If a 
deCISIOn was made to allow the subcontractor to fix ItS mIstake usmg the least cost optIon of 
two optIons bemg conSIdered 

A summary of management's comments and our evaluatIOn IS presented on page 11 The full 
text of the MISSIOn's comments IS mcluded m AppendIX II 

&/h-e ~ ~~~ ~ 
Office of Inspector General 
December 12, 1999 
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INTRODUCTION 

Background 

USAIDlWest Bank and Gaza's mam strategIc ObjectIve deals wIth water and wastewater 
actIvItIes Plannmg documents for 1998 showed that from FY 1996 to FY 2000 the MIsSIOn 
planned to COmmIt $265 mIllIon, 70 percent of ItS program resources, to ItS StrategIc ObjectIve 
No 2 Greater Access to and More EffectIve Use of Scarce Water Resources 1 

The audIt revIewed the MIsSIon's procedures for momtonng constructIOn change orders under ItS 
contract for first phase water actIvItIes m the West Bank At the time of our audIt the second and 
thIrd phases of the MIsSIOn's water program were just begmmng but as yet there were no 
constructIOn actIvItIes related to water 

In June 1996, USAID awarded Camp Dresser and McKee InternatIOnal, Inc (CDM) a $46 6 
mIllIon contract to Impiement the major actIVIties under the MISSIOn's first phase water 
program m the West Bank In addItIon to other project management responsIbIlItIes, CDM was 
to desIgn, procure and manage the constructIOn of certam water works The major constructIOn 
actIVItIes were a water transmISSIon system and 4 productIOn wells to serve the Hebron
Bethlehem area, and a water transmISSIon system to serve 11 VIllages near the CIty of J emn 
CDM dId the desIgn work and subcontracted wIth The MorgantI Group, Inc (heremafter 
referred to as the constructIon manager) to award and oversee subcontracts for the actual 
constructIon The constructIon manager awarded four subcontracts to first-tIer constructIOn 
subcontractors Three of the four first-tIer constructIOn subcontractors further subcontracted 
major portIOns of theIr work to local finns AppendIx IV shows the contract hIerarchy for 
these West Bank contracts 

The first-tIer constructIon subcontracts were awarded between December 1997 and Apnl 1998 
and were to be completed between December 1998 and May 1999 However, subcontract 
schedules had sbpped from three to SIX months so that the last of the works was not expected 
to be completed untIl December 1999 

As of our March 29, 1999 audIt cutoff date, the CDM contract had been amended 17 tImes 
rmsmg ItS value to $71 7 mIllIon ConstructIOn subcontracts for water actIVItIes wlthm that 
amount totaled $50 6 mIllIon, whIch mc1uded value-added taxes but not other change orders 
As of March 29,1999, under these subcontracts the constructIon manager had logged a total of 

I The CIted figures are for the MISSIOn as a whole, WhICh mcludes actIVItres m both the West Bank and the Gaza 
StrIp 

1 



662 change orders WhICh were m vanous stages of processmg, mcludmg five that the MIssIon 
had already approved Only 56 of the 66 change orders were accompamed by cost estimates of 
the change order cost The estimated cost was $6 2 mIllIon 

Smce the constructIOn manager told us that additional change orders are m the plpelme, the 
number of change orders logged by the construction manager as of our audIt cut off date does 
not represent the total number of change orders that wIll ultimately be proposed 

Audit ObjectIVe 

The Office of RegIOnal Inspector General/Cairo conducted an audIt ofUSAID/West Bank and 
Gaza's contract for ItS first phase water actIvItIes m the West Bank to answer the followmg 
audIt objectIve 

Did USAlDlWest Bank and Gaza momtor change orders under Its construction 
contracts for water activities ID the West Bank to provide reasonable assurance 
that the change orders were necessary and reasonably prIced? 

AppendIX I descnbes the audIt's scope and methodology 

, Four change orders for value added taxes are not mcluded m thIS count as they dId not mvolve constructIon per 
se and theIr amount IS mcluded m the prevIOusly mentIOned subcontracts amount 
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REPORT OF 
AUDIT FINDINGS 

Did USAIDIW est Bank and Gaza monitor change orders under Its 
construction contracts for water activities In the West Bank to provide 
reasonable assurance that the change orders were necessary and reasonably 
priced? 

USAIDlWest Bank and Gaza morutored change orders to provIde reasonable assurance that they 
were necessary However, there was one control Issue, and one change order that we dId not 
consIder necessary In regard to pncmg, the MISSIon's morutonng of change orders dId not 
proVIde reasonable assurance that change orders were reasonably pnced although the MISSIOn 
recently arranged for temporary aSSIstance to address thIs area 

In examIrung whether change orders were necessary, we noted a control Issue concernmg 
dIscretIOnary change order work proceedmg WIthout pnor approval by the MIssIOn's contractmg 
officer Furthermore, we found one change order submItted for work a subcontractor had 
prevIously agreed to do at no charge The no-charge work had been offered m return for a 
favorable deCISIon regardmg the least cost optIOn to fix a mIstake made by the subcontractor 

When determIrung whether change orders were reasonably pnced, we found that the MISSIOn's 
techrucal office rehed on the constructIOn manager to negotIate change order costs and dId 
lImIted reVIew of the detaIled supportmg documentatIon Further, the contractmg office, whIch 
the MIssIon mdicated was understaffed, largely relIed on the techrucal office's recommendatIOn 
and dId only a lImIted reVIew of change order pncmg As a result, there was sigruficant nsk that 
the MIssIon would approve questIOnable change order pncmg WIthout bemg aware that It had 
done so However, the MIssIOn's contractmg office subsequently arranged for asSIstance from 
the Army Corps of Engmeers m processmg the backlog of change orders whIch seems to have 
temporanly mItIgated the pnce nsk 

3 



AVOldmg UnauthorIZed Commitments 

Only contractmg officers are authonzed to enter mto contracts on behalf of the U S government 
In revIewmg change order files, we noted a sIgmficant number of mstances where change order 
work of a dIscretIonary nature was done wIthout obtammg contractmg officer approval In the 
typIcal SItuatIOn, the PalestIman Water Authonty (PWA) had mdIcated that It wanted the 
addItIonal work done The constructIOn manager took upon Itself to dIrect that the work be done, 
whIle keepmg the USAID techmcal office mformed of what It was domg The constructIOn 
manager and subcontractors mvolved worked under the assumptIon that USAID would pay smce 
the PW A wanted the work and the USAID techmcal office had been kept mformed throughout 
the process and dId not object However, the techmcal office has no authonty to approve 
addItIonal contract work Furthermore, the contractors mvolved mIght mterpret the techmcal 
office's lack of dIsagreement WIth the addItIonal work as an mformal USAID commItment to pay 
for the work, whIch could have contractual and funds control ImphcatIOns 

