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Construction Auditing

Keep an Eye on Those Less Common 
Construction Risks
By Ron Risner

Construction projects, by their very 
nature, have many different types of 

risks. Since, as auditors, we are always 
assessing risk before beginning, and/
or during our audits, I thought it might 
be helpful to explore some of the less 
prevalent but important risks that have 
not been covered in previous columns. 
Knowledge of these will make you more 
adept at understanding the construction 
industry and in performing your 
construction audits. 

As a refresher, let’s list those risks most 
commonly associated with a capital 
expansion project. The highest risk area 
in a construction project is change orders. 
Change orders represent the highest 
potential risk to the owner because of 
the likelihood of the contractor inflating 
expenses, which drives up the cost of 
the project overall. Previously, an entire 
column was devoted to change orders. 

In this column, let’s talk about some 
other types of less common risks that you 

should be aware of as an auditor. Each 
of these risks can occur and you should 
know how to assist your organization in 
mitigating them.

Three types of surety risks

Most owners assume that once the 
contractor is selected the contractor 
will complete the project. However, for 
many projects in the U.S. and abroad this 
has not been the case. Why? There are 
many reasons. Sometimes contractors 
have financial difficulty and declare 
bankruptcy. Occasionally, they become 
disenchanted with the owner for any 
number of reasons and decide to walk 
off the job. Perhaps they have been sued 
on another project and do not have the 
financial wherewithal to finish this or 
other projects they may be working on. 

How can an owner mitigate this risk of 
non-performance? The answer is to have 
the contractor purchase a performance 
bond in the surety market before the 

project begins. Then, if the contractor 
leaves the project regardless of the 
motivation, it is the surety’s responsibility 
to find a suitable and mutually acceptable 
contractor to replace the original 
contractor. 

A second type of surety risk occurs 
when the contractor does not pay 
the subcontractors each month after 
receiving his payment via the monthly 
payment application process. A non-
payment issue can be addressed by 
requiring the contractor to purchase a 
payment bond. Then, after receiving 
payment, if the contractor does not 
pay the subcontractors each month, 
the surety agrees to step in and pay the 
subcontractors directly. 

A third surety risk involves a contractor 
being selected via the competitive 
bidding process, but then deciding at 
the last minute that they do not want 
the job. When this happens, it leaves the 
owner in the position of returning to the 
market to find a replacement. To protect 
themselves, owners sometimes require 
contractors who bid on the project to 
purchase and submit a bid bond with 
their bid. 

The bid bond is a guarantee the 
contractor will stand by their bid 
proposal for a set period of time (say 
90 days) and, if selected, that they 
will begin the project. If the contractor 
decides to re-bid the project or at the last 
minute back out of the bid, the bid bond 
acts as a mitigating control. The surety 
will then assist the owner in finding 
a new contractor at no added cost. 
However, keep in mind that the process 
of finding a new contractor can take 
several weeks, or longer, and may affect 
the on-time completion of the project. 

Some final comments about the risk 
associated with an owner not bonding 

Other risks, in addition to change orders, customarily associated with the 
construction industry include:

• The project not being designed properly (design risk).

• The project running over budget (budget risk).

• The project not being completed on time (schedule risk).

• The workers becoming injured (safety and workman’s compensation risks).

• The loan financing or bond covenants not being met (financing risk).

• The contractor overbilling the owner (cost containment risk).

• The builder’s risk.

• The general commercial and vehicle liability insurance not being obtained 
(risk management).

• The use of different types of contracts such as lump sum, guaranteed 
maximum price, design/build, cost plus, or time and material to deliver the 
project (contract and/or legal risk). 
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the project and how to mitigate the 
risk: Since performance and payment 
bonds typically cost 1% of the cost of 
construction, many owners waive the 
requirement—particularly if the owner 
is having a difficult time meeting their 
budget. Owners are often willing assume 
the risk because the contractor is a large 
national or international construction 
firm. The owners believe the likelihood 
of the contractor not performing or not 
paying the subcontractors is remote. 

If your management elects to waive 
the requirement, you can recommend 
your organization consider having the 
contractor provide a bank Letter of 
Credit that your organization can draw 
upon in the event of performance or 
payment default. The amount of any 
draw(s) would equal the cost of finding 
a replacement contractor or the amount 
they did not pay the subcontractors. 

