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T
he board of trustees of the regional medical center has just approved
a major capital expansion program. They are adding a new wing to
house an additional 300 beds and have also approved construction
of a new hospital in a town just 25 miles away. Evaluating the risks in

a construction project can be a monumental task for the uninitiated but the trustees
have executed their fiduciary responsibility in a judicious manner. They are
determined that Murphy’s Law, which predicts that “Anything that can go wrong
will go wrong,” will not prevail.

Behind the scenes, a number of different groups have also executed their responsibility with due care. They
have evaluated the risks before them and taken steps to mitigate or reduce the risk wherever possible. The design
risk has been mitigated. The architects are sure that their construction design documents will meet the needs of

the patients and the medical and
administrative staffs.

The hospital’s administrators
believe they have selected the
‘right type of contract and based
on competitive bidding, have
selected a reputable general
contractor to execute both
construction projects. The
bankers, who are financing the
project, have evaluated the
financial risk of the project and
are certain that the medical center
will have the financial capacity
to repay the debt. The insurers are
prepared to cover the property
and casualty risks once the project
is underway. The surety has
evaluated the prospect of the
contractor executing the
construction of the project and is
prepared to step in to pay the
trustees should the contractor fail
to perform. They will provide the
performance and payment bonds.

The general contractor has
also evaluated risk. He is certain
there is an ample labor force
available in the area and there will
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be subcontractors available to execute their
various trades. His knowledge of the local
and national economy assures him that
there will not be a shortage of materials or
equipment. Finally, the contractor has
evaluated the schedule and is certain that
the projects can be completed on time and
not face the possibility of damages.

Meanwhile, the director of internal audit
for the medical center has been working
on her audit plan for the ensuing year. Given
the large outlay of money for the two
projects, she wants to be certain that she
includes both projects in her annual risk
assessment model. In fact, she has met with
the audit committee who has already
offered their full support although she has
limited resources to execute her plan.

Her next step is to meet with the
construction manager (CM) hired by the
hospital to oversee both projects. During
the course of her interview with the CM,
she was advised that the new addition will
be completed as a lump sum contract and
the new facility will be constructed as a
guaranteed maximum price contract. She
is vaguely familiar with how a lump sum
contract works but knows she must do her
homework to determine how a guaranteed
maximum price (GMP) contract differs in
risk and what her audit approach should be
for each.

As organizations undergo expansion
projects, internal auditors will be faced with
understanding, evaluating, and reviewing
the risks in various types of construction
contracts. Different types of construction
contracts have different inherent risks. The
risks can be weighted towards the
contractor or towards the owner. In some
cases, the owner and contractor agree to
balance or share the risks.

Types of Risks
Generally speaking, there are four types of
commercial construction contracts: unit
price, time and material, lump sum (often
referred to as fixed fee) and cost plus. There
are also varying hybrids of these contract

types, o n e  o f  w h i c h  h a s  b e c o m e
increasingly popular-the GMP.

Unit Price Contracts
The unit price contract is based on an
estimated quantity of work and costs per

unit. The owner or architect-engineer
estimates the quantities to be used. The unit
costs are those bid by the contractor in
executing the stipulated construction. The
unit price contract is typically a linear
measurement such as feet or yards.
Delivery tickets are used to establish tons
of reinforcing or structural steel. Other
work classifications such as cubic yards of

excavation, lineal feet of pipe, or cubic
yards of concrete are measured in place or
computed from field dimensions. A typical
example is the laying of drainage pipe. The
unit cost of pipe used is multiplied by the
length placed in the ground. The risk for a
unit price lies primarily with the owner. The
cost of the project, while usually estimated
with great care, is not actually known until
the final pipe is laid or the final cubic yard
of concrete is poured.

