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Construction Auditing Column

By Ron Risner

Construction Agreements: Understanding 
Their Attributes and Risks

In the last edition of New Perspectives 
we initiated this column to help you 
understand the construction industry 
while concurrently assisting you with 
performing a construction audit for your 
healthcare organization. As a starting 
point we defi ned key construction 
terminology and promised in this edition 
to talk about the types of construction 
agreements, their attributes, and their 
associated risks. 

Types of Construction Agreements 
There are six basic types of construction 
agreements although there are hybrids. 
The six types are discussed below. Of these 
six lump sum and guaranteed maximum 
price are the two most predominant 
agreements for commercial, industrial, 
institutional, and mixed used projects. 

As you would expect, all six of these 
contracts have different attributes and 
inherent risks for the Owner, as well as 
the Contractor or Construction manager. 
Depending on the type of contract being 
used, more risk may be assumed by the 
Contractor or more risk may be assumed 
by the Owner. Generally speaking the 
cost of construction for the Owner varies 
inversely with the amount risk willing 
to be assumed. If the Owner is willing 
to take on more fi nancial risk, then 
the contract will refl ect a lower cost of 
construction for the Owner. However, 
if the Owner is willing to take on less 
fi nancial risk, then the contract will 
refl ect a higher cost of construction. The 
reciprocal is true for the Contractor. The 
decision on whether to assume more 
risk depends on the risk tolerance of 
the Owner which is usually related to 
the amount of funds budgeted for their 
capital expansion project(s) and whether 
the organization can absorb cost overruns.

Let’s examine each of the six types 
of contracts, their attributes, and the 

inherent risks for both Owner and 
Contractor. 

Lump Sum Agreement: Whether 
you call it a lump sum, fi xed price, or 
stipulated sum contract, this type of 
contract includes all hard construction 
costs and a built in profi t margin for 
the contractor. Soft costs, such as the 
architect fee, engineering fees, and legal 
fees are not included. For Lump Sum 
Agreements the risk is high for the 
Contractor because they have agreed to 
complete the project at a fi xed price. If 
the actual cost of construction exceeds 
that fi xed price, they pay for any cost 
overrun. This makes the project risky for 
the Contractor, and therefore their bid will 
include a cushion just in case. This forces 
the Contractor to place a higher bid to 

cover any unexpected costs. As you can 
surmise, this agreement encourages the 
Contractor to use their best personnel in 
order to control costs. During the course 
of construction, if material prices escalate 
and the Contractor realizes that they may 
lose money or not make as much as they 
projected, they may lose incentive to 
perform at their peak. 

For the Owner, a lump sum contract 
is good when they have a complete or 
near complete set of drawings, meaning 
they know what they want. However, 
the Owner should recognize that if the 
Contractor is losing money, the Contractor 
may try to make it up by issuing change 
orders, and/or they may try to renegotiate 
the price of the contract for any number 

of reasons including escalating material 
prices. The escalating price scenario was 
particularly true several years ago, and 
still continues to some degree, when 
the cost of materials such as lumber, 
plywood, concrete, and copper wire were 
increasing because foreign countries such 
as China were buying all they could fi nd 
on the world market for their nationwide 
capital expansion initiatives. 

Guaranteed Maximum Price: This 
type of contract also known as Cost Plus 
with a Guaranteed Maximum (GMP 
or GMAX) is very popular in that the 
Contractor and the Owner share the risk. 
That is, the Contractor guarantees that 
they will complete the project within 
a predetermined dollar amount. The 
Contractor is reimbursed for specifi ed 

allowable costs plus a fi xed fee according 
to the terms and conditions of the GMP 
agreement. If the fi nal cost of the project 
(as refl ected on the Contractor’s job cost 
ledger) is less than that agreed upon in 
the contract, it is called a savings. As an 
incentive, the construction agreement 
provides for the Owner to share the 
savings with the Contractor. The amount 
of savings for each is predetermined and 
can vary across the board from 60/40 
with 60% going to the Owner and 40% 
to the Contractor to 90/10. In some cases 
the Owner may even keep 100% of the 
savings. 

