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Construction Auditing Column

By Ron Risner

Reviewing Construction Change Orders

Change orders represent the largest risk 
in a construction project so it makes 
sense that we dedicate a column to 
understanding why. Since it is generally 
understood that change orders represent 
the largest risk, it follows that auditors 
should understand the nature of a 
change order and concurrently be 
prepared to dedicate a signifi cant part 
of their construction audit resources to 
performing a review of this discipline.  

Defi ning a Change Order
First, let’s defi ne change order. A change 
order is a change in the direction of the 
original scope, plans, or specifi cations 
of a project. It can be as complicated as 
moving an electrical panel from one side 
of a building to the other, or changing the 
entire face of a building, or just as simple 
as moving a door three feet to the left of 
what was originally contemplated, or 
changing the name brand of windows 
that will be installed throughout the 
building. 

What Causes Change Orders
What causes a change to occur? It can 
be the owner, architect, contractor, 
subcontractor, a local building code 
change, an unforeseen fi eld condition, a 
design error, or omission. 

Why They Are Risky
Why are change orders risky? Generally 
it is because they may not be warranted 
or that they are infl ated. Let me explain. 
If the requested change was included in 
the original scope of work then approval 
of the change order is catamount to a 
duplication of cost for the owner (i.e. it 
is not warranted). Second, change orders 
can represent an excellent profi t center 
for the contractor (i.e. in the construction 
industry contractors tend to overstate the 
cost of materials, labor and equipment 
costs associated with a change order). 

This is particularly true of contractor/
subcontractors who bid low on a project 
but anticipate making up their loss by 
continually proposing change orders. 
Either way budget monies can quickly 
disappear causing a potential cost 
overrun for the owner. 

In addition to the infl ated cost of 
materials, labor, and equipment, both 
the contractor and subcontractor are 
typically allowed an overhead and profi t 
that is added to the change order. It is not 
unusual for the construction agreement to 
allow a 10% overhead and profi t mark-up 
for the subcontractor with an additional 
5% for the contractor. These overhead 
and profi t mark-ups are often more than 
the percentage fee that the contractor/
subcontractors enjoy under their 
construction agreements. So as you can 
see it is generally to the fi nancial benefi t 
of both the contractor/subcontractor to 
request change orders.

Monitoring the Amount of Change 
Orders
When are too many change orders too 
many? First, most projects have change 
orders. My rule of thumb is that if a 
project has change orders equal to or less 
than 5% of the original hard cost of the 
project then this would be customary in 
the construction industry. This doesn’t 
mean an auditor shouldn’t review these 

change orders, it just means that less 
time will probably need to be dedicated 
to the review. If a project has change 
orders somewhere between 5-10% of the 
original hard cost of the project then as 
an auditor it tells me something may be 
awry and I will need to spend more time 
understanding the genesis of each change. 
Finally, if change orders exceed 10% of 
the original hard cost of a project, I know 
that many things must have happened to 
change the direction of the project. Voila, 
I need to spend a signifi cant amount of 
time reviewing change orders. A word 
of caution: it is hard to measure risk 
based on the number of change orders. 
It is not unusual for a large billion dollar 
project to have several hundred change 
orders—maybe even thousands. However 
if the dollar volume is still less than 5% 
then it appears to me that the project is 
still under control. In other words, a large 
number of change orders are secondary to 
the dollar volume. 

Other Attributes

Before we delve into what comprises 
a change order audit let’s continue to 
understand other attributes of a change 
order. Before a change order is executed 
between an owner and a contractor there 
is usually a series of procedural steps that 
it must go through before fi nal approval. 
For instance, a subcontractor may request 
a change order. On some projects this may 
be called a Change Order Request often 
referred to as a COR. On another project 
the request may be called a Potential 
Change Order (POC). On another project 
it may be a called a Change Potential 
Request (CPR) and so forth. There are 
many acronyms for this process and 
the nomenclature is not signifi cant. Just 
understand that as COR’s are approved 
by the contractor, owner and architect, 
that multiple COR’s will eventually be 
rolled into an Owner Change Order 
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(OCO) or for brevity, ‘change order’. 
Generally, a contractor will roll approved 
COR’s into an Owner Change Order 
about once a month to coincide with the 
preparation of their monthly payment 
application. On the Contractor’s standard 
AIA G702 Payment Application there is 
a special area on the front of the form for 
approved Owner Change Orders. Keep 
in mind that the contractor wants to place 
OCO’s on their payment application so 
they can be paid and subsequently pay 
their subcontractors. 

Auditing Scope

Let’s look at the scope of a change order 
review. The first thing to do is to make 
sure to capture the change order universe 
in anticipation of selecting a sample. You 
can do this by requesting a copy of the 
Change Order Log, usually prepared 
by the contractor. The Change Order 
Log should list in numerical sequence 
all COR’s that have been approved, not 
approved or that are pending approval. 
Since they should be sequentially 
numbered you want to account for each 
one. If there is a break in the numerical 
sequence you will need to meet with 
the project manager to find out why. For 
instance, you might find those that were 
not approved such as zero cost change 
orders were “deleted” from the Log for 
efficiency purposes. In this case there 
should still be a change order file but at 
least you have accounted for each and 
every one. 

