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In the last column we introduced two 
basic types of construction audits–a 
review of project controls and project 
costs. In this column we will expand 
our purview to include other corollary 
construction audit and consulting 
activities. These audits can improve 
controls and help avoid, recover, reduce, 
or save money for your organization– but 
in a more limited fashion. This column 
will address audits pertaining to a review 
of your construction or engineering 
services (facilities) department; stand 
alone review of change management;  
review of construction fi nancial reporting; 
a project closeout; and review of potential 
or actual contractor legal claims.

In-house Construction Management 
Audit
The fi rst type of audit involves a review 
of your organization’s construction 
or engineering services department. 
This audit is similar to a project control 
review. In fact, some might say that 
one is a subset of the other. However, 
as opposed to performing a review of a 
particular project this review addresses 
the construction management practices 
of your organization’s construction or 

engineering services department and 
any relevant construction policies and 
procedures (or lack thereof). Many large 
organizations have opted to expand 
their in-house facilities management 
department to oversee capital 
expenditure projects while at the same 

time handling smaller ongoing facility 
maintenance projects and improvements. 
It is not unusual in today’s healthcare 
environment to see several capital projects 
underway and at the same time upwards 
of one hundred smaller maintenance or 
low budget projects. With this in mind, 
the internal audit department must 
decide whether to perform an audit 
of the policies, procedures, processes 
and controls surrounding a particular 
project (as noted in my last column) or to 
perform a similarly scoped audit  within 
the construction or engineering services 
department. 
“What’s the difference?” you ask. In 
an individual project audit a review is 
undertaken of the policies, procedures, 
processes and controls used by the 
construction team (i.e. the general 
contractor or construction manager, 
architect, project manager, owner’s 
representative or other construction 
services provider). If an organization 
does not have uniform policies and 
procedures these controls may vary from 
project to project. In an audit of your 
construction management area a more 
“global” approach is taken to reviewing 
the controls adopted by your organization 
and used on a consistent basis by each 
project team. In terms of audit effi ciency, 
effectiveness, and maximum utilization of 
limited audit resources a good argument 
can be made to conduct a global approach 
audit and then perform a cost audit of a 
particular project. 
To execute this global approach the 
auditor must gather all of the written 
policies and procedures in the department 
as well as all generic contract agreements, 
fi nancial reports, budget reports and 
forms used by the department. You 
will want to provide an analysis and 
evaluation of the effectiveness of each. Or, 
if policies or procedures do not exist or 
are limited you will want to recommend 

that basic ones be adopted. In my next 
column we will address the minimum 
construction policies and procedures that 
should be adopted by any organization. 
The global review in essence minimizes 
the need to perform a control review for 
every project. 

Where there are multiple projects and 
limited audit resources it is possible to 
build a quantitative risk analysis matrix 
which weighs the risk of each project 
according to type of contract, size of 
contract, number of change orders, dollar 
volume of change orders, pioneering 
design, and/or other criteria. Once 
completed this matrix can be used to 
decide where it may be best to allocate 
audit resources. In a future column we 
will further defi ne the parameters of such 
a matrix.

Change Management Audit
The second type of audit is a stand-alone 
review of change orders. More precisely 
a change management policies and 
procedures review. One might wonder 
why such a limited review should be 
undertaken of just one aspect of the entire 
construction project. This is because the 
highest risk in a construction project is 
change orders. Change orders can quickly 
alter the complexion of a project by driving 
up the price of a project. Often changes 
are infl ated by the contractor and/or 
subcontractor or they may be a duplication 
of work already outlined in the plans and 
specifi cations of the project. This can result 
in an unexpected cost overrun at the end of 
the project and may leave management or 
the Board asking “What happened? How 
did we end up with a cost overrun and 
why did it take so long to be brought to 
our attention? (Or worse: “Where was the 
audit department?”) 

Without in-house resources to perform a 
full fl edged project control or cost audit, 
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the budget to use co-sourcing, or funds to 
hire an outside construction audit firm, 
change management audits is where I 
would spend my time. 

In reviewing change orders the auditor 
must audit whether:

The pricing documentation provided 
by the subcontractor properly 
supports the change.

Your organization was given credit 
for work initially included in the 
contractor or subcontractor’s plans 
and specifications.

The price of subcontractor, materials, 
and labor and equipment rental costs 
were estimated at appropriate market 
rates.

The markups for overhead and profit 
were in agreement with the terms 
and conditions of the agreement.

The markups for performance and 
payment bonds, insurance and/or 
additional general condition costs 
were appropriate either by industry 
standards or according to the terms 
and conditions of the agreement. 

