
Auditing The

By Mark S. Blumkin and Roy W. Block

Construction audits mean different things to differ-
ent people. Regardless of the approach, the ultimate
goal is to ensure that the proper controls are in place
over the capital process so that projects are completed
in a timely, cost-effective manner while protecting the
owner from fraudulent activities.

A holistic approach, which has proved
successful over the years, is to divide con-
struction audits into contract compliance
audits and operational audits. The com-
pliance audit is defined by the terms and
conditions of the contract. Typical con-
tracts for Architects/Engineers (A/E), Con-
struction Managers (CM), General Con-
tractor (GC), or trades define the rights and
duties of the various parties and spell out
how funds will change hands. Therefore,
the audit program for the contract compli-
ance audit will be defined by the terms and
conditions of the contract. For operations
audits, however, the focus is to audit both
compliance with and effectiveness of the
overall internal control environment, in-
sofar as these controls help achieve over-
all project goals. Consequently, we might
find that a project is in compliance with
the contract but as a control tool, a certain
document or procedure in the contract can
prove incapable or ineffective in achiev-
ing its intended purpose.

Part I:
Contract Compliance Audits

The facility, submittals/documentation,
and compensation are three critical issues
related to contract compliance audits.
Certainly the auditor will want to see the
facility for himself. Site visits prove to be
a good way to get a macro picture of a con-
struction project. But what is built in ac-
cordance with construction documents?
How will an auditor know? One option is
to look at the key documents such as pay-
ment requisitions, change order logs, cer-
tificate of occupancy, quality assurance/
quality control reports, and substantial
completion certificate to verify that the
proper signatures are included; that field
inspection reports are being maintained;
and files are kept in an orderly manner.
More aggressive audits include a review
of controlled test results and interviews
with project managers to determine why
failures occurred and what corrective ac-
tions were taken. Finally we have the com-

pensation issue. In auditing methods of
payment, we must first understand that
there are several basic types of construc-
tion contracts: lump sum, unit price, cost-
plus-a-fee, and cost-plus-a-fee with a guar-
anteed maximum price (GMP).

The Facility
Some points to consider while on site

visits include verifying where the various
trades are working, the number of cranes
on the job site, orderliness of the material
storage area and general organizational
state of the job site (e.g. is it clean, are
there enough dumpsters to remove debris,
do workers wear hard hats, are there truck
washing stations, etc?). Site visits are a
good way to get an overall picture of the
project before getting too involved in the
audit.
Submittals/documentation
Although submittals may appear to be rou-
tine paperwork, they can prove very im-
portant. How will auditors know what to
look for? Refer to the contract. Never lose
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sight that the owner pays for these submit-
tals in the contractor’s bid price. Some
examples of important documents are:
Notice-to-proceed
Not strictly a submittal, but as an auditor
it is important to make sure that it exists
in the official project files. This document
officially authorizes the contractor to be-
gin work on a specific date. In short, it
starts the clock ticking on the project.
Without it, there can be many problems
should a claim or other dispute arise.
Insurance
Be sure that coverage covers the minimum
required and that the document is signed.
Beware of lapses for non-payment after the
first year and, of course, beware of no in-
surance at all.
Bond
For payment and performance bonds au-
ditors should look for correct amounts,
original signatures and power of attorney
on file.
Schedule of values
Assuming a lump sum contract, most
agreements contain clauses requiring
owner approval of such. This is essentially
an agreement as to how a contractor is to
get paid.
Project schedule (baseline schedule)
The initial schedule tells the owner how a
contractor intends to complete a project.
This document is very important. Claims
for delay will be based on the schedule, as
will requests for time extensions. A sched-
ule containing one bar showing a start/end
date for a large activity or for the entire
project is not compliant. The contract usu-
ally spells out the schedule specifications
based on industry standards such as:
l Minimum/maximum activity

durations,
l Number of activities on the critical

path,
l Inclusion of procurement activities,
l Cost and resource loading of

activities.
Progress schedule
The progress schedule shows how a project
is proceeding versus the baseline schedule
(project schedule). Typically, the progress
schedule is updated monthly and is sub-
mitted with each payment application. Of
note is that the owner is paying for this
and is entitled to it. Things to look for in
progress schedules include:
l A level of detail equal to or better

than the baseline schedule,

0 That it is cost and resource loaded,
0 That it complies with the schedule

specifications in the contract.

Record drawings
Record drawings reflect how the contrac-
tor actually performs the work. There
should be a complete set (Civil, Engineer-
ing, Architectural, Electrical, HVAC,
Plumbing, etc.) of full sized drawings along
with a complete set of subcontractor’s shop
drawings. Contract drawings should be
readily available, revisions clearly marked
on each sheet, and a drawing log kept up-
to-date listing all contract documents.
As-built drawings
Upon completion of the work, the contrac-
tor verifies that what was built is in the
intended location. As-built drawings are
then reviewed by the A/E and are retained
by the owner. The Auditor should verify
that these drawings exist and that an ac-
companying submittal package was sent
from the contractor to the owner with these
drawings.
Other documents to consider:
Operation and Maintenance manuals,
quality assurance/quality control manuals,
and certificate of occupancy.

