
March 2010 Association of Healthcare Internal Auditors New Perspectives  37

Construction Auditing

By Ron Risner

Auditing Construction Contingency

In my last two columns we addressed 
the various reports and logs which help 
control the construction management 
process, control project risks, and 
maintain the fi nancial stability of a 
project. One of the concepts which we 
addressed was contingency. In this 
column we will defi ne contingency; look 
at why contingency is risky business; look 
at the various types of contingency; and 
then look further at how to both control 
and audit contingency usage. 

Contingency Defi ned

Contingency is an amount of money 
reserved by the architect, contractor, 
or owner to pay for unforeseen design 
or construction costs in the project. 
Contingency funds are usually included 
in the construction budget. 

In my estimation, there are several 
types of contingency. They are: design 
contingency, contractor contingency, 
owner contingency, contractor/owner 
contingency and program contingency. 
Let’s look at these individually and 
determine the characteristics of each. 

Design Contingency

Architects and engineers try as hard as 
possible to develop a set of construction 
drawings that are infallible. However, no 
matter how hard they try there are almost 
always errors or omissions embedded 
in their drawings. Sometimes, at the 
last minute, the owner decides to make 
changes in how the building is designed 
(for instance, the owner may want the 
lobby to be laid out in a different fashion 
than was originally agreed upon). In 
either case the architect must literally 
go “back to the drawing board” and 

make revisions. If these revisions are 
the result of errors or omissions by the 
architect (rework), then the architect 
would be expected to pay for the changes. 
However, if the owner requests changes, 
the architect will make the drawing 
revisions and charge the owner—usually 
on an hourly basis. It is likely that 
design changes will occur, so the owner 
will often set aside a pool of funds to 
cover the added design costs (a design 
contingency). It should be noted that in 
those cases where the design concept 
has not been fi nalized by the owner, the 
owner may pay for errors or omissions.  

Contractor Contingency

A contractor is keenly aware that there 
will be unknown situations which will 
occur as the project progresses. These 

unforeseen conditions may include 
building code changes, local or state tax 
law changes, unforeseen fi eld conditions, 
escalating materials prices, and owner 
scope changes. Knowing these situations 
can and do occur, to attempt to control 
their fi nancial risk, the contractor 
will typically include an amount of 
contingency in their bid documents. As 
needed, the contractor has the discretion 
to use their contingency to fund the 
changes. There are several ways to 
determine whether or not the contractor 
has a discretionary contingency: 1) read 
the proposal, 2) read the construction 
agreement, 3) look for a contingency line 
item on the Schedule of Values attached 
to their payment application, or 4) ask the 
contractor or project manager directly. 
Keep in mind that the contractor likes to 
use the contingency—because they make 
more money—therefore I maintain that 
the use of any contingency funds must 
be approved by the owner even if it is 
discretionary.    

Owner Contingency

Most owners are also aware there will 
be unforeseen situations that occur on 
a project. Therefore, they include the 
contingency as a separate line item in 
the construction budget. For instance, 
owner discretionary changes may 
change the type of windows for the 
building, the layout of the lobby, or the 
face of the building. It is not unusual on 
a construction project for the owner to 
include the owner contingency in their 
budget, but not tell the contractor such a 
contingency exists. Owners who “hide” 
their contingency believe that a contractor 
will attempt to use the contingency for 
change orders should they know it exists. 
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Keep in mind that change orders are 
a source of increased revenues for the 
contractor. I have seen completed projects 
where the contractor never knew the 
owner had their own contingency. 

Combined Owner/Contractor 
Contingency

Sometimes a contractor and an owner 
decide to share a contingency. Under this 
approach they use the funds to share in 
changes which may occur on the project. 
Again, for control purposes the owner 
should approve all uses.

Program Contingency

Sometimes an owner may have several 
ongoing projects. Rather than set aside a 
specific contingency for each project, the 
owner may elect to include an overall 
program contingency which can be used 
for any of the projects. The program 
contingency is controlled by the owner—
again with or without the knowledge of 
the contractor. 

Determination of Contingency 
Funding

The amount of contingency set aside varies 
from project to project. I am not aware 
of any rule of thumb that owners use to 
determine the contingency amount for 
the architect, contractor, or themselves. 
Typically, total contingency will range 
from 1–3% of the project budget. Often 
the owner arbitrarily sets aside a lump 
sum amount. However, determining the 
amount of contingency is often driven by 

one of several variables. If the construction 
drawings are incomplete when a project 
breaks ground or it is a fast-track project, 
then an owner is likely to set aside more 
money for unforeseen conditions. Likewise, 
if material prices are escalating, the amount 
of contingency will likely be increased.  

Contingency as a Risk

As an auditor, you may have already 
deduced that money set aside for future 
use is risky business. Untapped funds 
become a potential source for contractors 
to increase profitability. If they can use 
contingency for unnecessary change 
orders, their profits will increase. Why? 
Because change orders are often inflated, 
and contractors include both an overhead 
and profit markup.    

Controlling Contingency Usage

As an auditor, you want to review 
the controls surrounding any type of 
contingency. The first way to control 
contingency usage is to make sure a 
contingency usage form exists. For a 
contingency to be used, no matter who 
owns it—a form must be completed 
and signed by all appropriate parties. 
I suggest that a contractor contingency 
always be signed by the contractor, 
architect, and owner.   

Second, owner personnel that have 
the authority to use the contingency 
should always sign owner and design 
contingencies. An approval matrix based 
on dollar thresholds is another means to 
control contingency usage. 

A third way to control the use of 
contingency is to set up a contingency 
log. The log should show the original 
contingency amount, the amount of 
each usage, the date of use, the purpose 
of use and how much contingency 
remains. For each usage there should be 
an associated contingency usage form. 
Keep in mind that most contingency is 
funded through a change order (e.g., 
as the contingency is drawn down it 
is added to the amount owed on the 
contractor’s Schedule of Values). Owner 
contingency usage however, can be 
deducted directly on the budget as an 
“actual” cost, so be aware that several 
scenarios exist when accounting for 
contingency usage. 

Conclusion

Contingency usage is a high risk area 
on a construction project because it is 
a source of untapped funds. It should 
be closely reviewed by an auditor 
during a construction audit. The best 
way to control contingency is through 
a contingency usage form, an approval 
matrix, and a contingency log. NP
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