Additionally, if your organization waives 
the performance or payment bond you 
can recommend, at a minimum, obtaining 
audited financial statements and/or a 
Dun and Bradstreet report. These help 
assure that the contractor has a strong 
financial position as a ‘going concern.’ 
As for not requiring a bid bond, you can 
make a recommendation that on the next 
project your organization require a bond 
as a matter of policy. 

How market and economic risks  
can factor in

In the construction industry, the cost 
of labor, materials, and equipment are 
subject to economic supply and demand. 
For instance, in the labor market, an 
abundance of projects being undertaken 
in the local market may lead to a 
shortage in skilled workers to fill the 
contractor or specialty subcontractor 
positions. 

I recall a large project in Florida where an 
owner was preparing to build a billion-
dollar plus project. Before beginning the 
project, an outside firm was hired to study 
the potential shortage of labor, materials, 
and/or equipment. 

The consultant projected that based 
on the number of projects in the area, 
not enough electrical trade workers 
would be available at some point. As 
the project proceeded, the consultant’s 
projection materialized. The owner 
found it necessary to bring in electrical 
workers from a nearby larger city, about 
80 miles away, and pay their commuting 
costs. 

Eventually the owner had to go out of 
state to find the skilled electrical workers 
necessary to complete the project, and 
incurred their commuting and temporary 
housing costs. For this project, the owner 
had prepared for such an eventuality and 
budgeted a contingency fund accordingly. 

The same can occur with a shortage in 
construction materials. During 2006-2007, 
a nationwide shortage of copper, concrete, 
steel, and plywood/lumber occurred. The 
reason for the shortage was that China 
had begun buying as much as they could 
for their own booming national capital 
expansion. Contractors in the U.S. faced 
trying to obtain materials within the 
price constraints of their agreements with 
owners.

As a result, it left a shortage of these 
commodities in the U.S. market, which 
often affected the ability of contractors to 
buy the products at a reasonable price, if 
they could obtain them, and within the 
price constraints of their agreement with 
the owner. 

In a similar way, during boom 
construction years, shortages of 
construction equipment can occur. For 
instance, if a large number of high-rise 
buildings are being built in an area, a 
shortage of tower cranes may occur. In 
this situation, the contractor may need to 
go outside the area or outside the state to 
obtain the necessary equipment. As you 
would expect, this type of equipment 
shortage will drive up the cost of the 
project. 

In conclusion, market and economic 
risks should be of enough concern for 
the owners to hire consultants who can 
survey the local construction market. 
Based on the outcome, an owner can 
adjust their budget accordingly, before 
going out to bid. If your organization is 
not performing a market survey, you may 
want to consider recommending one in 
your audit report. 

Don’t overlook governmental  
cost risks

Sometimes during a project, local, state, 
or regional governmental authorities will 
impose new taxes, which may directly 
affect the project. Most commonly seen, 
is an increase in sales tax, which can 
affect construction materials. Since the 
owner and/or contractor may not have 
anticipated the sales tax increase, the 
project will encounter additional costs. 
Depending on the size of the project, 
the added costs can amount to many 
thousands of dollars. Other governmental 
increases may come from building permit 
fees and/or licenses. 

To cover these potential additional costs, 
owners should have a provision in the 
construction agreement to stipulate who 
pays these additional costs. The options 
range from verbiage that states: 1) the 
contractor is responsible for increased 
governmental costs; 2) the increased 
costs will be funded by contingency 
funds (either the contractor or owners’ 
contingency); or 3) the owner will be 
responsible for the added costs. 

When properly worded, construction 
agreements can prevent disagreements 
between the owner and the contractor if 
new governmental costs are enacted mid-
stream in a project. If your organization 
does experience such a scenario, you can 
recommend that on future projects, the 
construction agreement be changed to 
reflect who is responsible for an increase 
in government taxes, fees, and licenses. 