Them are several basic
types of constfuction
contracts...and with each
type there are advantages
and disadvantages

Compensation
Before discussing contract payments, we

must understand that there are several ba-
sic types of construction contracts includ-
ing lump sum, unit price, cost-plus-a-fee
and cost-plus-a-fee with a guaranteed
maximum price (GMP) contracts. With
each type there are several advantages and
disadvantages as discussed below:
Lump sum contracts
In short, lump sum contracts state that a
contractor will build a facility for a speci-
fied amount of money. If final construc-
tion costs are less than the contract price,
the contractor keeps the savings. If costs
exceed the contract price, however, the

contractor absorbs a loss. As a result, the
owner gets certainty while the contractor
has uncertainty.

Under lump sum contracts, contractors
have several ways of bending the rules to
decrease their costs and increase their prof-
its. One way is to deliver less than what is
specified in the contract documents. If the
plans call for the construction of a lo-story
building, chances are that the contractor
would not get away with building just nine.
However, contractors can substitute
cheaper materials without approval from
the A/E and owner. Another example is
to use less than specified rebar around
openings which are eventually covered
with concrete and very difficult to detect
unless failure occurs. Lump sum contracts
can also have allowances for costs that are
unknown at the time of bid. Some ex-
amples are dewatering and obstructions
encountered in underground excavation.
Often the contractor will make every ef-
fort to collect the full amount of the allow-
ance when in reality the full amount is not
necessary to complete the work.
Unit price contracts
Unit price contracts are used mostly in
roadway/horizontal construction. Under
the terms of this contract the owner may
notexactly  know the total quantity, e.g.
excavated earth, but agrees to pay a cer-
tain amount per unit, e.g. $50 per cubic
yard for a total estimated quantity which
is subject to change based on final quanti-
ties required. Under this type of contract
the owner has the certainty of a unit price
cost and the uncertainty of what actual
quantities will be.

There is only one control issue with
unit price construction, which is unit
counts. What constitutes true unit counts
to an auditor? Sometimes it’s just a
marked-up drawing showing a cross sec-
tion of earth removed. An engineer can
calculate the volume from this. Another
way to verify units is to look for the load
tickets showing the number of truckloads
and the size of each load. However, it is
important to verify who counted the loads
and did that person have an interest in
overestimating quantities.
Cost-plus-a-fee contracts
This type of contract is generally used when
an owner does not have a complete design
to accurately estimate what a project will
cost. Therefore, it is agreed that labor,
material, and equipment will be purchased
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at cost plus an agreed upon fee which can
be either lump sum or percent of construc-
tion cost. With this type of contract, own-
ers can start projects quickly but must live
with uncertainty.

Cost-plus-a-fee contracts are the least
used and probably the most risky to own-
ers. Under this type of contract, contrac-
tors have every incentive to increase costs
in order to increase profits. Therefore, a
central control issue with this type of con-
tract is allowability of costs. For example,
equipment rental costs are fine but green
fees at country clubs are not! Sometimes
the contract can have limits to certain costs
such as partners cannot bill more than 10
percent of total labor costs. Additionally,
payment applications must be properly
supported by time sheets, certified payroll
records and material invoices.
Cost-plus-a-fee with a GMP contracts
These contracts are a variation to the cost-
plus-a-fee theme. In this scenario, the con-
struction manager/contractor gives the
owner an upper-limit on the cost of the job
at a pre-determined point in time. It usu-
ally follows the completion of design de-
velopment drawings. In this scenario costs
greater than the GMP are absorbed by the
contractor while savings are shared with
the owner.

A GMP is a security blanket for the
owner. But nine times out of 10, a CM is
on board for the pre-construction phase and
then negotiates a GMP. And nine times
out of 10, the GMP is too high. As a re-
sult, the CM is underexposed on the up-
side and shares in a bigger pot on the down-
side. Another control issue is buyout sav-
ings. If savings accrue to the CM, there is
no motive to hide anything. On the flip
side, the CM will show the owner very little
resembling the buyout status of the job.
Usually, when the GMP is reached, the CM
and owner become adversaries in that the
owner wants to limit costs while the CM
has inclinations to increase the GMP. As
such the CM often pressures to have
change orders issued in efforts to increase
the GMP. As an auditor, it is very impor-
tant to verify the cost and reason of change
orders issued after the GMP has been
reached.

Part II:
Operational Audits

Operational audits run to the
question of the ability of the owner
to meet his operational goals of
time, cost and scope. Operational
audits can be divided into manage-
ment controls and operations con-
trols.

