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Construction Auditing

Apply Technology for Effective, 
Effi cient, and Profi table 
Construction Audits
By Ron Risner

A challenge of many audit departments 
is the availability of staff resources to 
complete their annual audit plan. The 
problem becomes magnifi ed when 
the organization undertakes a capital 
expansion program. Then, a construction 
audit is added to the mix.

The intent of this quarter’s column is 
to assist auditors who are performing a 
value-added construction cost audit for 
their organizations. The goal is to help 
them achieve potential cost savings and 
recoveries as an audit outcome. We will 
show how to use technology to isolate 
contractor and architect costs not included 
as part of contract terms and conditions. 
We will focus on lump sum and cost 
plus Guaranteed Maximum Price (GMP) 
agreements.

How to Start an Effi cient Review

When beginning a cost audit, an auditor 
typically drafts a client assistance listing 
of contract, fi nancial, and administrative 
documents. This listing is sent to the 
contractor, architect, and your own 
facilities and accounting departments. To 
improve the effectiveness and effi ciency 
of the audit, it will be helpful to request 
certain documents in electronic form. 
When received in electronic form, you 
can use various keyword searches, sorts, 
and fi lters to reduce audit time and 
effort. After analysis, costs that should 
not be billed to your organization may be 
identifi ed.

Documents to Request in Electronic 
Form

To facilitate your cost audit here are the 
documents to request in electronic form.  

• The Job Cost Ledger (JCL) and 
General Condition budget from the 
contractor.

• The owner and subcontractor change 
order logs.

• The Allowance, Alternate, and Value 
Engineering logs from the contractor.

• The Additional Design Services or 
Design Change log from the architect.

• The Construction in Process (CIP) 
ledger from your accounting 
department.

When you receive these electronic 
documents, the steps below are ways to 
expedite the audit and isolate potential 
cost recoveries. Because the audit scope 
of a lump sum contract differs from a 
GMP contract, I have noted at the end 
of each section whether the step can be 
performed for only one or both types of 
contracts. (Note: lump sum and GMP 
agreements are the predominant industry 
contracts).    

Rework

In the construction industry rework 
is exactly what it says. It is work the 
contractor, subcontractor or architect must 
repeat because they did not do it right the 
fi rst time. As such, the owner should not 
have to pay for work to be done twice. 

To make sure your organization is not 
paying for rework, do a keyword search 
for the word “rework” on the owner 
change order log and the architect’s 
additional design services log. If the 
description on either log contains the 
word “rework” then it may mean the 
contractor or architect is requesting the 
owner to pay for work they did not 
do correctly the fi rst time. If you have 
keyword “hits” pull the change order fi le 
and discuss with the project manager why 
the rework was billed to the owner. In my 
audits I have seen rework costs credited, 
with substantial savings, to the owner. 

(This step can be performed for both lump 
sum and GMP Agreements)  

Punch-list Items

Punch-list items are minor construction 
issues that need addressing at the end 
of a project. These items might include 
touch-up painting in a hallway, installing 
a missing electrical outlet cover, or 
installing a towel rack. In some respects, 
punch-list items are a bit like rework, 
in that they may need to be re-done. 
However, it usually involves minor work 
never completed by the contractor or 
subcontractor. The cost of completing 
the punch-list is not billable by either the 
contractor or subcontractor(s). Punch-
list items are part of fi nishing the job. 
However, on some projects I have seen 
this work billed to the owner. 

To ensure this is not the case on your 
project do a keyword search for “punch-
list” on the owner or subcontractor 
change order log or CIP ledger. If you 
have a “hit” you should follow-up and 
determine why there is a separate charge. 
Keep in mind that most construction 
agreements have a one year warranty on 
all work performed and punch-list items 
are included in the warranty. (This step 
can be performed for both lump sum and 
GMP Agreements)   

Duplicate Change Orders

On large construction projects it is not 
unusual to have thousands of change 
orders, particularly if the project is a 
multi-year effort.  Often contractors lose 
track of whether a change order has been 
executed and will unknowingly double 
charge it. 

