
I
f you have not done a construction audit, it is 
understandable to feel that your skills are not what 
they should be to tackle an endeavor as large and 
complicated as a construction project. After all, the 

construction process is unique and does not have much in 
common with a medical equipment audit or a review of a 
family practice clinic.

But, not so fast! Many of your audit skills are in fact 
transferable to a construction audit.

For example, it is quite likely that you have done inventory 
audits, reviewed purchasing and receiving, and performed 
accounts payable audits. You have probably done audits 
in the human resource area looking at contracted labor, 
staffing and payroll.

Have you performed a supply chain vendor audit where 
you reviewed the contract terms and verified the invoicing? 
Don’t forget the billing and collections audits you have 
done. You may have also looked in on your engineering 
department to see how they were handling change orders 
for a small renovation or a landscaping contract.

So as you can see, many of your audit skills and approaches 
employed elsewhere can be applied in the area of 
construction.

Titles, roles and responsibilities
Although you generally do not encounter most titles that 
appear in the construction field, they are intuitive, and, 
when combined with roles and responsibilities, they make 
pretty good sense. It is just a matter of getting comfortable 
using the terms. Here are the important players you will 
encounter in a construction audit:

Owner – Initiates the project, finances it, contracts it and 
benefits from completion of the project.

Project (construction) manager – Functions as a contractor 
performing the work for a fee and assumes a financial risk in 
the project. Alternatively, the project manager hires a general 
contractor who performs the work, including hiring of 
subcontractors. In this role, the project manager represents 
the owner and is not at financial risk on the project.
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General contractor (GC) – Controls the construction project 
with the responsibility for hiring the trade subcontractors 
and managing and completing the build. For these tasks, the 
GC is paid a fee.

Subcontractors – Experienced tradesmen hired to perform 
specific phases of the construction work. (Examples include 
electricians, plumbers, painters, and drywall and casework 
installers.)

Superintendent – Employee of the general contractor 
responsible for controlling the short-term schedule and 
running the day-to-day operations at the construction site. 
This role also performs quality control and subcontractor 
coordination.

Common construction vocabulary
Every profession and industry brings language and 
terminology challenges. Here are a few common terms you 
will find in the contract and when talking with construction 
professionals.

Change order – A written agreement to add, delete or amend 
contract-specified work, allowable completion time, or 
changes to the contracted value of work.

Many of your audit skills 
are in fact transferable to a 
construction audit.

Conditional waiver – A contractor or subcontractor’s 
guarantee that they will not place a lien on the project site 
if a particular condition is met by the owner. Generally, 
the condition is that they receive payment for their most 
recent payment application. Since pay apps are submitted 
monthly, waivers typically cover the most recent 30-day 
period.

Unconditional waiver – A contractor or subcontractor’s 
guarantee that they will not place a lien on the project 
site because all previous conditions have been met by the 
owner. Typically, this acknowledges that they have been 

paid by the owner through a certain period of time, usually 
the end of the last month.

Cost plus contract – Contractor is paid for all direct costs plus 
a fee to perform directed work. This type of contract allows 
for flexibility in work to be performed when bidding design 
documents.

Direct cost – Expenses related to the onsite construction 
of the project. Costs include project management, labor, 
materials, office equipment; and jobsite trailers and vehicles. 
These expenses are billed to the project. Some contracts 
may exclude direct costs from fee calculations.

General conditions – The part of the contract that:

 • Defines roles and responsibilities

 • Clarifies relationships

 • Establishes approval processes for changes to the work 
to be performed

 • Identifies reimbursable expenses

 • Sets payment schedules

 • Establishes insurance and bond requirements

 • Sets forth conditions for terminations or suspensions 
of the contract and how claims and disputes will be 
addressed

Guarantied Maximum Price (GMP/GMAX) contract – Caps 
the price of construction (cost of work + fee, also referred 
to as “cost plus”) with a not-to-exceed (maximum) 
contracted price. This method of contracting places risks 
of overrunning expenses with the contractor and not the 
owner.

Indirect costs – Expenses related to corporate home office 
expenses, including accounting, payroll and executive salary. 
This cost is generally paid out of the fee and is not billable 
on payment applications to the project.

Lump-sum contract – Contractor accepts a fixed dollar 
amount for performing the contracted work, accepting risk 
for in-scope cost overruns. The contractor retains any cost 
savings from completing the work under budget. Best used 
with completed construction documents.
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Monthly pay applications (pay app) – Contractor’s monthly 
invoice and supporting detail of the project work performed 
to a point in time. Pay app and application for payment are 
used interchangeably.

Owner-controlled insurance program (OCIP) – Owner-
paid coverage providing general liability and/or workers’ 
compensation for enrolled contractors and subcontractors 
involved with onsite project construction. This insurance 
pays claims to the owner and not the GC.

Schedule of values – Listing of project costs allocated by 
divisions of work.

When you detect an overcharge 
in change order pricing, be sure 
to review the change order 
funding source.