Management Controls
Owners must answer the ques-

tion: is there an organization in
place to which we can
look for the achieve-
ment of the project
goals? For example,
the A/E, CM, and
contractor all must
have some structure
in place; no free-for-
all should be allowed.
Some questions to analyze in-
clude: Do organizational charts ex-
ist for all the parties involved? Are
positions staffed with qualified indi-
viduals? Are there policies and pro-
cedures in place? Are there clear
lines of authority and communication?

Additional issues to consider are the
types of performance measures and reviews
in place. Are performance measures
aligned with the project’s goals? Is there
periodic reporting of group performance?
Is turnover excessive?

Finally when performance does not
meet expectations, does someone have to
account for it? Granted there is ample
room for interpretation, but an experienced
auditor will be able to use this informa-
tion to make reasonable and defendable
conclusions about the adequacy and effec-
tiveness of the management controls in
place.

Operations Controls
For the life of a construction project

the following goals are in conflict: to build
a defined workspace in a given amount of
time and money. For example, if scope
and time are inflexible the owner must be
prepared to pay more.
Time
The management of time is a fairly well

developed discipline today. There are
many tools and techniques available to
anyone who understands the concepts.
Auditors trying to determine if the organi-
zation understood concepts and then used
the tools properly would look for the fol-
lowing:

0 A summary milestone schedule,
usually lo-20  milestones.

l A master schedule that integrates
engineering, procurement, construc-
tion and even owner tasks (usually 30-
50 major activities).
l A detailed schedule supporting the

master schedule for each major por-
tion of the work (ranging from several
hundred to thousands of activities,

depending on the project).
0 Specification for time management

and control, unless the owner spells it
out in the contract.

@Frequency of update and maintenance
of schedules. Auditors should look for
a monthly update accompanying each
payment application. If the auditor no-
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tices infrequent or irregular updates, it
is a sign that control over time is slip-
ping.
Additional control issues over time

which auditors should consider include
periodic project level reviews, critical path
analysis (how many activities are on criti-
cal path, percentage of total cost on criti-
cal path), time slippages reported to senior
management, use of fixed baseline (so ob-
vious but so ignored) and approval for
changing major milestones.

cost

thumb when analyzing schedules of val-

Cost is another critical control issue when

ues are:

auditing from an operational standpoint.
Auditors should see that a project budget
is in place at an appropriate level of de-

@It’s better to have more detail and short

tail. As a matter of policy, budgets should
be reviewed independently and must have

durations than less detail and longer

senior management approval along with
underlying assumptions. The schedule of

durations.

values may be the key tool for controlling
cost. This schedule breaks down the work
into manageable pieces. Some rules of

0 Check for front loading (in effect the
owner finances the work and almost en-
courages default by the contractor).
@Every  line item listed on the schedule
of values must be directly relateable to
an item on the project schedule. Thus
any movement of time automatically
moves the money with it.
@Verify that payment requisitions are

tied to the schedule of values.

Another cost control issue is cost-ver-
sus-budget reporting. Cost reports should
be completed each month and should in-
clude enough detail so that senior man-
agement can see changes in scope and be
able to determine estimated cost at comple-
tion at any given time.

Conclusion

less of the type of construction, the basic

By using contract compliance and op-
erational audits in construction auditing,

rules of thumb discussed in this article have

an auditor is able to form a holistic picture
of the status of the work and protect the

proven effective in many construction au-

owner from fraudulent activities. Regard-

dits performed on behalf of many health
care providers and hospitals.
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& CATHOLIC HEALTHCARE AUDI? NETWORK
is seeking qualified applicants for several locations nationwide. CHAN is owned by and provides internal

Catholic auditing services to Catholic Health Initiatives and Daughters of Charity National Health System, the two

Healthcare
largest not-for-profit health care systems in the United States, and to the Sisters of Charity of Leavenworth

Audit Network,,,c.
Health Services Corporation (combined size, $12 Billion assets), and to selected other clients.

L CHAN provides service-oriented, value-added integrated auditing using our own Lotus Notes-based
Automated Audit System, ACL audit software, Control Self-Assessment with OptionFinder  and other

Mlrrto”l%ervlcrN.l”r proven approaches.

Minimum requirements include: Bachelors’ degree in accounting or business administration; professional certification as CPA,
CIA, or CISA; five years auditing experience, health care preferred; excellent verbal and written communication skills; proven
ability to work well with people at all levels. Salary and benefits are competitive. We currently have openings in the following
locations

Baltimore, MD (2)
Billings, MT (2)
Birmingham, AL
Bridgeport, CT
Chattanooga, TN
Denver, CO
Grand Junction, CO
Lancaster I Reading, PA

Lexington, KY (2)
Little Rock (2)
Louisville, KY (2 incl. Manager)
Santa Monica, CA
Tacoma, WA
Topeka, KS
Trenton, NJ
Joplin, MO

Other openings may be available due to growth and promotion. Interested persons should mail or fax resumes to: Catholic
Healthcare Audit Network, Attn.: Randy Just, P.O. Box 45128, St. Louis, MO, 63145-5128. Fax: 314-253-6489. CHAN is an
equal opportunity employer. Advertisement
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