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A 
pre-construction risk review can determine if 
the project team is properly addressing all the 
basic risks. You can give proactive assurance 
that risks are identified and managed early in a 

construction project.

This is the second of a two-part series reviewing the 11 risks 
summarized in the sidebar on the next page. The first part, 
published in the Summer 2018 (#37-2) issue, covered the 
risks related to design, financial information, cost control 
and quality. A review of the remaining seven risks follows.

With this knowledge you should be able to address these 
same risk issues for your organization to ensure the 
construction project is off on the right foot to achieve 
schedule, budget and quality goals. The risks covered are in 
no specific order, do not include all risks, and do not indicate 
absolute or relative risk. Each risk in your situation will need 
your organization's estimate of significance and likelihood.

Contracts and legal risk
To mitigate legal and contract risk, a delivery method needs 
to be chosen that fits the needs of the owner. The delivery 
method is the type of agreement chosen for the project 
such as fixed price (or lump sum), guaranteed maximum 
price, cost plus, time and material, etc. The design and 
contractor's agreements should be read for ambiguities, 
inconsistencies and omissions, and necessary clarifications 
should be obtained before the project begins. The following 
considerations can help minimize legal risk.

Cost plus contract for subcontractors – Cost plus contracts 
are inherently more risky than fixed price contracts. The 
contractor and or subcontractors can take advantage of the 
opportunity to bill materials and equipment under these 

agreements to the cost detriment of the owner. The costs 
under this type of contract need more scrutiny by the owner 
(and the auditor).

Owner dealing directly with subcontractors – Construction 
agreements do not allow the owner to deal directly with the 
subcontractors because “privity of contract” can be broken 
between the owner and the contractor. Privity of contract 
means that only the parties to a contract can enforce, or be 
bound by, its terms.

A latent subcontract agreement may be unknowingly 
created based on communication between the owner and a 
subcontractor. Since the owner is bypassing the contractor, 
the contractor's construction warranties may be voided. As 
part of the risk review, the owner should be told not to give 
direction to any subcontractor.

Self-performed work – Self-performed work occurs when the 
contractor, rather than a subcontractor, completes certain 
construction activities, like concrete, carpentry and framing. 
Contractors can take advantage of a situation where no 
other bidders are available by inflating the subcontract 
agreement and awarding themselves change orders to add 
scope.

Escalation funds – To lessen the risk of a project going over 
budget, an escalation reserve fund can be set up. If a project 
has a long planning stage, setting a reserve fund for market 
price increases in materials and labor costs may be prudent. 
The reserve is often based on an increase in a cost index, like 
the Consumer Price Index.

Conflicts of interest – As part of a risk review, inquire 
individually of the project team about any real or potential 
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conflicts of interest between any of the parties involved in 
the project.

Schedule risk
A monthly schedule prepared by the contractor is used to 
monitor progress on a project. The schedule should include 
procurement, program, design and construction schedule 
elements. However, other tools should be considered to 
mitigate schedule risk.

Long lead-time item log – Materials or equipment not 
received on time can cause sequencing issues and delay the 
project. To mitigate this risk, the contractor should keep a 
log of all items that have long delivery dates.

Daily report – The contractor should keep a daily record to 
aid in watching risks and responding to trends. The report 
can include daily weather information (including days lost 
from inclement weather), lists of the numbers of contractor 
and subcontractor personnel working on the site, visitors to 
the site, days worked without a lost-time accident, materials 
delivered to the site, movement of equipment to and from 
the site, quality assurance work and general progress made 
on the project.

Weekly work plan – Weekly work initiatives are typically 
discussed in weekly project meetings. To reduce schedule 
risk, work initiatives for the upcoming week should be 
discussed at these meetings. If the previous week's goals 
were not met, discussion should cover why the goals were 
not met, the plan to get initiatives back on track, and 
whether overtime and added days will be needed at the end 
of the project.

Change orders risk
Change orders are considered by many construction 
professionals as the highest risk on a project because they 
can delay the schedule and send the project over budget. 
Certain change-order monitoring techniques can be 
implemented early on to reduce the risk of a delayed project 
or an over-budget situation.

Owner change order (OCO) log – Approving change orders 
in a prompt fashion can help ensure that delays in the 
project do not occur. When change orders are not approved 
in a timely manner, contractors or subcontractors who are 

not paid on time can become disgruntled and sometimes 
threaten to walk off the job.

To alleviate approval delays, the change order log can be 
set up as a monitoring device to ensure change orders are 
approved in a prompt fashion. A column should be included 
on the OCO log, showing the number of days an OCO has 
not been approved.

Inflated pricing of change orders – Because change orders can 
drive up the cost of a project, they should be independently 
repriced to ensure the cost accurately reflects local 
wholesale prices. Contractors or subcontractors may use 
nationally recognized trade group publication materials 
and equipment price guides that are often inflated when 
compared to local trade pricing.