SubGuard – Insurance purchased by the GC to ensure 
subcontractor completion of contracted work and quality of 
subcontractor workmanship. Claims are paid to the GC and 
not the project owner. These policies require a deductible 
prior to payment of claims. The insurance deductible may be 
an allowable claimed cost of work.

Time and material (T&M) – Contractor is paid based upon 
time spent and material used on the project.

The what-to-audit decision
When deciding where to begin a construction audit, a good 
starting point is to review the last construction audit report. 
In this report, you will see the areas that were audited, and 
the report may reference work papers that will allow you 
to see how the audit was conducted. The observations, 
findings and recommendations will help direct the focus of 
your audit.

If your organization has not performed a construction audit, 
search the New Perspectives archives, IIA Bookstore or the 
internet for construction audits. These resources will help you 
plan and conduct your audit. Areas can include the following.

Bidding – A tool that helps obtain the best value for the work 
performed. You may be told by the contractor that this area 
does not have risk because it was competitively bid out. 
Two frequent types of bids for larger construction project 
bidding are lump-sum and GMP. There are risks with both 
types, beginning with what stage of completion the design 
documents are at when the request for bidding is released.

Bidding is performed from project drawings. With these, 
the contractor can determine scope of work, take-off 
dimensions, the types of material required to complete the 
construction and finishes, and the equipment required. The 
extent of completeness in the bid drawings helps to establish 
the risk of change in the scope of work. The completeness of 
drawings provides for the type of bidding being requested. 
Two common drawing packages provided for bidding 
are Design Documents (DD), which are less complete, or 
Construction Design (CD), which are completed.

With DD plans, dimensional specifications of space and 
purposes are finalized, but material selection and outfitting 
specifications are incomplete. This incomplete plan requires 
the contractor to propose in their bid price allowances 
for any missing detail or specifications and contingency 
dollars (reserves) for the expected change orders when the 
drawings are finalized and additional detail is agreed upon.

This level of incomplete design is best suited to a GMP 
contract where the upper range of the project cost is agreed 
to and cost savings from value engineering can be realized. 
GMP places the cost overrun risk with the contractor and 
allows the owner to receive a cost saving through lower 
price of completion. GMP bids allow for auditing of claimed 
costs, which can identify cost savings through detection of 
disallowed or duplicate expenses.

As the name implies, CD plans represent 100% complete 
drawings and specifications that allow your contractor to 
understand exactly what is required to be delivered under 
the contract. Bidding can be requested as lump-sum, fixing 
the total cost of work without inclusions of contingency or 
allowance dollars in the cost of work. Lump-sum work places 
the risk of cost overrun with the contractor. Auditing of 
lump-sum contracts is limited to the delivered scope of work 
and material verification.

Other risks in the bidding process include:

 • You should require a minimum of three qualified 
contractor bids. Verify that all submitted bidders are able 
to perform the work and proposals address the request 
for proposals (RFP). A common audit finding is that the 
GC proposes a contractor who cannot perform the work, 
but submits a straw bid as a favor to the GC for future 
work.

 • Your GC applies a weighting factor to bids to present 
a favorable ranking to a less qualified contractor with 
whom the GC has a favored relationship.

 • When submitting bids, not all contractors bid the work 
to the same level of completeness. They attempt to carve 
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out the more lucrative pieces of the contract and exclude 
low margin required work or they bid unapproved 
changes to equipment. 
 
Before reviewing bids, take time to identify bids that 
do not include all the required work from the RFP. For 
those bids, add in the costs for additional contract work 
to complete RFP work excluded by the proposal. This 
is referred to as level-setting the bids to present the 
complete cost of the RFP scope of work. 
 
In addition to excluded costs if the bid proposes a 
substitution of material, then a cost factor should be 
applied or a request made to the contractor to bid an 
alternate cost for the specified material. This protects the 
contractor and project from unexpected cost increases if 
a substitution is not allowed.

Change order – Your audit should review details related to 
change order scope of work to determine whether the work 
was included in the original RFP scope of work. If the work 
was included in that scope of work and was not excluded by 
the contractor in their bid, then no additional funds should 
be awarded to complete the required work.

Common findings from change order audits – Includes 
excess overhead and profit, inflated costs (labor and 
materials), in-scope work billed as change order additions, 
and requests for additional general conditions costs 
without a supporting change in the project’s scheduled 
completion date.

Fee (profit) – Another good audit starting point is to review 
change order fee calculations. Look at the contract to 
determine what work is fee eligible and how to calculate 
the fee. Calculation of the fee should be redone by using 
contract terms. Applying contract terms to what is deemed 
fee-eligible work helps to identify overcharges.

Common audit findings – A fee has been applied to work that 
is fee exempt (for example, the general condition expenses). 
A fee may be added to material costs and labor costs and 
then collected again on the combined value of the work. 
This is why a best practice is to require a detailed breakout 
of expenses for change order invoices.

When you detect an overcharge in change order pricing, 
be sure to review the change order funding source. If the 

change order brought about an increase to the GMP of the 
contract, and you are now charging back some or all of the 
change order expense, then the contracted GMP amount 
also requires adjustment by an equal amount. If a change 
order is not paid from contingency funds or allowances in 
the original contracted amount, then it likely resulted in a 
change to the project GMP value.

