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Construction Auditing 

Auditing Subcontractor Costs  
(Part 1)
By Ron Risner

Previous columns have included 
various types of direct and indirect 

costs an organization will incur on 
construction projects and how to you can 
audit those costs. One area we have not 
addressed is subcontractor costs. 

Usually a financial review includes 
sampling vendor invoices and 
payments made by the accounts payable 
department. In the construction industry, 
reimbursements are made directly to the 
contractor or construction manager who 
then pays the subcontractor. Subcontract 
costs can easily approach 80-90% of the 
hard cost of a construction project. 

From an accounting perspective 
subcontractor costs can be viewed as an 
indirect cost. This, however, does not 
mean a review of subcontractor costs 
should be ignored. To substantiate these 
indirect costs an auditor must perform 
alternative audit steps. This column will 
discuss how to “cover the bases” when 
auditing subcontractor costs. 

Subcontract costs 

Let’s begin with the legal aspects of 
a subcontract agreement. Why are 
subcontract costs viewed as indirect 
and how does this affect the project 
administration? Keep in mind that 80-
90% of your sampling universe may be 
subcontract costs.

When an owner hires a contractor or 
construction manager for a project a 
contractual relationship is established via 
a construction agreement. The contractor 
is then bound to engage—through a bid/
award process—the various subcontractor 
trades to perform the work. 

When a contractor selects a subcontractor 
and signs a subcontract agreement with 
that firm, a legal principle known as 
“privity of contract” is established. This 
principle means that parties, absent 

any language to the contrary, must deal 
directly with each other. They should not 
“go around” each other without the other’s 
knowledge. To do so is a violation of the 
terms and conditions of the contract. This 
concept is important because if privity of 
contract is broken it may result in problems 
later for your organization. 

The effect of privity on the audit

Ask whether your organization is 
dealing directly with the subcontractors 
with respect to construction means and 
methods. In the field a subcontractor may 
ask a member of your facilities staff how 
they want certain equipment installed. 
If the answer does not agree with the 
drawings, the contractor and other 
subcontractors’ work may be impacted. 

By directly dealing with a subcontractor, 
in this example, your organization 
has latently created a contractual 
relationship with the subcontractor. This 
sets up the possibility of legal action 
if, for instance, the owner holds the 
contractor responsible for being over 
budget or behind schedule. This is why 
subcontractors should be shielded from 
dealing with the owner.

As an auditor, one of the questions to 
ask the owner, contractor and architect 
is whether they are aware of any party 
having had direct dealings with any 
subcontractor. An affirmative answer 

requires the auditor to delve into the 
situation, to determine if a party has 
indicated they may initiate a claim as 
the result of privity being broken. If they 
indicate such intent you should advise 
your management accordingly.

While privity is the legal concept that 
drives how parties deal with each other, 
a construction agreement also has an 
important accounting definition. The 
“cost of work” that is defined in the 
construction agreement and to which the 
owner is bound enumerates direct costs 
such as materials, labor, labor burden 
and equipment, and other costs that 
are reimbursable by the owner to the 
contractor.

Types of subcontract agreements

In a typical construction project, where 
the contractor hires the subcontractors, 
the vast majority of subcontracts will 
be lump sum agreements. This type of 
contract means the subcontractor has 
assumed the risk that they will be able 
to perform the work for the stipulated 
amount, and therefore the contract price 
is fixed. Under a lump sum contract an 
auditor will not review the costs incurred 
by the subcontractor. 

In rare instances where the subcontract 
agreement is either a cost plus or time and 
material arrangement you should perform 
a review. Notable in this audit would 
be a review of the individual invoices 
associated with materials, equipment, 
labor, labor burden, general conditions, 
and other costs. You should also audit 
subcontractor payment applications of 
lower tiers.

Bid and award of subcontractors 

As mentioned, the contractor on almost 
all projects has the responsibility for 
hiring the project subcontractors. 

A legal principle 
known as “privity 

of contract” is 
established.
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However, the owner should be watchful 
as the contractor, unchecked, may hire 
subcontractors who are not in the best 
interest or the best value for the owner. 
Usually the construction agreement 
allows the owner to have input to the 
bid/award process. The owner should 
take advantage of this provision. 

The standard American Institute 
of Architect agreements (and other 
professional organization construction 
agreements) includes a section allowing 
the owner to name subcontractors they do 
not want used on the project. This section 
typically requires the contractor to obtain 
owner approval for hiring subcontractors 
during the “buyout process.” (The buyout 
process is the period of time where the 
contractor conducts the bid and award 
process.) The section also allows the 
owner to obtain copies of all subcontracts 
after they are executed. Unfortunately, 
many owners are ambivalent concerning 
awarding of subcontracts. 

From a cost control standpoint it is 
imperative that the owner be heavily 
involved in the bid/award of subcontracts 
since they will ultimately be paying for 
the cost of these subcontracts. An owner’s 
involvement can ensure the contractor 
is competitively bidding the job to subs 
they approve. Also, it ensures that the 
contractor is performing an objective bid 
analysis of each trade before making their 
final decision and presenting it to the 
owner for approval. For an added control, 
the owner should make sure the architect, 
as an independent and expert voice, is 
involved in assisting in the buyout.