Time and Material Contracts
This is the contract that is familiar to many
people. A number of professionals
including accountants, lawyers, and
consultants usually bill on a time and
material basis. The owner pays for the
actual cost of work plus a markup usually
set at a certain percentage or it can be
included in the billing rate. In this contract,
the owner assumes all of the risk because
the builder has little or no incentive to
reduce costs. In fact, the higher the cost,
the higher the profit in absolute dollars, i.e.,
the profit is the difference between the
amount billed and the actual costs incurred.
Special risk considerations for the owner
include establishing labor rates, material

costs and equipment rates prior to executing
the agreement.

Lump Sum Contracts
This contract may be the easiest to
understand. The contractor selected has bid
a fixed price based on total cost plus profit
margin. If costs vary upward, then the
contractor makes less on the job. If costs
are less than expected, the contractor makes
more. In this contract, it appears that the
owner assumes little risk. However, there
may be latent risks to the owner. If costs
escalate too much, the contractor may lose
his incentive to complete the job. This is
why it is important for the owner to select
a reputable contractor who is financially
sound. Or, if there are significant changes
made to the project, the contractor may be
in a position to renegotiate the contract.
Contractors have learned to bid low on
proposals, knowing they will more than
make up the balance on subsequent
changes.

Cost Plus/GMP Contracts
Under a cost plus contract, the contractor
is reimbursed for specified allowable costs
plus a fixed fee or a percentage of the costs.
Like the time and materials contract, the
price is based on the cost of work plus a
fee. But, under the GMP contract, an
additional feature is added. The contractor
guarantees that the project will be
constructed within a predetermined price.
If the costs exceed the maximum the
contractor pays for the excess. As an
inducement for the contractor to keep the
price below the guaranteed maximum the
contractor and owner share any savings. In
this respect the owner and the contractor
are sharing the risk. However, unlike the
time and material contract where the owner
must provide some form of daily field
oversight, the structure of a GMP contract
reduces the degree of supervision the owner
will provide. The contractor assumes the
risk of a cost overrun and earns a
predetermined fee to make sure the work
and the materials are right. The incentive
is for the contractor to keep down costs to
earn an additional profit from the shared
savings calculation.

It should also be noted that some
contracts contain elements of other types
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of contracts. For instance, a lump sum
contract could include unit prices as well
as cost-plus provisions. This is especially
true in the change order process. Change
orders can be priced as unit price, time and
material, lump sum, or cost plus regardless
of the type of base contract. The change
order provisions in the contract usually
dictate how change orders are to be priced.
That’s why it is helpful to understand the
features of each type of contract.

Basic Contract Documents
Regardless of the type of contract there are
certain documents that can almost always
be found in any contract file. These
documents are as follows:

Bid documents
General conditions
Special or supplementary conditions
Specifications
Drawings
Proposal
Performance and Payment Bonds

Contract or Agreement with
Attachments, Exhibits and or
Other Addenda

As a whole, these documents are commonly
referred to as “the contract” although many
times during the project, team members
may make reference to only the agreement
when they use the word “contract.” To
interpret provisions of the contract or to get
a full understanding of the project, all of
these documents must be considered.

Construction Auditing Defined
Construction auditing means different
things to different people. For our purposes
we will focus on four types of audits:
compliance, control, financial, and cost
savings/reduction. Typically, an internal
audit will be comprised of all four.

The compliance, control, and financial
reviews include audit steps common to
many audits such as a review to see that
policies and procedures are complied with,
that terms and conditions of the contract
are being met, a review over the bidding
process (the audit team should be involved
early in the project), proper authorization
to pay expenditures such as payment
applications, a review to see that capital
budgets and other financial reports are
accurate and are periodically updated and
that controls exist over the change order
process.

The cost savings or cost reduction audit

is a bit more difficult to execute. Several
experts in the field have stated that a
construction auditing program can result in

ings of one to three percent of the
construction costs. Examples of the cost
reduction or cost savings type of audit are
more fully covered in the section on
auditing a cost plus GMP contract.

What’s important to note on any of the
first three types of audits is that an auditor
need not be construction savvy to conduct
the audit. At a minimum, an auditor should
become familiar with construction
terminology, have some previous audit
experience, and have an informed source
to use for reference purposes. A cost
savings or cost reduction audit however,
typically requires a more thorough
understanding of how the construction
industry works.