RecommendatIOn No 1 We recommend that USAID/West Bank and Gaza, for the 
next round of constructIOn under Its water program, make clear to all constructIOn 
managers and construction contractors mvolved that USAID will not pay for 
additIOnal work unless the contractmg officer requests the work III advance 

The Federal AcqUISItIon RegulatIOn (FAR) states that only contractmg officers may be enter mto 
contracts on behalf of the U S government WIthm certam hmits explamed m FAR, an 
unauthonzed commItment (1 e, an agreement that IS not bmdmg solely because the government 
representatIve who made It lacked the authonty to enter mto the agreement on behalf of the 
government) may be ratIfied by the Agency However, It IS clearly the mtent of FAR to 
dIscourage such unauthonzed commItments 

The audIt noted that change orders under the MISSIOn's West Bank water program came about 
due to a vanety of reasons, many beyond anyone's control to aVOId Among the reasons noted 
for change orders were the followmg 

• To accommodate requests from the PW A or munICIpalItIes along the route of the 
constructIon for deSIgn changes, addItIOnal work and alternate pipelme routmgs, 

• Schedule delays due to landowner protests, demal of access to the work SIte by the Israeh 
Defense Forces, or the SIte not bemg avaIlable for work at the agreed upon date due to lack 
of permIts or another contractor stIll workmg at the SIte, 

• SIte condItIons changed from the ongmal bId condItIon or not antICIpated m the ongmal 
bId, and 

• Value engmeenng changes 
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However, there were a number of change orders, generally addItIonal work requested by the 
PW A or munIcipahtIes along the route of the water works, wluch we consIdered dIscretIonary 
For these ruscretIonary addItIons to the contract scope, contractmg officer approval should have 
been obtamed before the work was started or costs mcurred However, the files dId not mdicate 
that tlus always happened 

For example, m the subcontract for the water transmISSIon system between Hebron and 
Bethlehem the audIt reVIewed m detatl rune change orders (from earlIer m the subcontract penod) 
With estImated costs of about $597,000 3 Tlus mcluded five change orders for dIscretIOnary work 
that had estImated costs of about $285,000 In only one case was the contractmg officer's 
approval (for up to $50,000) obtamed m advance 

An example of a change order for dIscretIOnary work that was not pre-approved by the 
contractmg officer was addItIonal work to lay both a German-funded water transmISSIOn lme and 
the USAID lme m the same trench where the two lmes passed through two murucipahties The 
work was agreed to at a meetmg between one of the murucIpahtIes, the PW A, the constructIOn 
manager and the constructIOn subcontractor Work m the first munICIpalIty was completed over a 
two-month penod and the constructIOn manager was ready to dIrect the work to begm m the 
second murucIpahty when the pnme contractor noted that although everyone mvolved, mcludmg 
USAID, agreed WIth the techmcal ments of a dual-pIpe trench, no one from USAID had come 
forward to commIt the addItIonal funds reqUIred The pnme contractor was concerned about 
domg addItIonal work m the second murucIpahty because the head of the USAID techmcal office 
had stated emphatIcally that USAID was not gomg to pay for the dual-pIpe trench m the first 
murucIpahty because It felt the cost was unJustIfied 

The subcontractor's representatIve stated that they dId the work m advance of the contractmg 
officer's approval m order to matntam the subcontract work schedule Furthermore, he stated that 
USAID techrucal representatIves had attended weekly progress meetmgs where the work was 
dIscussed, and that they knew what was gomg on 

Our pomt of bnngmg up the lack of contractmg officer approvals IS not necessanly to questIOn 
whether USAID should ultImately pay for the costs of these change orders Rather, we questIOn 
the control aspect ofpermIttmg costs to be mcurred WIthout makmg the financIal arrangements to 
pay for the work (funds control consIderatIOns) and the possIbIlIty that the technIcal office's lack 
of dIsagreement mIght be mterpreted as a commItment by the U S government to pay for the 
work Tlus could present legal problems should USAID deCIde It should not pay 

3 For purposes of thiS diSCUSSIon we excluded two further change orders that we also reVIewed m detaIl but that 
eIther dId not mvolve constructIon or reduced rather than mcreased costs 
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Change Order Approved for Work that the Subcontractor 
Previously Agreed to Do at No Additional Charge 

The MIsSIon should not pay for addItIonal work that was covered for payment under a prevIOUS 
agreement However, the audIt noted one such case where a subcontractor had prevIOusly agreed 
to do addItIonal work requested by the Paiestmian Water Authonty (PWA) at no charge m return 
for a decIsIon to select the least cost optIon to correct a mIstake the subcontractor had made The 
change order, whIch was ongmally submItted wIthout charge to USAID, was later revIsed and 
resubmItted to USAID for payment The resubmissIOn was the result of an agreement among the 
pnme contractor, constructIOn manager, and subcontractor under a later change order for the 
subcontractor to drop a threatened claim agamst the pnme contractor In return, the pnme 
contractor agreed to support the subcontractor to resubmIt to USAID for the cost of the addItIonal 
work under the earher change order 

RecommendatIOn No 2 We recommend that USAJDIWest Bank and Gaza, for the 
next round of constructIOn contracts under Its water program, reqUire constructIOn 
managers to document ID change order negotiatIOn memorandums the specific 
contractual basIs for why the change order costs are USAJD's responsibility rather 
than the IDvolved contractors or other parties 

WhIle there are many consIderatIOns that the MISSIOn must take mto account m decIdmg whether 
to pay for a change order, a basIC one IS whether someone else already agreed to pay for the work 
In the case of change order number one under the subcontract for the Hebron-Bethlehem water 
transmISSIon system, the technIcal officer told us that the matter was agreed to WIthout requestmg 
USAID to consIder fundmg the work 

Change order file documentatIOn mdicates that m early December 1997, before the subcontractor 
began constructIOn, the PW A proposed certam addItIonal work to the pnme contractor and the 
constructIOn manager In order to accommodate a planned MmIstry of Housmg housmg 
subdIVISIon below the Bethlehem reservOIr, the PW A wanted the USAID pIpelIne rerouted 
around the edge of the property and an eXIstmg Bethlehem Water ServIce and Sewage Authonty 
(WSSA) pIpelIne to be dug up and re-laid alongSIde the USAID lme 

USAID was mformed of thIS request and asked the PW A to formally present the request to 
USAID so that the compleXIty and cost of the work could be evaluated PW A never dId thIS, 
possIbly as a result of subsequent events 