A further governmental risk is the cost 
associated with a change in the local 
building code and/or ordinances. Often 
these changes result in added costs for the 
contractor. If a code or ordinance change 
occurs, the language in agreements 
should be worded to delineate who pays 
for the costs associated with meeting the 
new building standards. In the meantime, 
the owner and contractor will need to 
negotiate how these added costs will be 
funded if the construction agreement has 
no provisions to address them. 

A lack of team chemistry can sink 
the whole thing

One of the risk areas that is not often 
addressed in the construction industry is 
the need for good project team chemistry. 
If the architect, owner personnel, and/
or contractor do not get along or have an 
abundance of disagreements during the 
project, these differences can drive up the 

Owners should 
have a provision 

in the construction 
agreement to stipulate 

who pays these 
additional costs.
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cost of a project because the issues are not 
addressed in a timely fashion. The longer 
discussion of issues are forestalled, I have 
found the greater the number of audit 
findings that will occur and additionally 
the possibility that a claim will be filed at 
the end of the project. 

To check on team chemistry, I listen 
carefully to the answers to the questions 
I pose of the architect, owner personnel, 
and the contractor during my opening 
conference. If these groups are 
complimentary of each other, I know that 
team chemistry is working and typically, I 
will have fewer audit findings. 

However, if chemistry is not good, 
one recommendation that an auditor 
can make is for all parties to consider 
entering into a “partnering” agreement. 
A partnering agreement in the 
construction industry is a signed non-
legal, non-binding paragraph(s) that 
recognizes that many issues on a project 
will arise. But in spite of differences in 
opinions everyone will attempt to work 
together in harmony. 

Generally, to support the partner 
agreement the parties meet about 
monthly to air their differences in an open 
dialogue. The construction industry has 
‘partnering awards’ given on a national 
basis for those projects where they have 
worked well. From an audit standpoint, if 
you detect that team chemistry problems 
have occurred, you will probably need 
more audit resources because problems 
with administrative controls could be 
numerous.

Summary

People familiar with the construction 
industry tend to think of risk in terms 
of poor design, finishing on time and 
on budget, safety, financing, and other 
typical risks. However, these less 
apparent risks are often not addressed 
or are neglected. These may provide 
you opportunities to make additional 
risk mitigation recommendations for 
construction projects at your facility. NP

Ron Risner is founder and president of Risner 
Consulting Group, Inc., of Orlando, Florida. 
He was formerly the Vice President of Internal 
Audit for a large commercial banking firm 
in Florida where he managed 50 auditors 
directly and 100 indirectly. Risner Consulting 
provides domestic and international profes-
sional construction consulting and audit 
services. You can find the firm’s website at 
www.risnerconsulting.com or speak with Ron 
at 407-340-5204. 
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TREASURER’S REPORT 

2009 FINANCIAL PERFORMANCE

By Joyce L. Lang

Heider, Tanner & Dirks, Inc., external auditors for AHIA, completed their audit of the 
2009 financial statements, which resulted in an unqualified opinion. In addition, no 
deficiencies in internal control were reported. The Association has a strong balance 
sheet with cash totaling $419,500 and members’ equity of $349,100. During 2009, 
members’ equity decreased by $46,700 due to less revenue from membership dues 
and the annual conference, partially offset by unrealized gains on investments. 

AHIA’s 2009 revenue was generated from:

• Membership Dues (35 %)

• Annual Conference and Other Continuing Education Programs (56 %)

• Advertising, Interest, and Other Income (9 %)

The majority of AHIA’s 2009 expenses were associated with member benefits, 
which primarily includes expenses associated with the annual conference and other 
continuing education programs, the Association’s award-winning journal, New 
Perspectives, the AHIA website, and other strategic initiatives. In addition, expenses 
were incurred by AHIA for management services, general administrative expenses, 
Board-related expenses, and professional services.

The Resource Center for Associations continues to manage AHIA, providing vital 
services to your Association.

If you would like to review the 2009 AHIA audited financial statements, they are 
posted on the AHIA website (www.ahia.org) in the Members Login section. Contact 
me at JLang@LHS.org if you have any questions regarding your Association’s 
financial statements. NP

Joyce L. Lang was the 2010 Secretary/Treasurer and is Chair-elect for 2012. She is also Direc-
tor, Management Audit Services for Legacy Health, Portland, OR.