Before the Audit Begins
Regardless of the type of contract, there

are certain steps the auditor should perform.
First, an auditor should read and become
familiar with the basic contract files. It is
possible to find many auditable provisions
that will be of assistance in developing the
audit scope. Auditors are sometimes
surprised to learn that they understand the
terms of the contract better than some of
the project team members who only refer
to the contract when they have a dispute
with the general contractor. Or, often they
are so busy “constructing” that they have
only given the contract documents a
cursory review.

Secondly, while reading the documents,
it may be useful to construct an abstract
that can serve as a quick reference tool. The
abstract may contain elements such as the
scope of work, amount of the contract, date
of the contract, amount of retention,
payment or performance bond information,
any reference to the owner’s audit rights,
details on invoicing, change order
provisions, and project schedule
information with defined milestones.
(Note: knowledge of the owner’s audit
rights becomes important when a
disagreement arises with a contractor and
the owner, through the audit rights clause,
elects to audit the books of the contractor
to determine job costs). Developing an
abstract is particularly helpful when there
are several contracts to be audited and they
must be referred to periodically over the
course of a long construction project.

Third, meet with the construction or
project manager to discuss the overall
construction project. It may be useful to
view mockups of the site or to do a brief
review of drawings. It may even be useful
to tour the site periodically to be aware of
the progress made. These initiatives can be
helpful when reviewing documents that
have arrived from the construction site
including change orders that are sent to the
project administration offices.

Auditing Various Types of Contracts
Where does the auditor begin when
auditing any type of construction contract?
Typically, change orders pose the biggest
risk. While all construction projects have
some changes, they are generally an
indication that something in the
construction process didn’t go right or
someone thought it would be better to
enhance the construction in some fashion.
Either way, it may be a red flag. The
important thing is to ensure that the cost of
the changes was estimated independent of
the contractor. An independent estimate
will ensure that the contractor provides
supporting documentation for the change
and that the changes are not excessive. In
addition, the change may already be part
of the original scope of work and the owner
could end up paying twice.

For the auditor, the unit price contract
may be one of the least cumbersome to
review. Typically the auditor looks for the
units used versus the method for measuring
how many or how much. The audit steps
consist primarily of testing signed delivery
tickets or invoices and then extending the
unit cost times the quantity delivered during
selected time periods.

In the time and material contract the
auditor can test established material and
labor rates with those agreed upon by the
owner and general contractor. Again, this
is a matter of testing the agreed upon rates
versus those billed by the contractor and
then extending the cost for a period of time.
Labor rates should be tested from time
sheets to the contractor’s payroll journal
(assuming that the owner has audit rights).

In the lump sum contract, the auditor
should look for scope of work items not
installed or perhaps inferior materials
substituted by the contractor in order to
make a higher profit. Typically, this review
will begin with an interview with the
owner’s CM. If items are not installed or
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inferior materials are used, a credit should
be applied against the contract value. If the
contract states that the contractor is to
provide the owner with a monthly
construction schedule and/or financial
update and these reports are not provided,
again a credit may be due. While reviewing
directives, the auditor can review the cost
estimates that support the directive. Often
the auditor can find incorrect estimates for
labor, materials, or equipment by referring
to labor sheets or material and equipment
cost guides at the project site or in the local
library.

In cost plus contracts, including the
GMP contract, the auditor is probably most
useful. By carefully scrutinizing the
payment application the auditor can provide
the owner with cost savings or reductions
that the owner does not have to incur under
the terms of the contract. Most often this
means reviewing the general condition
costs to ensure that they are included as
reimbursable under the terms of the
contract. There are many areas where the
auditor can look for cost savings.