In early January 1998, the subcontractor began excavatmg the Bethlehem reservOIr SIte and 
ImmedIately made a senous mIstake-It over-excavated by two meters Half the SIte had been 
excavated before the subcontractor realIzed ItS error The subcontractor was then faced WIth 
eIther excavatmg the remamder of the SIte to the same level, or backfillIng the over-excavated 
part WIth concrete Further excavatIOn was by far the less expenSIve optIOn Therefore, the 
subcontractor proposed to lower the reservOIr's elevatIon The change order file mdicates that the 
subcontractor proposed to relocate the WSSA lIne at no addItIOnal cost If the pnme contractor 
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agreed to lower the reservOIr by two meters 

The subcontractor's proposal was consIdered by a commIttee consIstmg of representatIves from 
USAID, PWA, the pnme contractor, and the constructIon manager It was found to be 
acceptable, assummg an analysIs of the hydraulIc effects bore out no sigruficant effect PW A 
then wrote a letter of no-ObjectIOn to reducmg the reservOIr's elevatIOn contmgent on the 
subcontractor relocatmg the WSSA lme at no addItIonal charge The subcontractor agreed m 
wntmg to shoulder the cost of the work requested by PW A and the reroutmg of the USAID 
pIpelIne 

Subsequently, however, an Impasse developed between the subcontractor and the pnme 
contractor regardmg responsIbIlIty for part of the costs under a dIfferent change order 4 The 
subcontractor stated ItS mtentIOn to pursue a claIm agamst the pnme contractor 

The pnme contractor then reVIewed the ongmally submItted change order number one and 
determmed that It conflIcted WIth the subcontractor's contract The pnme contractor concluded 
that the change order as ongmally submItted assumed a hypothetIcal oblIgatIOn on the part of the 
subcontractor to fill m the over-excavatIOn to correct ItS error The pnme contractor noted that 
whIle the subcontractor was responsIble for correctmg ItS error, the subcontractor was only 
obhgated to bear the cost of domg the further excavatIOn-not the extra work beyond that whIch 
It had ongmally agreed to do 

Shortly after thIs, the constructIOn manager submItted a reVIsed change order number one for 
payment by USAID5 and the subcontractor agreed to WIthdraw ItS mtentIOn to pursue a claim 
under the other change order 

Although the subcontractor dId the extra work requested by PWA, we dIsagree that USAID 
had a responsIbIhty to pay for that work The subcontractor proposed domg the work at no 
charge m return for a favorable deCISIon to reduce the elevatIOn of the Bethlehem reservOIr 
That favorable declSlon was made by the partIes mentIOned above However, PW A, the 
benefiCIary of the constructed works, condItIoned ItS approval on the subcontractor domg the 
extra work at no addItIOnal charge The subcontractor agreed In wrztlng Hence, we conSIder 
that the two most mterested partIes mvolved m thIS agreement-PW A and the subcontractor
each receIved what they requested and the matter should have been conSIdered settled 

We bnefed the contractmg officer on thIs Issue, argumg agamst approval However, he 
ultImately deCIded to approve the resubmItted change order apparently under the premIse that 
the work was "taCItly endorsed" by the MISSIOn and therefore the MISSIOn was oblIgated to 
pay Smce the contractmg officer's deCISIOn bmds the government, we are not makmg a 

4 The file mdicates that the constructIOn manager had negotIated the dIsputed costs down to $64,70 I However, 
thIS was an Issue between the two contractors and not the responsibIlIty of USAID 

5 The reVIsed change order amount was $86,063 versus a net of $0 as ongmally subrrutted The dIfference IS due 
to mcIudmg the value of the extra work that the subcontractor had preVIOusly agreed to do at no charge 
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recommendatIon to dIsapprove the change order But we do recommend that future I 
negotIatIOn memorandums mclude the specIfic ratIOnale and contractual basIs for why the 
submItted change order costs are USAID's responsIbIhty rather than the responsIbIhty of 

~ I 
Closer Momtormg of Change Order PrIcmg Needed 

Contractmg officers are responsIble for purchasmg supphes and servIces at faIr and reasonable I 
pnces In evaluatmg the MISSIOn's momtonng of change orders, we noted that the MISSIOn 
rehed heavIly on the constructIOn manager to negotIate reasonable pnces for change orders and 
dId lImIted momtonng of the detaIls The basIc causes for lImIted MISSIon momtonng were I 
the technIcal office's belIef that It could rely on the constructIOn manager's work WIthout 
gettmg mto the detaIls of the pncmg, and the contractmg office's overloaded work schedule 
whIch prevented It from momtonng pncmg more closely WhIle the constructIOn manager dId 
negotIate down most change order pnces submItted by subcontractors, there were a vanety of 
related Issues that mdIcated the need for closer MISSIOn momtonng ofpncmg 

RecommendatIOn No 3 We recommend that USAID/West Bank and Gaza, for 
constructIon contracts under Its second and thIrd phase water program, develop and 
Implement an Improved system for momtormg change order prIcmg At a mmlmum, 
the Improved system should consider 

3 1 Asslgnmg contractmg office staff on a contmuous baSIS to monItor 
constructIon contracts/subcontracts, their assOCiated change orders, and constructIOn 
managers' procedures for negotIatmg change order prices 

3 2 ReqUIring constructIon managers to obtam, at the begmnmg of the 
contracts/subcontracts, baSIC mformatIOn and supportmg documentatIOn needed for 
subsequent evaluation of the reasonableness of change order prlcmg (such 
mformatlon would mclude the fixed umt prices negotiated by the construction 
contractor for subcontracted work, and compensatIOn levels by mdividual core staff, 
actual eqUIpment costs, and overhead costs, for the constructIOn contractor and Its 
major subcontractors) 

3 3 ReqUIring construction managers to (I) fully mdex, With the supportmg detail 
attached, the final version of negotiated change orders, (II) obtam eVidence from the 
constructIOn contractors of the amounts negotIated or paid to lower tier 
subcontractors for work done on mdividual change orders, and (Ill) mamtam an 
organIZed database of local market pnces that the MISSion can check agamst to assess 
the reasonableness of umt prices 

The Federal AcqUIsItIon RegulatIOn (FAR) states that contractmg officers are responSIble for 
purchasmg supplIes and servIces at faIr and reasonable pnces and that they should use data on 
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costs and pncmg to evaluate proposed pnces for constructIon 

For change orders under West Bank constructIOn subcontracts, we noted that the MIssIon 
basIcally relIed on the constructIOn manager to negotIate faIr pnces, wIth lImIted MIssIOn 
revIew of the detaIls The momtonng done by the MISSIon was spht between the MIssIOn's 
techmcal and contractIng offices However, the techmcal office basIcally relIed on the work of 
the constructIOn manager Without detaIled reVIew of pncmg support, and the contractmg office 
relIed on the reVIew done by the techmcal office 

At one pomt, the MIssIOn's techmcal officer stated that cost control was part of the 
constructIOn manager's responsIbIlIty and that when the constructIOn manager submIts a 
negotIated change order It provIdes backup wmch proves the costs are faIr and reasonable 6 

