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Overbilled Construction Costs – A Primer on 
Cost Recovery Audits
Eight areas where billing is commonly abused
By Ron Risner, MBA, CIA, CCA, CCP

A 
common construction audit is a review of 
contractor and subcontractor costs to determine 
if there have been overbillings. There are eight 
areas where you can recover costs that are 

commonly overbilled. I will indicate whether an audit step is 
applicable to a fixed price contract or to a cost plus contract. 
These contracts are usually the two types most auditors will 
encounter during a cost recovery audit.

Re-pricing inflated change orders
Change orders represent the biggest construction project 
risk. There are two main concerns. First, the added costs 
could ultimately lead to the project going over budget. 
Secondly, the added work may delay the scheduled 
completion date of the project. While change orders have 
occurred on almost every project that I have audited, there 
are ways to lessen their budget impact. By performing a cost 
recovery audit, you can assist your organization in keeping 
the project on budget.

When preparing a change order, contractors will often price 
the added materials, labor and equipment rental using 
nationally recognized pricing books. The prices in these 
books tend to be inflated compared to:

 • The local wholesale prices contractors pay

 • Local labor market rates or rates that are already included 
in the contract

 • Local prices for renting equipment

As a result, contractors are able to arbitrage national rates 
that leave them with hidden profits. An excellent way to 
control change order costs is to have your construction 

management department or owner’s representative re-price 
them. This is sometimes called parallel pricing.

When re-pricing is completed, there should be a meeting 
with the contractor to compare costs. The ultimate goal 
of the meeting is to negotiate a reduction in the price of 
the change order. Can the difference be significant? The 
worst-case scenario I have personally seen was an $800,000 
change order that, when re-priced by a professional 
estimator was worth about $75,000. So, yes, there are 
savings available.

How do you re-price in your cost recovery audit? If you have 
reasonable construction experience, you can re-price the 
change order by comparing the book prices to local prices. 
This will require that you compare the nationally recognized 
pricing books used by the contractor to similar prices found 
on local providers’ websites (be sure not to use local retail 
prices).

If you do not have the skills to re-estimate the costs, you 
can review the change order file and determine what efforts 
your organization took to the re-price the change order. The 
ideal situation is to find a separate file for each change order 
with the original pricing documented by the contractor, the 
re-priced amount documented by your organization and the 
final negotiated price. If there has been no re-pricing, your 
audit can recommend that your organization implement 
a procedure to undertake re-pricing every change order 
before it is approved. If you can convince your organization 
to be diligent in re-pricing and approving change orders, 
they may realize substantial savings.

As an example, I performed an audit for a large healthcare 
organization that had several concurrent projects. Change 
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orders were not being re-priced. The owner was doing a 
cursory review that involved emails passing between the 
owner, contractor and architect questioning certain cost 
components of a change order.

I recommended they hire a full time estimator to re-price 
each change order of a size that would warrant a re-
pricing effort. After a year, the facilities and construction 
department hired an estimator. I later met the estimator. He 
said in the first six months he reduced change order costs by 
$500,000 and estimated one-year savings would exceed $1 
million. He was re-pricing change orders on several projects 
exceeding $100 million in costs.

Sometimes contractors will take 
a markup on the subcontractor’s 
markup. This is called 
pancaking.

You will hear during your audit that the architect approves 
all change orders, therefore the costs must be OK. This is 
not true. It is a rare architect that has an estimator on staff 
who re-prices change orders. Architects will perform a 
reasonableness review only.

This audit step is applicable to fixed price and cost plus 
contracts because both will have change orders.

Change order markups
Another side of re-pricing a change order is the need 
to look closely at the change order markups. Most 
construction agreements allow an overhead and profit 
(OH&P) markup on change orders (e.g., 10 percent for a 
subcontractor involved in the change order and 5 percent 
for the contractor to manage the added subcontractor 
work). These markups compensate contractors and 
subcontractors for the added site overhead they encounter 
as the result of a change order. Sometimes contractors will 
get creative by adding markups or other costs not allowed 
by the construction agreement.

Most construction agreements allow the OH&P to be billed 
against the direct cost of the change order. Direct costs 
by definition are project materials, labor and equipment 
rental costs. Sometimes contractors will take a markup on 
the subcontractor’s markup. This is called pancaking. Why is 
pancaking not allowed? Because direct costs include only 
tangible costs (i.e. materials, labor and equipment rental) and 
not intangible costs like markups. You should review your 
construction agreement language to confirm this. By looking at 
change order markups, your audit can help recover overbillings. 
On a large capital project with a multitude of change orders, 
savings can be hundreds of thousands of dollars.

Other markups contractors may include in their billings are 
administrative charges, general condition costs and change 
order fees. Again, read your construction agreements. They 
will tell you what markups a contractor/subcontractor can 
add to the cost of a change order. If the contract is silent 
about certain markups, I always take the position they 
are not allowed since the OH&P markup compensates the 
contractor/subcontractors.

This audit step is applicable to fixed price and cost plus 
contracts because both will have change orders.

Inflated labor burden
As part of the construction agreement, contractors will 
bill for the cost of labor and labor burden. On a cost plus 
contract (such as a GMP), these are auditable costs. On a 
fixed price contract, they are not.

Labor burden is the fringe benefits and statutory costs 
added to the hourly billing rates and salaries of the 
contractor’s workers. Fringe benefits may include health 
insurance premiums, dental insurance, pension, holidays 
and vacation time. Statutory costs include social security, 
Medicare, state unemployment and federal unemployment 
withholdings. These costs represent a certain percentage of 
the cost of the contractor’s labor costs.