Construction Financial Reporting 
Audit
A third type audit reviews and evaluates 
the monthly financial/budget reports 
prepared for a project. It includes a review 
of the forecast of whether the project will 
have a cost overrun. The first step in 
ensuring that the financial position of a 
project will be properly reported each 
month is to determine if your organization, 
perhaps in conjunction with the contractor, 
developed a monthly cash-flow outgo 
projection before the project began. A 
cash-flow outgo projection will enable 
your organization to compare actual 
construction costs incurred each month to 
the monthly projections to determine if the 
project is within budget and/or will have 
a cost overrun at the end of the project. 
To perform this audit you will need to 
review the financial report developed by 
your organization and/or the contractor to 
determine that the report shows: 

Actual costs to date.

The projected monthly cost.

Any variance to the monthly 
projected cost.

Includes the unused portion of all 
commitments (such as subcontracts 
and purchase orders).

Includes all approved or pending 
change orders.

•

•

•

•
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e.

Any other forecast or estimate to 
complete costs that have not yet 
been memorialized in writing but are 
known to be forthcoming.

When calculated correctly this proactive 
approach to estimating forthcoming costs 
will provide the Estimated Final Cost 
(EFC = a+d+e+f). The EFC can then be 
compared to the total original budget. The 
difference between the EFC and the total 
original budget will tell you whether the 
project will or will not have a cost overrun 
given all known and forecasted costs at 
the time the report is prepared. If the EFC 
is more than the total budget then there 
may be a cost overrun.

Project Closeout Audit

The fourth audit is known as a 
closeout audit. This in essence is an 
expanded project cost audit. However 
it is performed in the latter stages of the 

project. Whether to start a project cost 
review at the beginning of the project, 
somewhere in the middle or via a closeout 
audit is often the personal philosophy of 
the audit department, audit committee, 
or executive management. A cost audit 
early in the project can help prevent 
non-reimbursable costs from being billed 
during the remainder of the project. A cost 
review anywhere in the middle will also 
help prevent non reimbursable costs from 
being billed during the life of the project 
and will require that over billed costs be 
deducted from some future contractor 
payment application. 

A closeout audit entails reviewing all 
of the cost incurred during the project 
such that any recoverable costs can be 
set off against the contractor’s final 
payment. The closeout audit should be 
expanded to include closeout procedures 
and should include a review of whether 
the punch list has been completed, final 
lien waivers from the contractor and/or 
subcontractors have been obtained, 
assurance that as built drawings have been 
obtained and that operating warranties 
and maintenance manuals for installed 
equipment or machinery has been given 
to your organization before releasing the 
final payment to the Contractor. 

f. Contractor, Subcontractor Legal 
Claims Audit
The final type of specialty audit 
involves potential or actual litigation 
by a subcontractor or contractor. Most 
construction agreements address how 
disputes between the subcontractor/
contractor and owner are to be settled. 
Typically a contractor who has lost money 
on a job and believes the losses were the 
result the owner’s negligence will place 
a claim against the owner. When this 
occurs the auditor should refer to the 
construction agreement to determine how 
the claim is to be resolved (i.e. the terms 
and conditions typically indicate that 
disputes will be settled by one of several 
means) such as arbitration, mediation, 
or litigation. In some cases the parties 
may agree the architect or other contract 
administrator will settle disputes. If 
your project is troubled and a contractor 

or subcontractor has threatened a claim 
or actually forwarded one to your 
organization, performing an audit can be 
an invaluable step prior to any of one of 
the three aforementioned “legal” steps 
being initiated. However you should 
first determine whether the construction 
agreement includes a “right to audit” 
clause. Almost all agreements I have seen 
include an audit-right clause. 
By exercising this right an organization 
can request a copy of the contractor’s 
project cost ledger (or any of their books 
and records) and can determine whether 
a contractor’s claim has merit. If the cost 
ledger shows that the costs the Contractor 
incurred are more than the agreed upon 
contract price (after a conducting a cost 
review and deducting costs not allowed 
under the construction agreement) then 
the claim may have merit if they are able 
to link their loss to an act of the owner. I 
contend that an audit of the cost ledger 
of the contractor and/or subcontractor(s) 
can prevent a dispute from going 
into protracted and costly arbitration, 
mediation, or litigation. In fact, I have 
seen a few cases where the subcontractor/
contractor offered to settle the claim at a 
much lower amount when the prospect 
of an audit was looming and/or a request 
was made of a copy of the contractor’s 

Without in-house resources to perform a full-fledged 
project control, change management is where I would 

spend my time. 
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books and records, including but not 
limited to the job cost ledger.

Conclusion
If your department has limited audit 
resources, any one of these corollary 
audits (the claims review excluded) may 
be an alternative to conducting a full-
fledged project control or cost review. 
In the next column we will address the 
minimum type of construction policies 
and procedures your organization should 
adopt and the pros and cons of when to 
start a project control review, a project 
cost review, or any of these corollary types 
of audits. NP
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