For the first change orders approved by the MIssIOn's contractmg officer, the contractmg office 
reqUIred the techmcal officer to certIfy that the pnces of the submItted change orders were 
reasonable However, the techmcal officer told us that he was never m a posItIOn to make such 
a certIficatIon 

Our assessment of the reasonableness of change order pnces found that, m general, the 
constructIOn manager was domg a good Job m negotIatmg down the pnces of change orders 
We saw eVIdence of thts m the dIfference between the pnces of ongmally submItted change 
orders and the final negotIated pnces 

The constructIon manager's procedures mvolved first determmmg the number of work umts 
and then negotIatmg the unIt pnces The constructIOn manager mdicated that It uses umt pnces 
for SImIlar work m the subcontractors' fixed pnced contracts, negotIated pnces m earlIer 
change orders, pro forma mVOices for matenal Items, and local market pnces Although we 
could not venfy that the constructIon manager checked local market pnces because It dId not 
mamtam an organIzed database of such pnces, m general, the procedures descnbed to us 
seemed reasonable 

However, upon closer analysIs we noted multIple pncmg questIOnslissues that men ted further 
MIssIOn attentIOn and mvestIgatIon For example, for a number of change orders we were not 
able to venfY the actual amounts paId by the subcontractor, even though the work had been 
done before the change order was finally negotIated In such cases, we would expect the 
constructIon manager to venfY how much the subcontractor actually paId for the work to 
assure that subcontractor does not profit unreasonably On certam change orders we were not 
able to trace back to the source of the urnt pnces for some or most of the Items to assess 
whether they were reasonable Certam Items of cost, such as overheads and actual labor and 
eqUIpment costs for schedule delays, were not supported by documentatIOn to allow us to 
assess what the actual costs were In some cases the pnces charged appeared to be hIgher than 

6 We requested documentatIOn of the tecluucal officer's analYSIS of change order proposals to reach the 
conclUSIOn that the costs are faIr and reasonable and were told that the reVIew IS only documented when the 
techmcal officer takes exceptIOn to somethIng Certam change orders mcIuded m the audIt sample dId eVIdence 
comments by the tecluucal officer regardmg pncmg Issues 
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what the first-her subcontractor paId InconsIstencIes also eXIsted between related change 
orders such as mdlvldual salary amounts and the percentage of a worker's hme allocated 
between subcontracts And, m some cases, change orders mcluded costs that should not have 
been mcluded See AppendIx III for a vanety of examples that mdlcate a need for close 
MISSIon oversIght of change order pncmg 

We attnbute some of the above Issues to the constructIon manager not havmg the same cost 
onentatIOn as a government cost analyst Other Issues may be attnbuted to the MIssIon not 
havmg been explIcIt about the type of support It expects for submItted costs, or the need to 
show a clear traIl to the source documents StIll, the underlymg cause seems to be msufficlent 
MIssIon momtonng of change order pncmg, partIcularly by the contractmg office The 
contractmg office attnbutes ItS weak momtonng to msufficlent staffing 

We belIeve that the MISSIOn's lImIted momtonng of change order pncmg has already led to 
mmor cases where It paId more for some change orders than It should have (e g, paymg 
exceSSIve rates for stop work claIms and paymg a markup for sIte overhead costs that should 
already be mcluded m the subcontract pnce) However, wIth the recent amval of personnel 
from the Army Corps of Engmeers to assIst the contractmg office m processmg Its backlog of 
change orders, the MIssIon should be able to IdentIfy and resolve further mstances of 
questIOnable pncmg before the remammg change orders are paId 7 In the longer tenn, 
however, It would be hIghly desIrable to mcrease contractmg office staffing to allow for 
contmuous momtonng constructIon contracts and subcontracts and related pncmg 

There are certam thmgs the MIssIon could request the constructIon manager to do to make It 
eaSIer for the MIssIon to momtor change order pncmg For example, early III the lIfe of a 
constructIOn contract the constructIOn manager could be requested to obtam mfonnatIOn that 
WIll be needed later on m assessmg the pnces of change orders Some examples of the 
mfonnatlon that would be useful mclude the fixed umt pnces the constructIOn contractor has 
negotIated wIth ItS major subcontractors, and overhead and profit markups that the constructIOn 
contractors WIll charge to change order work along wIth supportmg documentatIOn Also, to 
facIhtate the reVIew of change orders once they are negotIated by the constructIOn manager, the 
MIssIon could request the constructIon manager to fully mdex, WIth supportmg detaIl, the final 
verSIOn of negotIated change orders, and mamtam an organIzed database of local market pnces 
whIch the MISSIOn could reVIew to assess the reasonableness of pnces for Items purchased 
locally 

Fmally, we suggest that the MIssIon contractmg office arrange wIth the constructIOn manager 
to reVIew the proposed pncmg m advance of finalIzmg a change order negotIatIOn m order to 
hIghlIght whether there are any ObvIOusly questIOnable or unsupported Items that should be 
addressed 

7 We provIded copIes of our workpapers to the Army Corps of Engmeers personnel for theIr use III mvesngatmg 
the Issues noted m the change orders that we reviewed 
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We belIeve that these suggestIons wIll sIgruficantly reduce the MISSIon's contractmg staff 
momtonng burden However, MIssIon contractmg staff WIll stIll need to contmuously mom tor 
constructIOn contracts and communIcate regularly wIth the constructIOn manager to assure the 
contractmg office IS aware of the detaIls and Issues on all change orders 

Management Comments and Our Evaluation 

The MISSIon agreed WIth the three report recommendatIOns and has already taken actIon to 
Implement them However, It stated that the second audIt findmg tends to mIslead a reader mto 
behevmg that the MISSIOn paId for a mIstake made by a subcontractor The MISSIon stated that It 
dId not pay for the subcontractor's mIstake, and that It only paId for addItIOnal work reqUIred due 
to the relocatIOn of the well The MISSIOn requested that the second audIt findmg be clanfied to 
ensure that a reader wIll not be mIsled 

We thmk that the second audIt findmg IS clear as wntten The Issue IS not that the MISSIon paId 
for the mIstake of the subcontractor-It dId not Instead, the Issue concerns the MISSIOn paymg 
for addItIonal work beyond what was reqUIred to fix the subcontractor's mIstake The 
subcontractor proposed to do thIs addItIonal work at no charge If a deCISIon was made to allow 
the subcontractor to fix ItS mIstake usmg the least cost optIOn of two optIOns bemg conSIdered 