General conditions costs – These represent the direct 
expenses incurred by the GC or contract manager to 
manage the project and operate the construction site. 
They are often detailed in the contract under “costs to be 
reimbursed.” Allowable costs and excluded expenses should 
be defined in the contract. The contract should clearly state 
if the fee is earned on general condition costs. General 
condition costs can include:

 • Project employee salary

 • Site office space and office equipment
 ◦ Exclude the construction company's home office 

expense (this is paid out of fee)

 • Vehicles, fuel, maintenance

 • Site utilities (check for use of tax exemptions)

 • Insurance costs

 • Site security

General Contractor’s GL – Reviewing the contractor’s project 
cost detail (GL) report helps to identify billed expenses that 
may be summarized in the application for payment, but are 
disallowed under the contract. Typical areas of overcharges 
include double billing of  itemized expenses for equipment 
or services that are fixed monthly payments (examples 
include: cell phone overages and accessories, vehicle repairs) 
or unapproved travel expenses for individuals not assigned 
to the project, and corporate “home” office expenses 
prohibited by the terms of the contract.

Subcontractor application for payment – Often referred to as 
a pay app, it is generally submitted monthly by contractors 
with supporting documentation for expenses or services 
performed. Many contracts require using American Institute 
of Architects form G702 (Application for Payment). The 
AIA form is certified by the contractor as representing 
their completed work and payment earned for the period. 
Supporting documents accompanying the pay app should 
include itemized receipts, invoices and certified timesheets 
for any GMP work performed.

The G703 summarizes the previous period's values and new work 
completed during the reporting period, and provides estimates of  
unspent funds and retained dollars.
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Supporting the pay app is the AIA G703 (Continuation 
Sheet) providing summarized details of costs broken out 
to the schedule of values for each subcontractor. The G703 
summarizes the previous period’s values and new work 
completed during the reporting period. This document 
provides calculations of reported work useful for reconciling 
onsite observations of completed work. The G703 also 
provides estimates of unspent funds and retained dollars 
(retainage).

A good way to develop 
construction audit skills is to 
co-source with construction 
consultants.

Waivers – Auditing the timely receipt of required waivers and 
determining that all required subcontractors and suppliers 
submit their waivers helps to safeguard the project from liens. 
In addition to the contractor and subcontractors, the owner 
may request waivers from key suppliers to ensure they have 
been paid. The language and use of waivers are governed 
by statute, so a discussion with counsel is recommended to 
understand proper use and documentation.

The benefits of in-house audits
Performing an in-house audit permits you to adjust the 
scheduling and time spent auditing. When construction 
consultants perform the audit, this limits the flexibility of the 
schedule due to the availability of resources and aligning 
schedules. This can result in longer lead times.

If it is necessary to negotiate recovery of overcharges 
or disallowed expenses, these may add hours to the 
construction consultant engagement and result in added 
costs. Also, additional hours and costs could be incurred 
if certain observations have been made that require 
expanding the audit. Performing the audit in-house will 
eliminate payment for these added costs.

In-house audits allow you to become engaged prior to 
awarding contracts so you can assist with how general 
condition expenses and labor rates are framed. This 
eliminates issues later in the project.

In-house audits offer a better chance to do the work 
concurrently, which allows the early recognition of errors 
and overcharges while contractors and subcontractors are 
still onsite.

Skills development
A good way to develop construction audit skills is to co-
source with construction consultants working on your 
project. Your goal should be to perform the audit to gain 
experience including having access to their construction 
audit programs. Since co-sourcing the audit is as much 
about training and education as it is about auditing, expect 
that there may be time delays during your audit.

One other approach is to hire audit staff that has 
experience with construction auditing. Construction audits 
will represent only a portion of your audit plan, so when 
hiring new staff, ensuring a variety of cross-functional skills 
will be important.

When training your current staff, skills development options 
include:

1. Undertaking self-study through lectures and white 
papers that are available from consulting company 
websites and professional organizations

2. Attending construction audit training seminars and/or 
attending professional conferences, including the AHIA 
conferences

3. Attending construction auditing webinars

4. Shadowing external auditors on current audit projects

5. Networking through LinkedIn groups and other 
professionally oriented websites

6. Reviewing archived construction audit columns and 
articles in New Perspectives

Conclusion
Construction auditing is definitely not beyond your 
capability as an auditor. In fact, many of the skills you 
have developed prior to beginning a construction 
audit are transferrable. Further, when you understand 
the roles of the few key players involved in leading a 
construction project, along with a few other key terms, 
you will find that the terminology and process makes 
good sense.

Following the basic components discussed above will give 
you a good understanding of how documents flow and 
processes work. With this information, you will have the 
flexibility to adapt your audit as necessary. Additionally, take 
advantage of the many resources available through AHIA 
members and New Perspectives articles. NP

Fall 2015 Association of Healthcare Internal Auditors New Perspectives  41

Construction Audits: Tips for the Novice