To ensure double charging did not occur 
you can review the descriptions contained 
in the change order log for words that 
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repeat themselves. For instance, you 
may see the word “fountain” appear 
repeatedly because the owner requested 
several changes. If you do a filter for the 
word “fountain” you may find that a 
change order involving the “fountain” 
was inadvertently billed twice. If a double 
charge is confirmed, the contractor should 
issue a change order credit. (This step 
can be performed for both lump sum and 
GMP Agreements).  

Duplicate Payments

A common audit step in a financial audit 
is to look for duplicate payments to 
vendors. Most sophisticated accounting 
and accounts payable software has the 
ability to catch payment of duplicate 
invoices before they occur. Unfortunately, 
in the construction industry, particularly 
for smaller contractors, this type of 
software is not prevalent. 

Therefore, for construction cost audits you 
should review the contractor’s job cost 
ledger looking for duplicate payments. 
I like to sort the ledger in descending 
or ascending numerical order to see if 
the same payment amounts sort next 
to each other. Likewise, you can also 
sort the CIP ledger to look for duplicate 
payments. This could be redundant if 
your organization has accounts payable 
software to detect potential duplicate 
payments, but it is not a bad extra step 
to take. Any duplicate payment should 
result in a credit to the owner. (This step 
can be performed for both lump sum and 
GMP Agreements). 

Disposition of Allowances and 
Alternates

One of the audit steps a construction 
auditor should perform is to determine 
the final cost outcome of each allowance 
and/or alternate. Allowances and 
alternates are typically listed in the 
construction agreement. Before the project 
is completed these must be “settled”. 

To control final settlement, contractors 
and subcontractors keep an allowance 
and alternate log which shows the final 
allowance/alternate disposition. If a 
log is not kept, then the auditor is often 
left with the difficult task of trying to 
determine how each allowance and 
alternate was settled and for what 
amount. If you have an electronic copy of 
the change order log the audit step is to 
do a keyword search on “allowance” and 
“alternate”. This will help isolate each and 
ultimately determine their cost outcomes. 

Allowances and alternates not used (or 
partially used) can be credited to the 
owner. (This step can be performed for 
both lump sum and GMP Agreements)    

Disposition of Value Engineering

Were value engineering (VE) changes 
handled properly? You will need to 
determine that each accepted VE idea was 
credited to the owner. Crediting should be 
done before the contract is signed (which 
lowers the contract value), or afterward 
(via credit change order). 

To perform this step do a keyword search 
of the change order log looking for the 
words “value” and/or “engineering”. 
Each VE idea can be traced to the VE log 
to determine it was properly credited to 
the owner. Keep in mind that occasionally, 
VE can add to the value of the contract, 
but it is an unusual occurrence. (This step 
can be performed for both lump sum and 
GMP Agreements, but principally GMP 
Agreements).  

Sampling Vendor Payments

You will want to sample payments made 
by your organization to the contractor, 
architects, consultants and other service 
providers. To sample vendor payments 
for propriety, you can sort the CIP ledger 
in numerical descending order. You can 
then select a sample of invoices that cover 
a large percentage of construction costs. 
Hint: When reviewing these invoices also 
look for the word “rework” contained 
within the description on the invoice. 
(This step can be performed for both lump 
sum and GMP Agreements).  

Verifying Payments

Be sure to verify the amounts paid to a 
contractor, architect or vendor agree with 
the contract value or the amount of your 
organization’s purchase order. 

If the CIP ledger is in electronic form 
do an alpha sort to determine the total 
amount paid to the contractor, architect, 

consultant or any vendor. Then sum 
the amount paid to each one. Compare 
the total amount paid to the contractor, 
architect or consultant to their individual 
contract sums. For each vendor 
compare the amount paid to the amount 
authorized under each purchase order. 
(This step can be performed for both lump 
sum and GMP Agreements).  