The MISSIon asserts that It paId only for addItIonal work reqUIred due to the relocatIOn of the well 
[actually It was a water reservOIr] ThIs IS not correct The MISSIon paId for more than the 
addItIonal work reqUIred due to the relocatIon of the water reservOIr As explamed m the audIt 
findmg, addItIOnal work was done to accommodate the PalestIman Water Authonty's request to 
reroute the path ofthe USAID-funded pIpelme around a property located below the reservOIr and 
also to dIg up and relocate an eXIstmg water lme of the Bethlehem Water ServIce and Sewage 
Authonty The subcontractor agreed to fund the costs of thIs addItIonal work plus certam other 
work at no charge m return for the favorable declSlon on the least cost optIOn to fix the 
subcontractor's mIstake 
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Scope 

SCOPE AND 
METHODOLOGY 

Appendix I 
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We conducted our audIt of change orders under USAIDlWest Bank and Gaza's constructIOn 
contracts for water actIvItIes m the West Bank m accordance WIth generally accepted government 
audItmg standards We perfonned tlns audIt from February through May 1999 In conductmg thIS 
audIt, we exammed the mternal controls related to the audIt objective 

The audIt mtended to reVIew the MISSIOn's morutonng of water and wastewater contracts m both 
the West Bank and the Gaza Stnp, but secunty consIderatIOns m the Gaza Stnp prevented us from 
domg work there Hence, the audIt scope was reVIsed to exclude actiVIties m the Gaza Stnp 

The audIt reVIewed only those contracts for constructIOn of water works underway or completed at 
the tIme of the audIt Such actIVItIes were mcluded m what the MISSIon calls ItS first phase water 
program The second and tlnrd phases of the MISSIOn's water program were about to start or had 
Just begun at the time of our audIt, but smce no water works constructIOn had begun no actIvItIes 
from the second or tlnrd phase water programs are mcluded m the audIt scope 

The audIt scope also dId not mclude constructIOn actiVItIes unrelated to water, e g, road 
constructIon actIVIties not part of a water actIVIty, change orders or contract modIficatIOns related to 
the deSIgn phase of the MISSIOn's contract for water actIVItIes m the West Bank, or other work not 
specIfically related to the constructIOn of water works 

The audIt scope was further lImIted to reVIewmg only change orders from constructIOn 
subcontractors rather than those submItted for the constructIOn manager or the pnme contractor 

AppendIX IV details the contractual lnerarchy for the MIssIon's first phase water program m the 
West Bank 8 All the contract actIVItIes flowed from a pnme contract awarded to Camp Dresser and 

8 The fIrst phase water program ill the West Bank also mc1uded grant-funded actlvltles nnplemented by the Umted 
NatIOns Development Program and certam pnvate voluntary orgaruzatlons These actlvltles were excluded from the 
audIt scope 
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McKee Internatlonal, Inc (CDM) m June 1996 As of our audIt cutoff date, March 29, 1999, the 
CDM contract had been amended 17 times ralsmg Its value to $71 7 mIllIon The constructIOn 
subcontracts for water actIvitles awarded under thIS $71 7 mIllIon amounted to about $506 mIllIon 
mclusIve of value-added taxes but exclusIve of other change orders 

As of March 29, 1999, except for four change orders relatmg to the reImbursement of value-added 
taxes,9 the constructlon manager had logged a total of 66 change orders whIch were m vanous 
stages ofprocessmg (mcludmg 5 valued at $119,493 already approved by the MISSIOn) Only 56 of 
these 66 change orders had estimates of the change order cost, wIth the estImated cost bemg $6 2 
mIllIon 

We performed the audIt at USAIDlWest Bank and Gaza m Tel AVIV, Israel, and at the offices of the 
constructIOn manager and the three first-tIer constructIon subcontractors m the Hebron-Bethlehem 
area We mtervIewed personnel and revIewed change order files at the MISSIon, the constructIOn 
manager, and at first-tIer constructIOn subcontractors m the Hebron-Bethlehem area We also 
vIsIted constructIOn SItes m the Hebron-Bethlehem and Jenm areas However, due to the 10gIStlCS 
mvolved and tIme constramts, we dId not mtervlew personnel or reVIew files at the fourth first-tIer 
constructIOn subcontractor located m the Jenm area Further, we dId not VISIt any second- or lower
tIer constructIon subcontractors m eIther the Hebron-Bethlehem or Jemn areas 

Methodology 

To determme whether USAIDlWest Bank and Gaza momtored water constructIOn contracts m the 
West Bank for reasonable assurance that the change orders were necessary and reasonably pnced, 
as of our March 29, 1999 audIt cutoff date, we Judgmentally sampled change orders logged by the 
constructIon manager for the four first-tIer constructIOn subcontractors 

Our sample conSIsted of29 change orders logged for the three first-tIer constructIOn subcontractors 
m the Hebron-Bethlehem area and one from the subcontractor m the Jemn area ThIs latter change 
order was selected to reVIew Its conSIstency WIth a related change order submItted by one of the 
subcontractors m the Hebron-Bethlehem area 

For each change order we assessed whether the constructIOn manager 

• Cnhcally assessed whose responSIbIlIty It was to pay for the work 

9 The MlsslOn approved a change order for each of the four consttuctlOn subcontractors (total value about $35 
mIllIon) to reimburse them for value-added taxes they were requued to pay to the IsraelI and Palestlman authontles 
For purposes of dlscusslOn we exclude them from the change order count because they did not mvolve consttuctlOn 
changes per se but only a fundmg mechamsm to reunburse taxes 
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• Venfied the number of work urnts reqUIred for the change order 

• Venfied the reasonableness of proposed urnt pnces 
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• Venfied that the first-tIer constructIOn subcontractor actually mcurred the specIfied addItIonal 
costs 

• Offset the cost of change work With the cost of the contracted work aVOIded as a result of the 
change order 

• Obtamed eVIdence of the tunes work stoppages started and ended 

• Evaluated the reasonableness of claImed slIppage agaInst the cntIcal path, m cases of overall 
subcontract schedule delays 

• ObtaIned approval of the MIssIon's techmcal office and contractmg officer before directmg the 
subcontractor to proceed on dIscretIOnary addItIOns to the subcontract scope 

In assessmg whether change orders were necessary, we applIed the very lIberal cntena that If the 
MISSIOn requested change order work, It was necessary Thus we dId not questIOn change orders 
whIch added addItIonal features or hIgher speCIficatIOns to the water works though techmcally 
some of those may not have been necessary Nor dId we questIOn the neceSSIty of certam addItIonal 
works that dId not add anythIng to the water works, but whIch the MISSIOn may have approved for 
other reasons, such as gammg cooperatIOn from murncipalItIes through whIch the water works 
needed to pass 

In IdentIfymg mstances of questIOnable pncmg we were guIded by the general contract cost 
pnncipies and procedures speCIfied m FAR, Part 31 However, due to the lImIted tIme aVaIlable 
for the audIt, we stopped our reVIew at the pomt of Identrfymg mstances of questIOnable pncmg and 
dId not do the addItIonal work to reach a final conclUSIOn on whether the costs should be allowed or 
at what amount 

