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By Ron Risner

Construction Auditing in a 
Tough Economy

Construction Auditing

When the leading U.S. economic 
indicators headed south over a year 
ago, one of the fi rst to suffer was the 
construction industry. Currently, the 
U.S. economic metrics show the start of 
commercial construction activity was 
down 47% in 2009 compared to 2008 
(Engineering News Record, February 1, 
2010 p. 7). In fact, of the 13 private and 
public construction sectors, only the 
public sector and two private sectors 
(manufacturing and power) showed 
increases over the period September 2008 
to September 2009. The healthcare sector 
showed only a slight decline of -1.2% 
(Engineering News Record, November 16, 
2009 p. 22). 

So, given this macroeconomic 
backdrop, what are the microeconomic 
repercussions? More specifi cally, what 
can a healthcare organization expect 
from the contracting community in the 
current recession, and is it necessary for 
auditors to modify their construction 
audit program when auditing capital 
projects? 

The Current Microeconomic 
Situation

Given the dire economic metrics of the 
past few years it is inevitable that many 
contractors and/or subcontractors will 
not survive the recession. In fact, many of 
the smaller undercapitalized fi rms have 
already shut their doors. Meanwhile, the 
larger regional, national, and international 
construction fi rms have been able to live 
off a backlog of construction projects. But, 
as this backlog dwindles in 2010 and 2011, 
they too could fi nd themselves in fi nancial 
trouble, unless they have a strong capital 
structure and/or are able to procure new 
projects for their construction portfolio. In 
addition to facing undercapitalized issues, 
these contractors may also face liquidity 

problems as banks tighten credit and/or 
lower lines of credit. Contractors use their 
bank lines to fund short-term cash needs.   

How Contractors Respond to 
Procuring New Projects

How will contractors/subcontractors 
respond in tough economic times? 

1. First to occur, will be mergers and 
acquisitions. Weaker fi rms may be 
willing to be absorbed by fi nancially 
stronger fi rms. 

2. Contractors start paring back the 
number of employees. Because 
of these layoffs the construction 
industry is already suffering one of 
the highest unemployment rates in 
decades—as much as 20% in some 
states.

3. Next, they begin bidding on jobs 
for which they have no experience. 
For instance, a commercial builder 
may bid on a hospital project 
even though they have little or no 
experience in the healthcare sector. 
Or, a commercial builder may begin 
placing bids on roadways or other 
infrastructure work such as bridges 
and dams. I have read recently, 
public entities that—during good 
times—would have three, four or fi ve 
bidders are now getting upwards of 
25 or 30 bids (i.e. competition heats 
up). 

4. They bid low on a job in hopes of 
making it up in change orders. I 
read recently that some contractors 
are indeed bidding below what 
they believe the fi nal cost might be, 
expecting change orders to make up 
the difference. While this is common 
even in good times, it becomes more 
predominant during bad economic 
times.

5. Contractors may ask for an 
unusually high mobilization cost 
at the beginning of the project. 
When contractors fi rst begin a 
project, they “mobilize” by bringing 
in staff, setting up fi eld trailers, 
equipping the trailer with furniture, 
fi xtures, business equipment 
and IT equipment. To fund these 
mobilization costs, they ask the 
owner for an up-front mobilization 
fee of, say, $20,000 which they include 
in their bid. 

6. Contractors start selling off their 
inventory of construction equipment 
rather than let it sit idle. You can see 
these sell-offs in the form of auctions 
listed in your local newspaper, or, 
more likely, in construction trade 
journals.

How Contractors Respond to 
Projects Already Underway

We have discussed how contractors 
and subcontractors may respond to 
bidding on new projects; however, what 
if the contractor already has a project 
underway, then starts experiencing 
fi nancial diffi culty? What can an owner 
expect? 

1. Contractors will attempt to infl ate 
the percentage of completion of the 
project each month. In other words, 
they want the owner to front as much 
of the project as possible each month 
to help with their own cash fl ow. As 
an example, a plumber who is 30% 
complete on the job may ask to be 
funded at the 40% level in order to 
obtain more cash than he is due. In 
this regard it is important that the 
site walkthrough performed each 
month by the owner, architect, and 
contactor be conducted diligently. 
This walkthrough allows the owner, 
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architect, and contactor to verify 
the percentage of completion each 
subcontractor submits monthly. The 
percent of completion agreed upon 
then drives the amount that the 
subcontractor bills each month on 
their payment application. 

2. The contractor, when paid by 
the owner, may not pay the 
subcontractors in a timely manner—
or pay them at all. Even though this 
will most likely be a violation of the 
terms and conditions of the contract 
with the owner, the contractor will 
do this in an attempt to remain 
an on ongoing entity. Keep in 
mind that this could be a red flag 
precursor to bankruptcy. If this 
occurs, expect the subcontractors to 
bypass the contractor and appeal 
directly to the owner for payment. 
(e.g. most local “mom and pop” 
subcontractors are thinly capitalized 
and will violate the privacy 
provisions of their contract with 
the contractor and go directly to 
your organization for some form of 
payment relief.)