Second, I make sure that the approved 
change orders listed on the Change Order 
Log agrees with the contractor’s most 
recent Payment Application (i.e. if there 
are three approved OCO’s reflected on 
the Change Order Log then the total 
should tie to the three OCO’s included 
in the contractor’s most recent payment 
application). 

Third, select a sample of COR’s to 
be reviewed. Generally you can use 
a judgmental sample which focuses 
on 1) materiality, and 2) change order 
descriptions which look like things that 
should have been included in the original 
scope of work. Since every COR should 
have its own file the next step is to pull 
the COR file to see what cost estimate 
documentation it contains. The estimate 
should include the subcontractor’s 
detailed cost of the labor, materials, and 
equipment associated with the change. 
The more detail the better because 
this makes it easier for the owner to 
understand what they are paying for and 
it allows an independent third party to 

re-estimate the cost of materials, labor 
and equipment if need be. Keep in mind 
that estimators generally use nationally 
recognized material cost estimating 
books which tell them what the cost of 
materials and equipment should be. 
These estimating manuals are generally 
inflated (sometimes significantly) when 
compared to the cost of materials which 
they will purchase from local trade 
suppliers. One caveat. Remember that 
not all change orders increase the cost 
of the project. Some change orders can 
actually decrease the cost of a project. For 
instance, if the owner decides to go with 
a different brand of window which costs 
less per window than included in the 
original specifications then a credit COR 
will arise. But the file should still contain 
a detailed estimate pertaining to the 
credit just as though it were an add-to 
change order. 

Finally, you should attempt to determine 
if the change order was included in the 
original scope of work. This can be done 
by becoming familiar with the contract 
documents and scope of work beforehand 
and/or you can also review the original 
plans and specifications. If necessary 
you can meet with the Project Manager 
who can show you the original drawings 
versus any changed drawings to see if the 
change order was warranted. 

Fourth, once you review the original 
estimate from the contractor/
subcontractor look for evidence that 
someone representing the owner 
attempted to negotiate a lower price. 
This is not always evident in the file 
but you can discuss the overall process 
the owner’s representative or project 
manager uses to keep inflated change 
orders from occurring. I recommend as 
a cost containment measure, for larger 
change orders, that the owner re-estimate 
each change order for material quantities 
as well as unit prices and include the re-
estimate in the file. The owner can employ 
someone on the payroll directly to do so 
or can employ an independent third party 
estimating firm. When to re-estimate a 
change order depends on the size of the 
project, the number of change orders and 
the size of the change order. 

As a general rule of thumb, I like to see 
all change orders in excess of $25,000 be 

independently re-assessed. However, 
this is a broad guideline. The key is to 
make sure that the cost of having the 
estimate performed does not exceed 
the potential reduction in the price 
of the change order. Only seasoned 
construction personnel can tell you if a 
third party estimate would be beneficial. 
However, there is one way for a novice 
to track whether the negotiating or 
re-estimating process is working. This 
entails looking at the composition of 
the change order log. Generally, as a 
best practice, change order logs should 
contain a column for the amount of the 
original estimate, a column for the final 
amount agreed upon between all parties 
and a column for the difference where 
the difference represents the negotiated 
savings. And, if you review the change 
order log and the amount of the original 
estimate is never or infrequently lowered 
it is usually an indicator the owner is 
paying for inflated change orders. The 
savings column is also one that can be 
monitored by executive management 
to make sure someone is representing 
their best interests via negotiation and/
or combined with actual documented 
re-estimates. 

Finally, as part of the review ensure that 
all change order mark-ups or additional 
fees are allowed under the construction 

documents. As mentioned previously, 
most contracts allow an overhead and 
profit mark-up for the contractor/
subcontractors. Most also will include a 
provision for additional costs related to 
the performance and payment bonds. 
However, I often find the percentage 
mark-ups do not agree with what is 
allowed under the change order contract 
provisions. And, often I also find fees 
which are not allowed. Examples include 
additional general condition costs, change 
order processing fees, material fees or 
other miscellaneous fees. Any fees or 
mark-ups not allowed under the contract 
documents should be refunded to the 
owner. Sometimes these over billings can 
be substantial. 

Summary
Change orders represent the greatest risk 
to an owner because of the likelihood 
that they are unwarranted or inflated. 

My rule of thumb is that if a project has change orders 
equal to or less than 5% of the original hard cost of the 

project then this would be customary.



54 New Perspectives Association of Healthcare Internal Auditors August 2008

As demonstrated, these unwarranted or 
inflated change orders can quickly create 
a cost overrun. And, I have given you a 
primer on the genesis of change orders, 
how to perform a change order review, 
what to expect when you perform the 
review and how you can assist your 
organization in controlling construction 
costs. NP

Ron Risner is founder and president of Risner 
Consulting Group, Inc., of Orlando, Florida. 
He was formerly the Vice President of Internal 
Audit for a large commercial banking firm 
in Florida where he managed 50 auditors 
directly and 100 indirectly. Risner Consulting 
provides domestic and international professional 
construction consulting and audit services. The 
firm’s website is www.risnerconsulting.com.

much of the business from each product 
line is going to bad debt? From experience 
with payer report cards, you will be able 
to conduct transaction-based analyses of 
denials and rejections, overturned denials, 
underpayments, timeliness of payment, 
and self-pay. For optimal effect, review 
and update the payer report card at least 
every 4-6 months.