As a matenally threshold, we conSIdered that an error rate of five percent or less mdicated that the 
MISSIon adequately momtored the attrIbute m questIon, an error rate between 5 and 10 percent 
mdIcated that the MISSIOn's momtonng was a "qualIfied satIsfactory" WIth sIgmficant exceptIOns, 
and an error rate of greater than 10 percent (1 e, more than 10 percent of the sample Items contamed 
errors) mdicated that the MISSIOn's momtonng was not satIsfactory 
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To 

From 

United States Agency for Internatxonal Development 
West Bank and Gaza 1\1JS51on 

Darryl T Bum, RI~ 

WIlham Ha~ctlng MissIon DIrector USAID/w est Bank' Gaza 
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Draft report tltled "Audrt of Change OrcL<>rS under USAIDlWest Bank dnd 
Gaza s ConstructIon Contracts for Water AcuVlUes In the West B2Ilk. 

Date ~ove;m.ber 15. 1999 

We would h1.e to thank the audItors for the cooperatlon they demonstrated dunng thIs 
dtfficu1t audIt We Implemented all the recommendations and beheve that th~ ,.,.,Ill 
llllprove the management of the ~sttng contracts Moreover, thIs audIt has endorsed 
management s dec Slon to change contract moda.iltles to elumnate potentIal confhcts of 
mterest 

RecommendatIon # 1 

'" e recommend that USAIDlWest Bank and Gaza for the ne'\"t round of construc:t1on 
under lts water program, make clear to the construCtlon managers and constructlon 
contractors Involved that USAID w1l1 not pay for aadttlonaI work unless the contrac+.lllg 
officer request ... the work m advance 

MISSIOn Response 

We agree WIth tl:us recommendatIOn. We sent the folloWlng letter (see attachment I) to 
all our construc:t1on and constructlon management contractors mformlDg them that 
US AJD shall not pay for work performed WIthout the contractl!lg officer s pnor approval 
Based on th.ts, we request that tlus recommendatIon be closed upon rep0'11ssuance 

T~t .40 ... 1,... Amenaa :ea. ..... " 
71 Hayulun> St. 

lo:ru.qtem.. "'""nco" Con."bt1: C."ua' 
po.Bor~O 



Rec&mmend.nnon # 2 
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We reconuncnd that USAID/West Bank and Gaza for tbe next round of constnlctton 
contracts under ltS water program, requrre construct1on managers to document In change 
order negotIatlon memorandums the: speClfic contractual basl$ for why the constructlon 
manager considers the subnutted change order costs are USAID''i respoJlSlblhty versus 
the responslbtltty of the Involved contractors or other pal'tles 

Missiop Response 

We .tgreewlth thls recommendatton and Incorporated the essence ofrus recommendatlOD 
In the attached letter sent to all USAID constructton management contractors We 
beheve tins addresses the Issue riUsed, and accordmgly reque~ that the recommendat1on 
be closed upon report Issuance 

~ec:otQmendatlOD # 3 

We recommend that USAIDlWest Bank..nJ Gaza. for constructJon contracts under Its 
o;econd and tlurd phase water program d~elop and Implement an unproved system for 
..norutonag change order pncrng. At a rrummum the unproved system should conSIder 

, A) ASSlgnmg contractmg office staff on a contmwng bas1s to morutor constnlctton 
contractS/subcontracts, theU' assocIated change oeders, and constructlon managers 
procedures for negotJatUlg change order pnces 

ffi} R~wrmg coDStruCtlon managers to obtam, at the begmrung of the 
contracts/subcontracts, baSIC mformatlon and supportmg documentatlon needed for 
subsequent evaluatlon of the reasonableness of change order pncmg (such 
mformabon would !Delude the fixed unzt pnCel> negotlated by the constructlon 
tontractor for subcontracted work, and compensauon levels by u-Glvldual core staff 
:!ctua1 ~lpmeDt costs, and overhP.ad cost'l, for the construCtlon contractor and Its 
maJor subcontractors) 

(C) Requumg constructlon managers to (l) fully mdex, Wlth the supportmg dew! 
attached, the final versIon ofnegottated change orders, (u) obtaIn evIdence from the 
constructIon subcoutractors of the amounts negotlated or paid to lower tier 
'iubcontractors for work done On mWV1dual change orders, and (IU) mamtam an 
organIZed database&' of local market pnces that the: MIsSIon can cheCY agatnSt to 
asses5 the reasonableness of unit pnces 

I 
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MIssion Re5llonse 
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We agree wIth tlus recommendatIon As stated before, we restructured our contractmg 
procedures In hne WIth Part 36 of the FAR to Improve construcnon contract management 
Under tfus new modalIty, the constructIOn management contractor WIll clearly be a 
USAID agent They wtI1 not have any contractual relationshIp WJth the constructlon 
contractors Accordmgly we will be able to pla~ greater rehance on their work Whlle 
we bclJeve tbts process will address many of the ISsues raIsed In the audIt III the future, 
we unplemented the followmg to rruogate the nsks Inherent In the exIStIng contracts 

(a) We assIgned the Seruor Contracts Specl.ahst to morutor the 3td and 4th phase 
constructlon contracts under unplementabon at present In tlus cap8.Clty, the 
speclahst attends all meeungs where change orders ancllor pncmg Issues are 
dIScussed 

(b) We scntthe attached letter (see attachment 1) to all our COnstluclIOnI 
constructIon management contractors TIns letter establIshes the bllSlc 
mformatlon they need to snhnnt Tn order to process a change order In 
addItIOn, It asks them to establIsh data bases ul"Cessary to manage thIs functIon 
mOR: eifecb.ve1y 

(c) We purchased pncmg manuals and are creatmg a database at the MIsSIon to 
facliltate future pncmg revIewS We have also declded to hire a"FSN 
employee to oversee pnclllg Issues of all constructlon actlVlt1es 

Wt. n:qu~ that thts recommendatIon be closed upon repon Issuance 

w~ also offer the foUowmg comments Wltb respect to the body of the report 

Executive Summmy. Page 1 Paragraph 4 Concludes by statIng Although we bnefed 
the contracbng officer on thIs resubmItted change order, he subsequently approved tt, 
apparently under the prenuse that the work was 'tacItly endorseti" by the M1$Slon and 
therefore the Mtsszon was obugated to pay" 

