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Construction Auditing Column

By Ron Risner

The Two Basic Types of 
Construction Audits

In the last two columns you were 
introduced to basic construction 
terminology and the various types of 
construction agreements including their 
inherent risks and attributes. In this 
column we will talk about two basic 
types of construction audits that you can 
perform for your healthcare organization. 

Often I am approached by healthcare 
auditors who ask me how to go about 
performing a construction audit. My 
fi rst question to them is: “What are you 
trying to accomplish? Do you and the 
Audit Committee want to perform a 
control review or are you looking to save 
money for your organization because 
you or others believe you may have been 
over-billed by the contractor or other 
construction service providers, or both?” 
Given this question there are generally 
two types of construction audits that 
can be performed: control reviews and 
cost reviews. Keep in mind there are 
other corollary construction audits or 
consulting activities which can improve 
controls and/or help to avoid, recover, 
reduce, or save money, but we’ll save 
those for the next column. 

Control Reviews
Let’s start at the beginning. A control 
review of a construction project is a 
review of the processes, procedures, 
policies, practices, internal controls and 
cost controls that surround management 
of the project. In its simplest form a 
control review is a review of the control 
over the paperwork. And make no 
mistake about, it the paperwork on a 
construction project is substantial. Keep 
in mind that the architect, contractor, 
subcontractors, and other providers 
typically have paperwork that they must 
execute each month according to the 
terms and conditions of their agreements. 
The owner also has paperwork 
monitoring responsibilities such as 
monthly budget/fi nancial reports. 

Let’s delve further. Usually the architect 
is responsible for tracking changes to the 
drawings (called Revisions), answering 
questions about the drawings (called 
Requests for Information), and tracking 
items submitted for their approval from 
the contractor or subcontractor (called 
Submittals). The contractor is responsible 
for producing a project completion 
schedule each month, submitting their 
payment application (invoice) and for 
executing and tracking change orders. The 
various tiers of subcontractors also are 
responsible for submitting their payment 
application and change order requests to 
the contractor each month. All of these 
processes and procedures help control the 
project. 

As a starting point the control review 
requires the auditor to read all of the 
construction documents to isolate those 
areas of performance where processes, 
procedures, policies, practices, internal 
controls, and cost controls may be 
enumerated in the architect, contractor, 
subcontract, or other service provider 
contracts (i.e. such as those processes 
listed in the previous paragraph). The 
second step is to meet individually 
with the architect, contractor, and 
the owner’s personnel to discuss the 
processes in place, to review the fl ow 
of the paperwork, and to discuss any 
issues that have surfaced thus far. The 
next step is to compare the processes 
required in the contract documents 
vis-à-vis what is taking place on site by 
reviewing budget/fi nancial reports, fi eld 
reports, and/or logs maintained by the 
architect, contractor, subcontractors, or 
the owner. In some respect this is partly a 
contract compliance audit. The diffi culty, 
however, is to determine if there are other 
customary construction management 
practices that should be taking place 
during the project that may not 
necessarily be mentioned in the contract 
documents, but which if they were taking 

place would enhance control over the 
project. More experienced construction 
auditors like to compare the activities of 
their organization’s construction project 
team to those of industry construction 
management best practices. A control 
review can be particularly helpful if an 
organization has a long-term capital 
expansion program and they want to 
learn from mistakes on a current project 
so that controls are in place going forward 
on future projects. 

Cost Reviews
Now for the second main type of audit–
the cost review. Virtually everyone has 
heard that, if not careful, the owner can be 
substantially over-billed on a construction 
project. Many auditors like to roll their 
sleeves up to see whether they can fi nd 
these over-billings. In this respect a cost 
review is somewhat synonymous to a 
forensic audit. Again, the place to start 
is by reading all of the construction 
documents and to isolate all of those 
business terms and conditions related 
to costs. For instance many types of 
contracts list costs which are reimbursable 
or not reimbursable to the contractor 
and/or sometimes the architect. The 
auditor would want to review the 
payment applications and supporting 
documentation to see if the costs 
billed were either reimbursable or non 
reimbursable. As mentioned in a prior 
column, the riskiest part of a construction 
project occurs in controlling change 
orders and change order costs. Why? 
Because contractors and subcontractors 
have a tendency to submit changes 
which are not really changes or to infl ate 
change order pricing to improve their 
profi t margins. Meaning, they tend to 
overestimate the cost of labor, materials, 
or equipment associated with the change. 

With this in mind, an auditor should 
focus a great deal of attention on the 
change orders executed on the project. 
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Each change order should include a 
detailed list of the subcontractor’s labor, 
material, and equipment costs included in 
the change. If the cost of labor, materials, 
and equipment is pre-established before 
the contract documents are executed, 
this becomes a matter of comparing 
pricing in the contract to those in the 
change order to ensure they are proper. 
Where it becomes more diffi cult is 
when the auditor must refer to national 
construction pricing guides to determine 
if the labor, materials, and equipment are 
reasonable. Or, determining if a change 
order is legitimate such as was this 
change actually included in the original 
scope of work or drawings, did the 
contractor/subcontractor miss it, or are 
they trying to make additional money? 

While these are two of the most prevalent 
ways for a contractor/subcontractor to 
overbill the owner the actual number 
of ways are too numerous to mention 
in a column of this length. However, 
here are just a few more overbillings to 
look for: incorrect markups on change 
orders; allowance and alternate credits 
not given to the owner; value engineering 
not credited to the owner; billing for 
rework; incorrect labor or labor burden 
rates; home offi ce executives billed to 

the project; excessive travel and/or 
entertainment costs by the architect or 
contractor; and contractor/subcontractor 
billing errors. In any case, overbillings 
discovered by the auditor should be 
presented to the owner’s construction 
personnel and assuming the auditor is 
right in his/her fi ndings the overbillings 
can be offset against a future payment 
to the Contractor. Voila! Perhaps, you 
have saved your organization a tidy sum 
of money by performing a cost review. 
Depending on the type of agreement it 
would not be unusual to fi nd savings in 
the 1-3% range of construction costs. 
While we have presented the control 
and cost reviews as separate and distinct 
audits they are not necessarily so. Many 
auditors and/or Audit Committees 
prefer that both audits take place 
simultaneously. 

Other Construction Audits
Finally, there are other construction audits 
which are corollary to a control or cost 
review but are more specifi c. These audits 
are usually performed by an auditor 
more familiar with the construction 
industry. These include: 1) a review of 
the construction management practices 
of an owner’s facility, construction or 

engineering department, and the owner’s 
construction policies and procedures 
or lack thereof; 2) a change order only 
review; 3) a review and evaluation of the 
fi nancial/budget reports being prepared 
for the project each month including 
a prediction of whether the project 
will have a cost overrun; 4) editing the 
business terms and conditions of the 
construction documents so they favor the 
owner and not necessarily the contractor 
or architect; 5) fi nancial value engineering 
and 6) assistance in claims mitigation 
and/or litigation support. 

In the next column we will explore these 
corollary types of construction audits. We 
will also address when to start an audit 
such as before the project begins, during 
the project or after the project is complete 
or nearly completed. And we will discuss 
the pros and cons of each. NP
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