Consider The Following Questions:

Were underpayments caused •	
by vague contract language, 
improper loading into the claims 
payment system, under-coding 
or sub¬optimal documentation, 
bundling, dropped charges, or other 
factors?

How many self-pay accounts go to •	
collections or bad debt?

What percentage of problem accounts •	
is related to a specific product line, 
such as CDHPs?

Do actual payments cover the cost of •	
care, the cost of billing and collections 
activities, the cost to analyze and 
negotiate the deal, and the cost to 
maintain the contract?

What is your actual cost to collect the •	
money?

What is the profitability by case?•	

Are payer reimbursements linked to •	
the actual cost of services or based on 
standards such as Medicare, DRGs, 
state and national fee schedules, or 
case rates?

Are payments timely, penalties for •	
late payments actually paid, and 
denials overturned?

Conclusion
For providers of all shapes and sizes, 
knowledge of payer contract violations 
is power. It enables you to invoke the 
material breach provisions in your 
contracts and enforce the dispute 

resolution procedures. Without tracking 
those metrics your organization defines 
as strategic, it is more difficult to 
handle unresolved issues or renegotiate 
contracts with any definable leverage. But 
remember to begin at the 30,000-ft level 
and then refine your analysis over time. 
By pinpointing what you want and don’t 
want from payers, you can improve your 
managed care contracting strategy and 
effectively increase revenue. NP

Maria K Todd, MHA, Ph.D., is the leading 
instructor in managed care and contracted re-
imbursement and has presented to over 50,000 
healthcare professionals. She is a highly-
regarded consultant and contract negotiator, 
author of hundreds of articles, several white 
papers and five books—with a sixth slated for 
this fall. Her background includes experience 
as an HMO provider relations coordinator, 
IPA and MSO executive director, contract 
analyst and negotiator, health law paralegal 
and certified mediator. She may be contacted 
at: maria@mariatodd.com.

Being Prepared: Renegotiating Managed Care Contracts Using Payer Report Cards — continued from page 45

Attorney-Client Privilege Considerations from the Auditors Perspective — continued from page 49

Education/Re-education Initiatives
Education and re-education initiatives 
should occur within the organization 
regarding ACP protocols for all affected 
departments and areas. In addition, policies 
and procedures should be refined, as 
appropriate, based on information learned 
and feedback from these initiatives.  

How does your organization educate 
operational personnel performing 
monitoring functions regarding when to 
alert Compliance, Legal and Audit? 

The need to educate the Board and 
Management was reiterated above. In 
addition, this education and re-education 
should be part of the training plan for 
auditors to reinforce their understanding 
regarding ACP protocols.  

Conclusion
Effective ACP requires a coordinated 
approach with Legal, Compliance and 
Internal Audit. While most audits are not 
conducted under ACP, it is important 
to maintain a constant channel of 
communication throughout the audit 
model of risk assessment, annual audit 
planning, audit performance, audit 
reporting and audit follow-up.

About the AHIA/HCCA Focus Group
The AHIA/HCCA focus group will 
continue to address compliance auditing 
and monitoring directives through white 
papers, articles and educational initiatives. 
The Focus Group welcomes your feedback 
and requests to address particular matters 
related to auditing and monitoring. 

Please submit your request directly to any 
member of the focus group. NP

Members of the focus group are:

Jan Coughlin, Scripps Health

Debra Muscio, Central Connecticut 
Health Alliance

Mark P. Ruppert, Cedars-Sinai Health 
System

Kathy Thomas, Duke University 
Health System

Debi Weatherford, CHAN Healthcare 
Auditors

Debi Weatherford is the Director of Internal 
Audit at Piedmont Health Care in Atlanta, 
GA. She may be contacted at debi.weatherford@
piedmont.org.
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AHIA Mission Statement

The Association of Healthcare Internal Auditors (AHIA) is an international organization dedicated to the 
advancement of the healthcare internal auditing profession, which includes auditing disciplines such as 
operational, compliance, clinical/medical, financial and information technology. AHIA is committed to:

Providing healthcare auditors with specialized education and networking opportunities•	

Providing leadership to the healthcare audit profession•	

AHIA Vision Statement

Healthcare leadership and the healthcare internal auditing profession recognize AHIA as the catalyst for 
continually elevating the quality of healthcare internal auditing and advancing the profession and its members. 
AHIA embodies ‘excellence through sharing’ and is the healthcare auditors first choice for education and 
leadership specific to this multi-disciplined profession and for information on best practices and industry and 
professional trends. AHIA is a leader in partnering with other organizations to expand profressional resources.