The discussIon contamed In the report that precedes the above statement may be factual 
However, rt bad no dlrect beanng on what was «tacrtly endorsed" by the MISMOn, and on 
the contractl!1g officer's deClSlon to approve the change order USAlD pald only for 
3ddttlonal work reqwred due to the relocatlon of the well The paragrapb as presently 
formulated tends to JDlslead a reader mto bel1eV1!18 that the l\o1isslon paId for a nnstake 
made by the subcontractor USAID dtd not pay for the subcontractor s mIstakes We 
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beheve that thts sectton should be modified to proVlde proper context, to set the record 
strcnght and to ensure that a reader W1.U not be IIllsled The facts as stated in the 
negotlat.lon memorandum proVIded to the audItors are as follows The anginal sIte was 
sold to a developer and an alternate site selected to bwld the Bethlehem ReservOIr At 
the request of the PaIestuuan Water '\uthonty an e?aStmg 10-mch water dlstnbuuon !me 
was removed and co-located m the new dlstnbutlon lme at the alternate site The 
COIlStl:UCt1on management contractor du'ected tlns work that was known by the USAID 
prOject manager These actJollS resulted Ul addmonal work such as honzontal 
realtgnment of the resc:rvorr to accommodate the new Site, and 380 meters of addmonal 
trencrung, plpmg and roadwork The contractor subrrutted a final estunate of$ 90,000 
.... mcb was settled by the contractlng officer for $ 86,063 The construct10n contractor 
over-excavated the reservo!! by two meters necessltatmg additional re--ahgnment As 
stated above these costs resulted from the contractor s nustake They are the 
o::ontractor's responslbtllty, and accordmgly, USAID did not pay these costs 

'Page 6 Paragraph I TIns paragraph contauls almost ,dmucaJ language to that contamed 
n the Executlve Summary sectIon Identified above It should also be modified to ensure 

that a reader 'POUld not be nllsled 

-
-
-
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Dear SIr, 

Umted States Agency for InternatIOnal Development 
West Bank and Gaza MIssion 

Attachement N'o 1 

To whom It may concern 
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Ref (Note Inan"duaI Letter sent 10 each Constructlon Contractor at 
USAI/)/ West Bank / Gaza) 

A recent autht Identffied the followmg weahresses that ! bebeve must be addressed to 
Improve the management of all constructIon and construction management contracts. 
WhIle! have drscujsed these Issues at many meetmgs I tlunk 11 hest that we have. a 
written record. 

Ciumge Orders 

• AuthorlZatlon. 1 must authonze all addrtlonai work that may lead to increased costs 
In advance and preferably In wntmg, before work begzns Airy costs mcurred wlthout 
my pnor authonzatron shall not he considered for fundmg at a latter time In thIS 
regard I would lzke to rerterate that USAlD project managers or personnel of hosl 
inStItutions WIth whIch you work are not authonzed to approye addJtzona[ work that 
may result m Increased costs 

• Documentatron. ) ask that a negotlatzon memo from the consfnlCtlon management 
contractor be attached to all change order reqtlests. These change orders must 
address the followmg lSSUes 

CI T.fIlry should USAID bear the cost of thIS change order? You must clearly 
establISh wiry zn your OpZnfon the change order IS USAID s responslbllzty as 
opposed to that of a tinrd par,>, mcludmg the constructIon contractor 

c The change order request must mclude adequate supportmg detOlI that IS 
appropnately l1Idexed In order to faCIlitate reWew The supportmg detail 
should mc!ude evukrrtzary matter from the construction contractors of 
amounts negotiated or paid to subconrractors jor work done on the change 
order and reference to the database or riocumr:I1lS referred to In 

ascertammg the reasonableness of umt and other pnces 

Tel AYIY Amenellll Embauy 
71 Hayubla SL 
Tel 972 3 S114843 

Jerusalem Amcnca/l COll$ulate General 
PO BOll 290 
Tel. 971 2 6217230 



Manarrement 
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As you know It rs Important that all change orders are made definzte as soon as a change 
IS autnon:.:ed /n order tofaclblare thiS process J ask you to obtam the followmg types of 
mformatloTl for constructIon contractors and subcontractors as soon as the contracts are 
awarded 

• Negotlatedjo:ed umt pnces 
• Compensation levels of key staff 
• Cost of equlpment used m COnstruction 
• Overhead costs 
• Database of local market prtces for constructIOn materzals 
• Other rdevant costs 

Smcerely 

-
I 

-
-
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Examples of Pricing Questions/lssues 
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FAR, Part 31, provIdes contract cost pnncIples and procedures applIcable to the change orders 
revIewed by thIs audIt Part 31 provIdes that costs shall be allowable to the extent they are 
reasonable, allocable, and detemuned to be allowable under the applIcable subparts of Part 31 
In ascertammg what constItutes a cost, any generally accepted method of detemllmng or 
estImatmg costs that IS eqUItable and IS consIstently applIed may be used Part 31 states that a 

cost IS reasonable if In zts nature and amount It does not exceed that which would be Incurred 
by a prudent person In the conduct of a competltlve bUSiness 

Part 31 also states that a contractor IS responsIble for accountIng for costs appropnately and for 
mamtaInIng records, mcludmg supportIng documentatIOn, adequate to demonstrate that costs 
claImed have been mcurred, are allocable to the contract, and comply WIth appbcable cost 
pnncIples m Part 31 and agency supplements The contractmg officer may dIsallow all or part of 
a claImed cost that IS madequately supported 

Based upon the above explanatIon of the general cntena that apply, the follOWIng are some 
examples of questIonable pncmg noted dunng the audIt 

• Subcontractors dId not support overhead and profit markups WIth financIal mformatIOn 
showmg theIr actual overhead and profit margInS m pncmg change orders Based on the 
cntena cIted above, a contractor IS responsIble for maIntammg documentatIOn to support 
claImed costs and the contractmg officer may dIsallow costs madequately supported 

• Most of the first-tIer subcontractors separately IdentIfied the percentage amount added to 
theIr change orders for SIte overhead SIte overhead costs are m-country overhead costs 
charged to the subcontract SIte overhead costs mclude personnel and office expenses that 
are baSIcally fixed costs dunng the base contract penod and therefore already mcluded m the 
base subcontract cost SIte overhead costs should not be allowed for change order work 
dunng the base subcontract penod unless subcontractors can support that they mcurred 
mcremental costs beyond the costs provIded for under the base subcontract 