Review of Contractor General 
Condition Costs

An important area to review in a 
GMP contract is whether the General 
Condition costs incurred by the contractor 
and passed to your organization are 
reimbursable or non-reimbursable. 

If the GMP has been exceeded, take the 
review one step further. Determine if the 
contractor under-budgeted line items 
at the beginning of the project. Some 
individual budget line items will be over-
budgeted. But, a review should be made 
to determine if there is a preponderance 
of under-budgeted general condition 
costs. This audit step can help determine 
if the overage was because of poor 
budgeting. In such situations, I have made 
the case that too many General Condition 
line items were under-budgeted, and 
therefore, the contractor should absorb 
the overage. For instance, at the beginning 
of the project the contractor might budget 
$50,000 for communication costs. Project 
communication costs typically include 
the land line to the field trailer, as well 
as cellular telephones, and “walkie 
talkies” for field personnel. Utilizing the 
electronic Job Cost Ledger, sort the total 
communication costs. If actual costs were 
$125,000, then you should compare it to 
the General Condition budget to get the 
variance—in this case $75,000. 

Go to the next line items to see if they, 
too, are under-budgeted. If you find 
a preponderance of under-budgeted 
General Condition costs, the contractor 
should not be requesting additional funds 
and should absorb any GMP overage. 
Keep in mind that any financial or budget 
report produced on a periodic basis by 
the contractor does not track individual 
General Condition budgeted line items. 
(This step should be performed for GMP 
Agreements only).  

Review of Subcontractor Costs

Another GMP contract area to audit is to 
look at how much the contractor has paid 
each subcontractor. To do this you will 
need to sort by subcontractor names to 

Often contractors 
lose track of whether 
a change order has 
been executed and 
will unknowingly 
double charge it.
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determine the amount paid and compare 
to the individual subcontracts. Since 
most subcontracts are lump sum, ask 
the contractor or project manager why 
any particular subcontractor was paid 
differently than their subcontract value. 
Payments in excess of their contract value 
(including subcontract change orders) 
may be a flag something is amiss between 
the contractor and subcontractor and 
the owner is being billed for the excess. 
(This step should be performed for GMP 
Agreements only).   

Review of Subcontractor  
Change Orders

One area where contractors have 
been known to arbitrage the cost of 
construction is via change orders. 
Typically, a contractor can have a number 
of change orders executed with the 
subcontractor that have no bearing on the 
overall project cost, meaning the change 
order is strictly between the contractor 
and subcontractor and the added cost is 
not passed on to the owner. However, 
in many cases a change order value is 
agreed upon between the contractor and 

subcontractor. This increases the value 
of the project and the owner will issue 
an additive change order. However, the 
contractor may, unbeknownst to the 
owner, pass on a higher amount that they 
entered into with the subcontractor. 

To identify if this has happened, an 
auditor should request electronic copies of 
the contractor’s subcontract change order 
log and compare it to the owner change 
order log. Sort both change order logs 
in descending dollar order to compare 
whether the change order amount 
agreed upon between the contractor and 
subcontractor is passed dollar for dollar 
to the owner. Alternatively, perform a 
keyword search for certain words in the 
subcontractor and owner change order 

log to compare change order amounts 
(e.g. the “fountain” example illustrated 
above). (This step can be performed for 
both lump sum and GMP Agreements).  

Summary

There are a number of ways an auditor 
can use technology to their advantage 
when performing a construction cost 
review. Most of it involves keyword 
searches, filters or sorts of existing 
documentation. The goal is to isolate costs 
which should not have been borne by 
your organization. This results in a cost 
recovery or helps you perform a more 
efficient and effective construction cost 
audit. 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 profes-
sional construction consulting and audit 
services. You can find the firm’s website at 
www.risnerconsulting.com.
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