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Construction Auditing Column

By Ron Risner

Monitoring the Financial Health 
of Your Construction Project

If your organization has a construction 
project underway or you have previously 
performed a construction audit you 
know how important it is to have a sound 
monthly fi nancial picture of how the 
project is progressing. Management wants 
to be keenly aware of whether or not the 
project is staying on budget. And, one 
thing I have heard over and over in my 
career is that management and particularly 
the Board of Trustees don’t like surprises. 
That is, they don’t want to be informed at 
the last minute that there is an unexpected 
cost overrun. But how do you prevent 
surprises and potential overruns? It all 
starts with a sound fi nancial report. But 
how can you know whether or not the 
fi nancial/budget report being prepared for 
your organization’s project is suffi cient? 

Let’s take a look at the key components of 
a good monthly fi nancial report and how 
it can help monitor the fi nancial health of 
the project.  

Timely

First, the fi nancial report should be 
timely. It should be issued on a monthly 
basis preferably right after the end of the 
previous month end. 

Comprehensive

Second, it must be comprehensive. By 
this I mean it should include all line item 
costs that were originally budgeted. This 
may seem obvious, but keep in mind that 
a construction project includes hard costs, 
soft costs, fi xtures, medical equipment, as 
well as IT equipment and other owner-
related costs. Hard costs are the actual costs 
of construction. Soft costs include design 
costs, legal costs, surveys, geotechnical 
soil studies and other intangible type costs 

associated with a project. Often fi nancial 
reports include only the contractor’s hard 
cost reporting thereby doing a disservice 
to anyone who needs to review the overall 
fi nancial picture of the project each month. 
More on this later.  

Calculating Variances

Third, as is typical with any type of 
budget-based report the fi nancial report 
should show each original budgeted line 
item compared to the actual cost to date 
as of the previous month end. On most 
budget-based reports, construction or 
otherwise, the difference between these 
two is called the variance. However, in 
a construction project calculating the 
variance is not as easy as it sounds. In 
order for management to really know 
whether or not a project is on budget 
each month it requires someone at the 
beginning of the project to forecast what 
the percentage of completion will be at 
the end of each month. This projection is 
important to your organization’s fi nance 
division so they can anticipate each month 
what their outgoing cash needs will be. 

But how does someone derive what the 
percentage of completion will be at the end 
of each month? They look at the schedule 
to see where the project is projected to 
stand at the end of each month. This 
means that at the beginning of the project 
the contractor will have developed a bar 
chart schedule which shows the original 
start date and fi nal completion date as 
well as the status each month in between. 
For example, if it forecasted that the 
project will be 2% complete at the end 
of the fi rst month and the construction 
agreement is for $100 million then at the 
end of the fi rst month $2,000,000 is what 

should be budgeted. If subsequently the 
contractor bills your organization for 
$1,600,000 the fi nancial report will show 
an under budget variance of $400,000. 
In this case it may also indicate that the 
contractor may be behind schedule. While 
I have made this example appear to be 
simple keep in mind that it is much more 
complex as the percentage of completion 
must be calculated each month for up to 
20 subcontractors, or perhaps more (i.e. 
the percent complete must be calculated 
each month for the plumbing contractor, 
electrical contractor, mechanical contractor 
and so forth). This can be a formidable 
task. However, the contractor has software 
which will assist them in this regard. What 
is the easy way for your organization to 
project their outgoing cash fl ow? Ask the 
contractor for a copy of their incoming 
cash fl ow (i.e. how much they expect to 
bill your organization each month). Their 
billing or payment schedule should line up 
with the schedule that they have provided 
your organization and with the amount 
budgeted each month. Once the initial 
exercise is completed then the monthly 
variance identifi cation becomes much 
easier.   

