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electing the most important legal clauses in a 
construction agreement is difficult. In fact, owners 
and contractors may have diverging views, 
depending on the situation. However, they would 

probably agree that important clauses are those that involve 
the:

1. Terms and conditions that enumerate the cost of the 
project

2. Type of contract (guaranteed maximum, lump sum etc.)

3. Date the project begins

4. Date the project ends

5. Specifications

6. Drawings

7. Contact personnel

8. Any addendums or appendices that explain the scope, 
complexity and magnitude of the contract

Auditors must be familiar with these important agreement 
attributes, but they must also look at other clauses that will 
help execute their construction audit program. For purposes 
of conducting a construction audit, the ten most important 
are those that relate to process and cost. We will look at these 
as they relate to cost plus (including guaranteed maximum 
price) and time and material (T&M) contracts, but other types 
of contracts such as lump sum are not considered here.

Process clauses
There are a couple different types of construction audits that 
can be performed. Generally speaking, they can be control 

audits or cost audits (or a combination of both). Because a 
control audit includes a review of process, procedures, policies, 
practices, risks and internal controls, let's begin with that.

Audit rights
For an auditor, the most important clause in in a cost plus 
or T&M construction agreement is whether there is an audit 
rights clause. This clause gives the owner the right to audit 
the books and records of the contractor. Without an audit 
rights clause, the auditor's hands may be tied unless the 
benevolence of the contractor will allow an audit to proceed 
even though the agreement is silent on the point.

Without such a clause, the audit may end before it ever 
begins. Some contractors will not allow an audit to proceed 
because there is no audit rights clause, while others say they 
“have nothing to hide” and welcome an audit.

Do not let your organization take the risk—be sure an audit 
rights clause is included in each contract. However, exceptions 
can be found. Fixed price, stipulated sum or lump sum agree-
ments are contracts where audit rights clauses are not particu-
larly common because the need for auditing is lessened.

Three competitive bids
You would expect that your organization awarded the 
construction agreement to the lowest most qualified bidder 
after receiving at least three bids and having conducted 
a bid analysis that “evened out” the bids. You should also 
expect that your organization's standard boilerplate 
construction agreement contains a clause requiring the 
contractor to obtain at least three bids for each trade before 
awarding a contract to a subcontractor.
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The three-bids rule is standard operating procedure for 
procuring goods and services in most public and private 
organizations. Therefore, as part of an audit, look to see if 
your organization's agreement requires the contractor to 
seek three bids. Often, the contractor is required to obtain 
bids before awarding a subcontract, but three bids are not 
specified in the contract.

A good rule is that if management policy requires three 
bids as normal business practice for goods and services 
procurement (i.e. nonconstruction), then three bids should 
be the rule for construction projects.

Exceptions to this policy may be permitted if there is only 
one subcontractor in your area capable of performing the 
work (called sole sourcing), or if your organization made 
the subcontractor selection for the contractor (called single 
sourcing). Always look to see that, absent the occurrence 
of competitive bidding, the files document why awarding a 
subcontract was sole- or single-sourced.

Retention
Every construction audit should recalculate the retention 
amount that appears on the contractor's monthly payment 
application. The rule of thumb is that most projects have a 
10 percent retention.

Some projects will drop the retention to five percent 
midway through the project if the project is on time and 
on budget. However, the construction agreement must 
delineate this possibility in writing. The amount retained, of 
course, is a financial cushion should the contractor default or 
fail to perform according to the terms and conditions of the 
agreement.

Cost clauses
General conditions/general requirements
It is hard to say which cost-related clause is the most 
important for an auditor. However, let's say that, except for 
subcontractor costs, the most important is general condition 
(GC) or general requirements (GR) costs.

When combined, GCs and GRs are generally 4–8 percent of 
the construction agreement. The GC and/or GR requirement 

clause should specify exactly which costs are reimbursable 
and which are not.

If you really want to nail down what these costs are, ask 
that your construction department develop a matrix of all 
potential project costs (including GC and GR costs) before 
the agreement is signed. The matrix should indicate whether 
the owner, contractor, subcontractors, architect or another 
entity is responsible for absorbing the cost. This matrix can 
be added to the agreement as an addendum.

Direct and indirect costs
In the construction industry, it is generally understood that 
an owner should pay only for direct costs (costs occurred 
on site or directly attributable to the project site) and not 
overhead and/or indirect costs incurred by the contractor's 
office (such as home office personnel costs). Always look 
within the agreement to ensure direct costs are defined. The 
contractor's fee covers their indirect costs and overhead so 
these should not be charged directly to the project.

Labor and labor burden costs
Contractors are reimbursed for the labor and associated 
labor costs they incur via their monthly payment 
application. Labor costs are the hourly or monthly wages 
paid to their personnel working on the project. Associated 
labor costs (burden) are the statutory and fringe benefit 
costs associated with these individuals.

You should review labor cost clauses to ensure they contain 
the hourly wage rate or monthly salary for each individual 
the contractor will use on the job. Sometimes they are listed 
in an addendum to the agreement. It is also important to 
know whether these hourly or monthly wages are fully 
burdened (i.e. they include all statutory and fringe benefit 
costs), or whether the statutory and fringe benefit costs are 
added as a percentage (say 60 percent).

It is recommended to avoid adding a percentage to the labor 
costs because this will often end up being a profit center for 
the contractor. The audit issue is that if statutory and fringe 
benefit costs are added to the hourly wage of each contractor's 
personnel (on a percentage basis), these costs rarely reach 60 
percent. An average amount would typically be in the 25-35 

Be sure an audit rights clause is included in every contract.
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percent range, or less. Therefore, the difference between 25-35 
percent and 60 percent is a profit center.