Further, all the subcontractors have proposed change orders to cover theIr SIte overhead 
expenses dunng extended subcontract penods, the extenSIOns bemg for reasons that were not 
the subcontractors' responsIbIlIties If the MISSIOn approves change orders for overhead 
expenses dunng contract extenSIOns, then change orders dunng the contract extenSIOn penods 
should be SImIlarly revIewed to assure that SIte overhead expenses bemg claImed are actually 
Incremental to what IS already bemg allowed for under the change orders extendmg the 
subcontract penods 
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• As noted prevIOusly, contract cost pnnclples reqUIre contractors to mamtam accountmg 
records that adequately demonstrate that costs claImed have been mcurred When we vIsIted 
one ofthe subcontractors, however, we were not able to venfy that the subcontractor paid the 
dIrect costs claimed for certam change order work already completed Before the MIssIOn 
approves a change order for work already completed, It should estabhsh what the first-tIer 
subcontractor actually paId to assure that the MIssIOn IS paymg for real mcurred costs rather 
than Just an added profit for the subcontractor If the subcontractor cannot support claImed 
costs, then the contractmg officer can decIde to dIsallow all or part of the costs 

• For certaIn change orders we could not trace file documentation to determIne the basIs for 
some or most of the umt costs Before the MIsSIOn approves a change order, It needs to 
venfY the source InfOrmatIOn to assure that umt pnces are supported and reasonable 

• For certaIn short-term stop work claims change order pnces were not based on actual costs 
For Instance, a memo from a second-tIer subcontractor mvolved a work stoppage asked to be 
paid for Idled personnel as follows 

• $95 per day for a project manager 
• $50 per day for one engmeer 
• $35 per day each for of two foremen, and 
• $21 per day for each of 12 laborers 

However, the change order submItted to USAID allowed 

• $350 per day for one engmeer 
• $225 per day for one foreman, and 
• $60 per day for each of 8 laborers 

The submItted change order also Included hIgher pf'ces than requested for certam eqUIpment 
as well as addItIonal eqUIpment beyond what was requested m the memo ThIs IS another 
example of the need to determIne what the first-tIer subcontractor actually paId for change 
order work, as well as an example of the need to assess whether pnces charged are 
reasonable The first-tIer subcontractor m thIS example submItted much hIgher labor rates 
(several mUltIples hIgher) for ItS change orders for short-term work stoppage claims than It 
requested In another change order for schedule delay on the overall subcontract 

• One change order, as ImtIally submItted to the constructIOn manager, represented that 
excavatIOn had been done m one locatIOn and due to the dIfficulty of that locatIOn the second
tIer subcontractor had mSIsted upon chargmg premIUm pnces However, the change order 
file mdlcated that the excavatIOn done at that sIte had been mIsrepresented (overstated), 
apparently so that the second-tIer subcontractor could charge for work preVIOusly done at two 

I 
I 

--

• 
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other locatIOns However, the premIUm pncmg mIght not be JustIfied for the other two 
locatIOns 

• All the first-tIer subcontractors requested "extended overheads", that IS, overhead costs for 
addItIonal days needed to complete theIr contracts, due to delays for WhICh they were not 
responsIble Further, the first-tIer subcontractors also requested extended overheads for theIr 
major second-tIer subcontractors ReVIew of these change orders showed that, for the most 
part, the costs mcluded m the extended overhead submIssIons lacked supportmg 
documentatIOn Furthermore, some requested salary levels seemed unreasonably hIgh, and 
there were mconslstent allocatIOns for time spent between subcontracts (see explanatIOn 
below) GIven the charactenstIcs of the mformatIOn submItted by the first- and second-tIer 
subcontractors for theIr extended overhead submISSIons, It would be hIghly deSIrable for the 
MISSIon to venfy theIr veraCIty by vlsltmg the subcontractors mvolved 

An example of what appeared to be an unreasonably hIgh salary level was one second-tIer 
subcontractor person, lIkely the owner of the busmess, WIth a submItted salary level of 
$10,000 per month InformatIon on thIS person was mconslstent as well Under one 
extended overhead submISSIon thIS person's salary was lIsted at $10,000 per month, but 
under another extended overhead submISSIOn from a dIfferent first-tier subcontractor, the 
person's salary was shown as $5,000 per month Another example of mconslstent 
mformatIOn under two extended overhead submISSIons was certam employees chargmg more 
than 100 percent of theIr time between two subcontracts dunng overlappmg extenSIOn 
penods Other employees were allocated between the subcontracts at no more than 100 
percent of theIr tIme However, the constructIOn manager has not yet obtamed eVIdence of 
the second-tIer subcontractors' busmess bases (1 e , theIr non-USAID bus mess) and, untIl It 
does, It WIll not be m a POSItIon to analyze whether the allocatIOn of labor costs IS accurate 

• Further, WIth regard to "extended overheads" one first-tIer subcontractor mcluded the 
overheads of four of ItS second-tIer subcontractors for the whole penod of the requested 
extenSIOn However, the change order proposal dId not mclude analyses JustIfymg the 
extenSIOn penods ofthe second-tIer subcontractors, and at least two of them dId not appear to 
have been delayed for reasons beyond theIr responSIbIlIty for the number of extenSIOn days 
requested 

• One first-tIer subcontractor was delayed on the front end of the subcontract by 198 days 
Among other thIngs, ItS change order proposal mcluded the cost of Idled eqUIpment of ItS 
second-tier subcontractor at a rate of $36,000 per month Before such a figure IS accepted It 
should be establIshed that the second-tIer contractor actually mcurred those costs and that the 
costs are fully chargeable to the first-tIer subcontract ThIs IS an Issue of supportmg 
documentatIOn for claImed cost Furthermore, FAR, Part 31 proVIdes speCIfic gUIdance 
regardmg constructIOn eqUIpment and states that actual cost data shall be used when such 
data can be determmed from the contractor's accountmg records 
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-• The constructIOn manager usually accepted the first-tIer subcontractors' "schedule of values" 
(1 e, the fixed pnced subcontract amounts assIgned to work segments) as the baSIS for the I 
umt pnces of sImIlar work done under change orders ThIs was fine except that the first-tIer 
subcontractors' schedule of values already mcluded overhead and profit assIgned to those 
work segments Also, the rates were not umform across all work segments For example, we 
noted overhead and profit mark ups of 24 and 37 percent apphed to dIfferent work segments 
A better approach would have been to use the schedule of values of the second-tIer 
subcontractors, smce It was these companIes that usually actually performed the work Then 
the overhead and profit mark ups for the first-tIer subcontractor would have to be separately 
JustIfied and supported 

• 
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Contractual Hierarchy for West Bank Water Contract and Subcontracts 
First Phase Water Program 

USAID 

----------------_. 

Camp Dresser & McKee 
Pnme Contractor 

The Morganti Group 
ConstructIOn Manager 

ESSCO Tech master ABBSUSA ABBSUSA 

Production Wells III SIte FacIlIties for Hebron-Bethlehem lemn VIllages 
the Hebron- ProductIon Wells Water TransmIssIOn Water TransmIssIOn 

Bethlehem Area Dnlled by ESSCO System System 

1 l 
AI Zeer MEDCO AI-Balda'a Tubelleh DARCO 

I I 
MEDCO I AI-Balda'a II TubeIleh I Madl I 
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