Expected Total Cost 
Fourth, the report should show all 
committed and uncommitted funds to 
date. Commitments include all purchase 
orders for materials, construction 
agreements, architect/design agreements, 
consulting agreements, equipment 
planning and other agreements that 
your organization has entered into. The 
difference between the commitments and 
any budgeted line item represents what is 
remaining to commit, typically called the 
Estimated To Complete, or ETC.  
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Expected Final Cost

Not to be confused with the ETC is the 
EFC, or Expected Final Cost. This is 
where most monthly financial/budget 
reports fall short. And, untrained 
construction personnel will often confuse 
the two. The Expected Final Cost is a 
forecast of whether or not the project 
will be completed within the budget or 
not. Using the EFC is how you prevent 
surprises or unexpected overruns from 
occurring. Sure, it’s good to know 
whether the project is on budget at the 
end of each month. But it is likewise good 
to know, that if the project were to end 
today, considering everything known 
about the project whether or not there 
would be a cost overrun. Unfortunately, 
most projects do not provide an EFC 
on their monthly report. Having an 
EFC should be standard for any project, 
however I see it so infrequently that I 
call it a best practice. But how is the EFC 
derived? 

The EFC takes into account all actual 
costs to date, all commitments to date, 
all unfunded commitments, all approved 
change orders, all pending change 
orders and here is the catch—any known 
cost coming down the road which will 
eventually ‘hit’ the books. By this I mean 
any cost or change that any engineer, 
architect, contractor, subcontractor, or 
owner personnel knows is coming and 
has not been budgeted for some reason 
(i.e. there was no way of knowing that 
this particular cost would be incurred). 
But you say that is what change orders are 
for. True. But I’m talking about changes 
six months down the road that someone 
has had the foresight to see and that the 
change order paperwork has not even 
begun or may not begin for sometime. 

In order for the EFC to be accurate there 
must be a mind set within the project 
team that they report forecasted costs to 
the Project Manager such that the Project 
Manager can be sure these costs are placed 
on the financial report. Just to let you know, 
when I do see an EFC, these anticipated 
costs are often referred to as ‘trends’. Your 
change order log should include ‘trends’ 
along with approved and pending change 
orders. As mentioned earlier, change orders 
approved and pending are an essential part 
of any financial report, and ‘trends’ should 
be also.  

Other Financial Reporting

Now that we know the key components 
of a monthly construction financial report 
let’s talk about what is not a good financial 
report. On several occasions when I have 
asked for a financial report on a project I 
have been given a copy of the contractor’s 
latest monthly payment application. Or, 
in some cases I have had an organization 
print a copy of their Construction in 
Progress (CIP) ledger account. For many 
reasons these should not be considered 
as a monthly financial report. Foremost 
these two ‘reports’ do not include whether 
the project is on budget at the end of the 
previous month and whether it will be on 
budget at the end of the project.  

Preparation of the Financial Report

Before we close out our discussion of 
what comprises a good financial report 
there is one other corollary item. Who 
should prepare the monthly report? 
The answer is manifold. Most general 
contractors have construction software 
to generate a monthly report. This is 
acceptable. However, keep in mind that 
most contractors do not have access to 
your budget and/or your soft costs (nor 

should they necessarily have that access) 
and will only provide you with the hard 
costs they are responsible for. Therefore, 
the contractor’s monthly report should 
be used strictly to monitor hard costs. In 
this case someone else must prepare an 
overall project summary which includes 
the contractor’s hard costs plus the soft 
costs, fixtures, medical equipment, IT 
equipment, etc., (assuming the contractor 
is not responsible for procuring all fixtures 
and equipment). This responsibility often 
resides with an organization’s accounting 
or finance department. Or, it may be the 
organization’s construction manager 
(CM) or owner’s representative (OR) 
assuming that you have hired a CM or an 
OR to oversee the contractor. If you have 
hired a CM or an OR they will need access 
to the original budget and ongoing actual 
hard costs, soft costs, etc., in order to be in 
a position to develop the report. They too, 
in all likelihood, will have construction 
software to assist with preparation of a 
timely and comprehensive report.   

Conclusion

Now that we know the key components 
of a financial report in the next column 
we will address the larger picture. That is, 
the formulation of the monthly progress 
or status report for the project and what 
it should contain. The monthly financial 
report is just one component of the 
monthly progress or status report. NP
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