Subcontractor potential change order log – Like the OCO log, 
the subcontractor potential change order (PCO) log should 
show the number of days a PCO has not been approved.

Additionally, the log should include the reason for the 
change (i.e., owner request, field condition, unforeseen 
condition, design error or omission, contractor request, 
building code change or other), funding source 
(contingency or buyout savings), the rough order of 
magnitude (ROM), original estimate, final cost and any 
subsequent savings (final estimate less original estimate).

The savings column can then be totaled to determine 
how effective the owner (or owner's representative) is at 
negotiating down the final price of each PCO.

Change orders can be the highest risk on a construction project.

Construction risks

1. Design

2. Financial information

3. Cost control

4. Quality

5. Contracts and legal

6. Schedule

7. Change orders

8. Insurance

9. Surety

10. Safety

11. Claims and liens
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Insurance risk
The owner obtains builder's risk insurance and project-
specific professional and pollution liability insurance. 
Determining limits of coverage for each of these insurance 
policies should be left to the owner's risk management 
department because of the expertise needed.

The contractor obtains worker's compensation and 
employer's liability insurance, commercial general 
liability, commercial umbrella liability insurance and 
commercial automobile liability insurance. Professional 
liability insurance is typically obtained by the contractor 
and the architect.

The construction agreement makes the contractor 
responsible for managing insurance and perils risk 
compliance by the subcontractors. Also, the construction 
agreement sets the limits that subcontractors must 
provide for worker's compensation, commercial general 
liability and automobile liability. Ensure that all coverages 
are in effect before the project begins. To avoid the risk 
of a lapse in coverage, be sure a tickler has been set up 
by the owner, contractor and architect for when these 
coverages expire.

Surety risk
Ensure the construction agreement stipulates the 
performance and payment bond coverage the contractor 
should provide. In addition to the contractor's own 
coverage, the contractor may bond the subcontractors 
in a subguard insurance program to protect the owner 
and contractor from the consequences of a defaulting 
subcontractor.

Cost plus contracts are more 
risky than fixed price contracts.

Either program is satisfactory evidence that should the 
contractor or any of the subcontractors not perform or 
walk off the project, the owner will be financially protected 
regarding finding a new contractor or subcontractor. For a 
subguard program, the contractor should give satisfactory 
evidence that a subguard policy has been obtained and 
each subcontractor is enrolled.

Safety risk
Every project will have a safety program that includes six 
general goals.

1. Plan all work to minimize accidents.

2. Maintain a system for promptly detecting and correcting 
unsafe practices and conditions.

3. Enforce the use of personal protective equipment.

4. Maintain an effective training program.

5. Investigate accidents, determine the causes and take 
corrective action where necessary.

6. Maintain a drug-free environment.

The safety program includes safety rules for employees, 
requires weekly “tool box” safety meetings, prohibits the use 
of illegal drugs and substances, and includes various OSHA 
safety and health requirements. As part of this risk review, 
do not opine on the adequacy or quality of the safety 
program—special expertise is required to do so, particularly 
as regards OSHA.

A change order log can 
monitor the timeliness of 
change order approvals.

Ensure that the contractor keeps a log of all accidents and 
injuries and includes the incidents in the project's monthly 
progress report. The owner should also require immediate 
notification by the contractor of serious injuries that occur 
on the job in anticipation of the need to respond to media 
inquiries.

Claims and liens risk
The best way to avoid a construction claim is through a 
well-managed and -controlled project with positive team 
chemistry. To avoid a lien being placed on the project, the 
contractor and subcontractors should include a signed and 
notarized partial-lien release each month when they submit 

Self-performed work occurs when the contractor, rather than a 
subcontractor, completes certain construction activities.
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their payment application. Also, a final lien release will be 
required of the contractor and each subcontractor before 
they receive the final payment.

Some states require a notice to owner (NTO) that compels 
the subcontractors to notify the owner that they have been 
selected to work on the project and, if not paid, a lien will be 
placed on the property. As part of the closeout process and 
before making the final payment, the owner should match 
all NTOs to the final lien release for each subcontractor who 
filed a notice.

Summary
A pre-construction review can help ensure that your project 
team is prepared to manage risks. You can then assure 
senior management that risks have been anticipated and 

addressed in a reasonable manner. Also, becoming familiar 
with risks and controls before the project begins will aid you 
in performing an effective and efficient construction audit 
once the project begins. 

Ron Risner, MBA, CIA, CCA, CCP, is 
founder and President of Risner 
Consulting Group, Inc. (www.
risnerconsulting.com) of Orlando, Fla. 
His firm offers construction auditing, 
training and workpaper reviews. His 
book, The Practitioner's Blueprint 
to Construction Auditing, can be 
ordered at iia.org/bookstore. Ron 
can be reached at (407) 340-5204 or 
RonRisner@aol.com.

I will not follow where the path may lead, but will go where there is no path, and I will leave a trail. ~  Muriel Strode
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