However, contractors often try to inflate fringe benefits as 
a way to increase profit margins. For example, if the actual 
labor burden for a contractor is 35 percent of the cost of 
each dollar of labor, they may try to negotiate a higher labor 
burden such as 55 percent. Therefore, they have arbitraged 
an additional 20 percent for each dollar of labor they incur.

It is a rare architect that has an estimator on staff who re-prices change 
orders. Architects will perform a reasonableness review only.
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Before signing a construction agreement, ask the contractor 
to substantiate how they arrived at the labor burden 
percentage. Most contractors are unable to do so. If the 
labor costs on a project are $10 million, the difference 
between a 55 percent and a 35 percent labor burden is 
$2 million in savings. Another way to reduce costs is to agree 
in the construction agreement to pay only actual labor 
burden costs.

This audit step is only applicable on cost type contracts, since 
labor burden costs are included in a fixed price contract.

Excessive daily cleanup costs
Contractors must provide cleanup before leaving the site 
each day. Not doing so can result in an unsightly and unsafe 
worksite for the workers. Therefore, the cost of cleanup is 
included in every construction agreement. Unfortunately, 
many subcontractors do not clean up daily, meaning you are 
paying for a construction service you have not received.

There are two ways to determine whether subcontractors 
are cleaning up daily. Cleanup is usually a topic of discussion 
during the construction meetings. These discussions will be 
reflected in the meeting minutes. You can sample project 
minutes or daily reports to see if daily cleanup is occurring. 
If it is not happening, the contractor, according to a contract 
provision, is required to do the cleanup.

Determine whether contractor is 
billing for small tools.

When the contractor bills your organization for cleanup 
(usually through a vendor invoice included in general 
conditions) it means you have paid twice. When this 
happens, your report can recommend the subcontractor(s) 
be back-charged (the value of their contract reduced) for the 
cost the contractor incurs to perform the cleanup.

This audit step is applicable to fixed price and cost plus 
contracts.

Contractor’s back office overhead
One of the first steps in preparing for a construction audit 
is to read the construction agreement. You will see that 
contractors are allowed to bill an owner for direct project 
costs. This is called the “cost of the work.”

In addition, contractors can bill general conditions costs 
(general and administrative costs incurred at the project 
site) and intangible costs such as insurance and bonds. They 
are not allowed to bill for back office overhead. Back office 

costs are incurred in the contractor’s home office. Typical 
examples of back office costs include executive salaries, 
home office accountant’s payroll costs, accounting software 
and construction management software.

Before signing a construction 
agreement, ask the contractor to 
substantiate how they arrived at 

the labor burden percentage.

How to think about back-office overhead
When hiring a contractor, it is assumed they have back 
office executives not working directly on the project. It is 
also assumed they have the necessary software to handle 
the job. Lastly, it is understood that the contractor’s fee 
covers back office overhead. As part of your cost recovery 
audit, you should test contractor payment applications to 
ensure these back-office costs are not being billed to your 
organization. If they are billed, make a list of the costs that 
should be recovered.

This audit step is applicable only to cost type contracts since 
these costs are not separately billed in a fixed price contract.

Small tools
Contractors are expected to have small tools like hammers, 
saws and wheelbarrows when they begin a project. 
Construction agreements usually have a provision 
prohibiting a contractor from billing for small tools. 
Generally, the definition of a small tool is an item costing less 
than $500 (read the construction agreement to determine 
the actual threshold, as it may be less).

Part of your payment applications review should be to 
determine whether contractor is billing for small tools. If 
they are billed, list the costs that should be recovered.

This audit step is applicable only to cost type contracts 
because small tools are included in a fixed price contract.

Return of equipment
When contractors mobilize a project site, they bring a 
field trailer(s) in which the project manager and other 
staff members can work. To create an office, they will need 
business and IT equipment for the trailer. They may purchase 
small computers, printers, fax machines, copiers, desks, 
furniture, filing cabinets and tables for the trailer. Under a 
GMP cost plus contract, these items should pass to your 
organization at the end of the project.
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To control this effort, the contractors should maintain a log 
of these purchases so the items can be passed to the owner 
at project end. Your audit should recommend contractors 
prepare an equipment log if one is not being maintained. 
When testing payment applications, see if your organization 
has been billed for items the contractor did not put on the 
equipment log. You want to be sure you are not paying for 
items that should be returned to you.

This audit step is applicable only to cost type contracts 
because the contractor does not return equipment on a 
fixed price contract.

Lease purchase analysis
Another area of concern is whether business and IT 
equipment brought to the field trailer should have been 
rented or purchased. It may be more economical for the 
contractor to rent a piece of equipment than purchase it. 
For example, if the contractor bills you $100 a month for 
eighteen months for a computer, it may have been more 
economical to purchase the computer (assuming the 
computers can be purchased for less than $1,800).

It is imperative that the contractor choose the most 
economical method to help control the cost of the 

project. Remember that when an item is purchased, your 
organization will receive the item at the end of the project.

This audit step is only applicable to cost type contracts 
because the contractor can lease or purchase equipment if 
they choose on a fixed price contract.

Conclusion
When performing a cost recovery audit, it is helpful to 
know the ways that contractors and/or subcontractors 
may overbill owners. These are the eight most common 
areas where auditors can possibly reduce construction 
project costs. NP

Ron Risner, MBA, CIA, CCA, CCP, is 
founder and President of Risner 
Consulting Group, Inc. of Orlando, 
Fla. He provides construction audit 
training semi-annually through the MIS 
Training Institute. Ron can be reached 
at (407) 340-5204 or RonRisner@aol.
com. You can find the firm’s website at 
risnerconsulting.com.
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