Positive Attributes in Today’s 
Economy

Even in tough economic times there 
are still positives that contractors and 
owners can take solace in. Given the 
unfortunate level of unemployment, 
financially strong contractors know that 
there may be an abundance of qualified 
people on the job market and take 
advantage of hiring this skilled talent. 
For the owner, it may mean more highly-
skilled labor to work on their project. 
Also, prices have fallen dramatically 
since the inflated material prices 
which were driven by China’s demand 
beginning in 2006. Owners can get can 
get more building for the same budget, 
or the same building for less, because of 
lower material prices. In some cases it 
may lead to a budget surplus. 

Lastly, because of increased competition, 
contractors are willing to work with your 
organization in terms of negotiating the 
financial terms and conditions of the 

agreement. For instance, in addition to 
lower material prices, owners can expect 
increased competition to result in lower 
fees, overhead, and profit margins on 
change orders, equipment rental prices, 
labor and labor burden costs, and general 
condition or general requirement costs. 

Effect on the Construction Audit

So, given this backdrop, what should 
auditors be doing in terms of performing 
their construction audits? 

1. You may want to revisit the bid 
and award process used by your 
organization to make sure it is 
sound, and that it is being followed 
closely. When there is a multitude 
of contractors bidding on a project, 
the common reaction by the 
owner is to jump at the lowest bid. 
Unfortunately, the lowest bidder 
can be an owner’s worst nightmare, 
particularly if the contractor has no 
experience in the healthcare industry. 
In that regard, the procurement 
section in your organization should 
do a thorough background check and 
call references to ensure the bidders 
have the healthcare experience they 
say they have. Keep in mind that 
low bids may be a precursor to a 
contractor trying to make a profit 
via a proliferation of change orders. 
Your procurement area may also 
want to have a meeting with the low 
bidder to ensure their bid is sound 
vis a vis other bidders. The lowest, 
“most qualified” bidder is usually the 
owner’s best bet. 

2. Make sure your organization requires 
a bid bond. A bid bond protects your 
organization if the contractor goes 
belly-up during the award phase. In 
this case, the surety must make the 
owner whole by providing a new 
contractor. 

3. As part of the award process, make 
sure your organization gets financial 
statements from all contractors 
who are placing bids—preferably 
audited statements, as they should 
include a “going concern” statement. 
Also, keep in mind that if your 
organization has been using the same 

contractor for years, it is no guarantee 
that they will survive the economic 
storm. In this case, it is important to 
obtain financial statements on at least 
an annual basis.

4. Make sure your organization 
is requiring a performance and 
payment bond. If things get worse, 
this puts the surety on the hook for 
getting another contractor if the 
current one fails (performance bond), 
and ensures that the subcontractors 
are paid for any work performed 
at the time the contractor went out 
of business, or walks off the job 
(payment bond). 

5. Even in the good times, it is 
imperative from an internal control 
standpoint, to have subcontractors 
provide lien releases each month 
with their payment applications. 
It is even more important during 
tough times. If subcontractors are 
not providing lien releases, it may 
be because they are not being paid 
by the contractor. Your organization 
should expect telephone calls from 
the subcontractors, even though 
they violate the “privacy” of their 
agreement with the contractor. 

6. Regarding cost plus and/or GMP 
contracts, scrutinize the general 
condition/general requirement 
invoices closely. Contractors may 
attempt to gain approval on costs 
which are not reimbursable under 
the terms and conditions of the 
agreement. Or, because they have 
nowhere to send personnel from other 
jobs, they may send them to your 
organization’s project. The way to 
review this is to request the original 
staffing levels that the contractor 
put together at the beginning of the 
project, and compare it to current 
staffing levels. (You may need to ask 
the contractor for their original general 
condition and/or general requirement 
budget if your construction 
department doesn’t have it). 

7. Review mobilization costs. It would 
not be uncommon for a contractor 

Owners can expect increased competition to result 
in lower fees.

Even in tough 
economic times 

there are still 
positives.
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to ask for $10,000 to $20,000 
to mobilize, but beyond these 
parameters, I become skeptical. And, 
if the contractors or subcontractors 
are already on site for another 
project, I would have a hard time 
providing any form of mobilization 
costs. 

8. Make sure that the owner, architect, 
and contractor are doing a monthly 
site walk-through, and agreeing 
on the percentage of completion. 
You can ask each of these entities 
if there have been problems in this 
regard. 

9. Finally—make sure your 
organization is paying the contractor 
in a timely manner—usually 30 
days. I recently read that because 
owners may be financially strapped, 
they are stretching out payments 
to contractors to 45–60 days, 
even though the payment cycle 
in the contract is 30 days. When 
contractors and/or subcontractors 
are on soft footing, the failure of an 
owner to pay on time will only serve 
to heighten the contractor’s potential 
demise. If the owner’s failure to pay 

on time contributes to a Contractor’s 
demise, that, in itself, could lead to a 
claim.

Summary

In summary, tough economic times have 
significantly hurt the construction industry 
to the point that many contractors will 
not survive. For those that do survive, 
they will most likely be taking various 
measures to remain a viable entity. These 
measures may directly affect projects 
which your organization has underway, or 
may have underway soon. In this regard, 
we have attempted to provide advice on 
how you can strengthen your audit efforts 
to help protect your organization. One 
final note: When will the construction 
industry rebound? Since all commercial 
projects begin with a set of drawings it will 
be when the workload for architects begins 
to pick up. I’ll keep you informed when 
that happens. NP
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