While the risk for this type of contract 
is shared, there are still certain elements 
of risk for each party. The Contractor is 

The cost of construction for the owner varies inversely 
with the amount of risk assumed.
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liable for any cost overrun. Again, the 
Contractor may try to make up costs 
via change orders if they determine that 
their guaranteed price will not be met. 
For the Owner, this type of Contract 
requires less supervision on their behalf. 
This is because the Contractor will be 
self policing their efforts a bit more 
than usual, particularly if there is a 
carrot being dangled in front of them 
in the form of a windfall profi t savings. 
While the Owner may spend less time 
from a supervision standpoint, they 
will probably spend more time from an 
administrative point, such as closely 
reviewing monthly fi nancial reports, 
fi eld reports, and fi eld logs produced 
by the Contractor. Additionally the 
Owner will want to review with a fi ne-
tooth comb the Contractor’s monthly 
payment application, which includes full 
supporting documentation. Additional 
risks for the Owner include the possibility 
that because the Contractor has a savings 
cushion they may not use their best 
personnel. This contract also lessens 
the risk for the Owner when there are 
unknowns surrounding the project such 
as beginning a project before drawings are 
completed. 

Time and Material (T&M): In this 
type of contract the Owner pays for 
the actual cost of the work including 
material, labor, subcontracts, and 
equipment rental costs plus a markup, 
usually a percentage for each and 
usually included in the billing rates. Few 
construction projects are built under a 
time and material basis because there 
is little incentive for the Contractor 
to keep costs in check, meaning the 
Owner assumes all risk for the project 
including cost overruns. However, if 
your organization enters into a T&M 
contract, they should control the risk by 
pre-establishing material prices, hourly 
labor rates, and equipment rates prior 
to executing the agreement. This type of 
contract requires more supervision and 
administrative review by the Owner. 
Because the Contractor has little or no 
risk it can result in low productivity on 
their part. 

Cost Plus a Fee: With this kind 
of contract the Owner again pays 
for the actual cost of the work plus a 
predetermined fee. Often, this type of 
agreement is used to get a project started, 
because of time constraints, until such 
time as the drawings are complete. Then 
the agreement is switched to a lump sum 
or GMP Agreement. This contract has 
many of the same attributes/risks for 
the Contractor and the Owner as a T&M 
contract. 

Unit Price: A unit price contract is 
based on an estimated quantity of work 
and costs per unit of work usually in 
linear measurement such as feet or yards, 
for instance an airport runway. In a unit 
price contract the risk for the Contractor 
is low since the Owner assumes most 
of the risk. In these situations while the 
cost may be estimated with care before 
the project begins, the fi nal cost will 
not be determined until the project is 
completed. Just like the T&M and Cost 
Plus Agreements the Owner assumes the 
risk of any cost overrun. 

Design/Build: For this type of 
agreement the Contractor provides both 
architectural and construction services. 
While this type of contract is becoming 
more popular, it does not provide for 
a segregation of duties between the 
architect/engineer and the Contractor. In a 
design/build scenario the Contractor takes 
on more risk because they also assume 
risk for the design/engineering services in 
addition to their normal construction risk. 
Most contractors argue that this type of 
contract is more effi cient and less costly to 
the Owner. However, if this were the case 
we would see more of these agreements 
being executed in the marketplace 
which we do not. Since most of these 
design-build agreements are executed 
as lump sum basis, then the Contractor 
will have already built in a cushion as 
discussed above. For the Owner, it could 
be less supervision and administration 
particularly since close architect oversight 
is taken out of the equation and now 
resides with the Contractor. 

For internal auditors there are 
several matters to keep in mind about the 

types of construction agreements when 
performing a construction audit. 

1. During the drafting of the contract 
between the Owner and the 
Contractor each is trying to push the 
fi nancial risk on to the other to gain a 
better business advantage. Based on 
this column you will now know who 
is assuming most of the fi nancial risk 
when you start a construction review 
and begin to read your organization’s 
construction agreement. 

2. When a change order is executed 
between the Contractor and an 
Owner, the payment terms for the 
change order does not have to agree 
with the type of contract that was 
signed. That is, a change order can be 
executed on a time and material, cost 
plus, or unit price basis even though 
the contract may be a lump sum, 
GMP, etc. 

3. Almost all construction contracts 
include an audit rights provision 
which allows the Owner to audit the 
books and records of the Contractor. 
We recommend that the Owner 
exercise this right particularly for 
those contracts where the Owner is 
assuming most if not all of the risk. 
For instance, on a GMP contract an 
audit may disclose an incorrectly 
calculated savings and/or costs 
that should not have been billed 
to the Owner under the terms and 
conditions of the contract. Please don’t 
be misled into believing that a lump 
sum contract should not be audited. 
It should. And, since we have run out 
of space we will talk about that in the 
next column when we address types 
of audits and when to get started. NP
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