Labor burden: Usually, general
contractors are allowed to pass along to the
owner the cost of their employee fringe
benefits as part of the hourly wage paid to
their employees/laborers. However they
often include costs that are not reimbursable
under the contract. Examples include
uniforms, training, education, and bonuses.
The contractor also often continues to bill the
owner for charges in excess of state
unemployment or federal unemployment
maximums. For instance, in Florida the
unemployment calculation stops when a
laborer reaches $7,000 in annual salary.
Check the maximum for your state
before beginning an audit.

Equipment rental: Contractors pass
the cost of rental equipment on to the owner
but should select equipment from the low
cost provider in town. In the construction
industry it is common for the owner to only
pay for 70 percent of the Blue Book
equipment costs. If the contractor provides
the equipment, the auditors can also check
their billing rates vis-a-vis the Blue Book
rate. The Blue Books should be available
at most construction project sites or at local
libraries.

Materials: Invoices for materials
should be checked to be sure quantities are
reasonable for the job. In all likelihood you

will need the help of an estimator or
construction manager to perform this test.
By reviewing material invoices the auditor
can also be sure that the delivery point is
the construction project and not another
site. In some cases, if the owner provides
materials, a credit may be due under the
terms of the contract.

Subcontractors: A review of
subcontractor payment applications as
forwarded each month to the general
contractor can also turn up problems
including over billings for labor, materials,
and equipment rentals just as the general
contractor might over bill the owner.

Travel and entertainment: General
contractors are often required to travel for
various reasons affiliated with the project.
Without guidelines that tracks the owner’s
travel and entertainment policy, the owner
may be billed for excessive travel and
entertainment costs. Travel for monthly
home office meetings and/or outings are not
typically chargeable to the owner.

Labor: Generally, contractors are not
allowed to pass along the cost of home
office overhead. The fee portion of their
contract provides for these costs. However,
as part of their cost accounting system they

may include home offtce costs to get a true
picture of their profit/loss. The labor costs
o f  b a c k office executives and/or
administrative staff members are often
absorbed by the owner, without a careful
review by the owner of monthly invoices
and accompanying time registers or sheets.

Overtime costs: A contractor’s salaried
employees typically do not receive
overtime pay. However, the contractor often
tracks this time and these costs for other
purposes. Often these costs find their way
into the invoice billings to the owner. The
best way for the auditor to detect if these
costs have been billed to the owner is to
review time sheets and trace entries back
to the general contractor’s payroll journals
and then to the job cost ledgers. While

reviewing the time sheets, the auditor can
also test the job classification of workers
to ensure that the classification agrees with
what was originally set out for the worker.
Contractors often incorrectly classify a
worker at a higher hourly wage.

Insurance costs: Many of the insurance
costs associated with a construction project
are considered reimbursable under the
terms of the contract. This typically
includes general comprehensive liability
and builder’s risk (workman’s
compensation is usually included in the
labor burden calculation). An auditor can
review the contractor’s certificate of
insurance to ensure that the coverage meets
the contract’s requirements.

Small tools: Quite often the general
contractor provides small tools that are used
from project to project. The fee that the
owner pays to the contractor usually covers
these costs. However, these costs too can
find their way into the monthly invoices.

Non-reimbursable expenses: Most
contracts define which direct costs are
reimbursable. The monthly payment
applications should be reviewed closely to
ensure that costs are within that definition.

Summary
A review of all construction risks must
begin early in the planning stages of a
construction project and remain until the
local building authorities issue the final
certificate of occupancy. Project team
members should be charged with assessing
the risks and mitigating those risks from
beginning to project completion. The
auditor of any organization should become
a member of the team early in the project.

Regardless of the contract type or risks,
the important thing is that when the job is
complete both the owner and the general
contractor feel like winners and that the
auditor has made a contribution to the
organization’s construction project.

Ron Risner, MBA is president qf Risner
Consulting Group, Inc., a consulting and
audit services firm based in Orlando,
Florida. Hisjrm offers a variety of services
including construction consulting, audit
services, business process, quality
assurance, contract compliance, revenue
enhancement, and cost control reviews.
E-mail RonRisner@aol.com.
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