Corollary to this concept is that owners are often overbilled 
by about one percent, or sometimes more. This assertion 
is based primarily on a situation where the contractor is 
using an inflated labor burden percentage and therefore 
the difference between actual labor burden costs and the 
inflated amount becomes profit. Labor even on a smaller 
project can run into the millions of dollars, and therefore the 
profit center can be substantial.

I have frequently worked with contractors and 
subcontractors to substantiate their labor burden 
percentage and have rarely been able to achieve the 
percentage they are billing.

You may want to try to recalculate the accuracy of the labor 
burden as part of your audit. The bottom line issue here is 
to have your organization avoid a labor burden percentage 
added to the hourly rates. Only pay actual labor and labor 
burden costs. (Note: In major metropolitan areas in the 
U.S., the labor burden percentage can exceed 100 percent, 
particularly when union fees are included).

Equipment rental costs
The agreement should include a clause for equipment 
rental costs to address the contractor’s need to rent 
equipment for the project, for instance a crane. The clause 
should state whether the rental rates that are to be billed to 
the owner are:

 • Rates included in one of several nationally recognized 
equipment rental pricing guides

 • Rates from local equipment providers

 • Rental rates for equipment owned by the contractor 
(often through a subsidiary)

If the contractor elects to use a national pricing guide, your 
organization should negotiate to pay between 70 and 90 
percent of the hourly, daily or monthly rate included therein. 
Why? Because the rental book costs tend to be higher than 
local rental costs.

For an added cost control, require the contractor to provide 
a list of equipment that will be needed along with all rental 
rates before the agreement is signed. These rental rates 
should be compared to local rental rates and/or the national 
rental rates.

Equipment repairs and/or maintenance costs for contractor-
owned equipment should also be addressed in the 

agreement. The owner should not be responsible to pay for 
repairing or keeping the contractor's equipment in working 
order. Equipment should be in working order when it arrives 
at the project and the contractor should be responsible for 
maintaining it and keeping it in working order thereafter—
at their cost.

Preconstruction costs
The construction agreement should address preconstruction 
costs (assuming preconstruction costs will be incurred). 
Often this item is a fixed amount and the owner will pay 
the contractor a lump sum for it. However, sometimes these 
costs come under a Not to Exceed (NTE) amount, therefore 
you must verify each cost and ensure the NTE amount was 
not exceeded. Be aware that contractors will sometimes 
purposely misclassify preconstruction costs as construction 
costs if they know they will exceed the NTE.

Intangible costs
Intangible costs are the contractor's fee, overhead and 
profit markup on change orders, insurance and bond costs. 
The agreement should be clear with respect to these costs 
as they will need to be recalculated and verified as part 
of the cost audit. There will be separate provisions in the 
agreement for each of these costs that explain how these 
will be billed to the owner. Generally, they are billed as a 
percentage of the agreement amount.

Flow through provision
Perhaps the most important clause to look for (along with 
the audit rights clause) is one that states that “all provisions 
herein between the owner and the contractor flow through 
to the subcontractors.”

To implement this clause, the standard boilerplate agree-
ment that the contractor uses to employ subcontractors 
should be amended to include this wording. Subcontractors 
will often balk at this clause because they do not want to 
be audited, particularly if they have a lump sum agreement. 
However, I have found that if the contract award hinges on 
including the “flow through” provision, they will approve the 
clause as part of their agreement.

This is a potentially a powerful clause. Because of this 
clause, an owner can audit the books and records of the 
subcontractors. Otherwise, in most cases, the owner may 
never have this right. This can become important in a 
potential dispute situation over project costs or a claim 
against the project.

Auditors are now able to visit the offices of subcontrac-
tors and audit their books and job cost ledger to see 
their true costs. This can help resolve any cost issues 
because the exact cost incurred by the subcontractor 
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can now be determined to see if there is any basis to the 
dispute.

This access can also eliminate the need to subpoena cost 
records if a claim against the project is filed. Be aware. On 
occasion a subcontractor may refuse to allow an audit even 
though the “flow through” provision has been included. If 
this happens, a high-level discussion may need to occur 
with the subcontractor to resolve the issue. If it cannot be 
resolved, a subpoena may be necessary when a claim has 
been filed.

Summary
There are many important clauses or phrases in a 
construction agreement. For audit purposes, some have 
more relevance than others. This was a dissection of points 
you should consider when planning and conducting a 
construction audit of a “generic” construction agreement.

If your organization does not have the clauses discussed 
here, you should recommend construction agreements be 
changed for upcoming projects. Most contractors will not 
agree to amend the agreement for underway projects.

From a process standpoint, consider these clauses as a 
way of improving the effectiveness and efficiency of how a 
project is managed. From a cost standpoint, consider these 
clauses as a way of financial engineering, because they have 
the potential to save your organization money on future 
projects. 

Ron Risner, MBA, CIA, CCA, CCP, is 
founder and President of Risner 
Consulting Group, Inc. of Orlando, 
Fla. His firm has provided consulting 
and audit services to Fortune 
500 companies, and provides 
construction audit training. The 
Institute of Internal Auditors Research 
Foundation published Ron's book, 
The Practitioner's Blueprint to 
Construction Auditing. It can be 
ordered at: iia.org/bookstore. Ron 
can be reached at (407) 340-5204 or 
RonRisner@aol.com. You can find his 
website at risnerconsulting.com.

Men occasionally stumble over the truth, but most of them pick themselves up and hurry off as if nothing had 
happened. ~Winston Churchill
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