Obtain copies of subcontracts

Owners should obtain copies of 
subcontracts for several reasons. First, 
the subcontract agreements outline what 
overhead and profit markups are allowed 
on subcontractor change orders. Many 

times experience has shown overhead, 
profit and markup on change orders differ 
between subcontractors. By having a copy 
of the subcontract the owner can see what 
the contractor allowed the subcontractor 
before approving a change order. 
Also, subcontractor allowed overhead 
and markup may not agree with the 
construction agreement between the owner 
and the contractor. Without a copy of the 
subcontracts, this point might be lost. 

Whenever there is a difference between 
what the owner/contractor agreement 
allows and the contractor/subcontractor 
agreement allows, the former agreement 
prevails. This is a prime area for 
auditors to identify overhead and profit 
overbillings. Many owners and architects 
who approve the change orders review 
only the reasonableness of materials, labor 
and equipment. They often ignore the 
overhead and profit markups. 

Secondly, if a subcontractor asserts a 
claim at the end of the project, it is helpful 
to have a copy of the subcontract. There 
have been cases where a subcontractor 
claim was in process and the contractor’s 
attorney refused to provide a copy of 
the subcontract agreement without the 
owner’s attorney going through the 
discovery process. If the owner had 
obtained copies at project inception it may 
have expedited legal proceedings and 
deciding how to defend the action. 

For those owners who do not believe they 
need a copy, suggest obtaining at least 
one signed subcontract since subcontract 
agreements typically read the same. 
Another alternative is for the owner to 
request a copy of the mechanical, electrical, 
and plumbing subcontractor agreements. 
These subcontractors form the acronym 
MEP. Combined they almost always 
represent 50-65% of subcontractor costs. 

Finally, having a copy of the subcontracts 
will assist with the “alternative” audit 
measures used by the auditor. We will 
address these measures in the remaining 
portions of this and the next column. 

Schedule of Values validation

The Schedule of Values (SOV) is the sum 
of all subcontracts, purchase orders, 
contractor fees, general conditions and 
intangible costs which make up the total 
amount of the contractor’s contract price 
with the owner. 

The SOV represents approximately 80-
90% of subcontract hard costs (including 
the 50-65% MEP noted above). When an 
owner and contractor enter into a cost 
plus agreement, such as a Guaranteed 
Maximum Price, (GMP) it is important 
for the auditor to substantiate the total 
contract price by validating the SOV. 

This requires obtaining copies of all 
subcontracts to see where they were 
placed in the SOV (another reason 
to obtain copies of the subcontracts). 
The SOV is comprised of Construction 
Specifications Institute (CSI) division line 
items. 

The CSI divisions are a commonly 
accepted method to standardize how the 
SOV is compiled. For instance, there are 
17 CSI division line items (the number 
changes from contractor to contractor 
depending how they elect to use them). 
CSI line 16, for instance, is typically used 
for electrical trade work. 

It can be a monumental task for an 
auditor to attempt to validate the 
SOV without the aid of someone from 
the owner’s facilities division or the 
contractor. Why? Because one would 
logically assume that the CSI division 
line 16 value would equal the lump 
sum agreement signed by the electrical 
subcontractor. 

Unfortunately, this usually is not the 
case. The contractor may have placed a 
portion of the electrical subcontract work 
into another CSI division line item for 

Whenever there 
is a difference 

between what the 
owner/contractor 
agreement allows 
and the contractor/
subcontractor agree-
ment allows, the 
former agreement 
prevails.

The SOV represents 
approximately 80-90% 

of subcontract hard 
costs. 

The subcontract 
agreements outline 

what overhead 
and profit markups 

are allowed on 
subcontractor change 

orders.
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their own cost accounting or bid tracking 
purposes. Or the electrical CSI division 
may include the contract price for low 
voltage subcontractor. Without some 
assistance the task can be ominous and 
often a guessing game. 

Adding to the difficulty is that under 
GMP, contractors often add a reserve 
or holdback in case they find the 
subcontractor’s estimate is too low before 
the subcontract is signed. Sometimes 
the contractor may have included 
purchase orders for materials in certain 
line items. With all of these possible 
CSI line item adjustments, it is rare to 
be able to reconstruct the SOV without 
the assistance from someone in the 
contractor’s field or home office.

Other SOV associated audit steps 

Other audit steps to take during the 
SOV validation is to ensure a bona fide 
subcontract exists for each subcontractor. 
Confirm that subcontracts have been 
signed and dated by the contractor and 
subcontractor. Confirm the subcontract 
amount agrees with the bid amount 
included on the contractor’s bid analysis 
sheet and the contract amount on the 
first page of their payment application. 
Finally, as part of reviewing subcontracts, 
undertake a fraud consideration and look 

at the legitimacy of handwriting and 
signatures. 

A final SOV validating caution. In 
addition to the adjustments noted above, 
you may not be able to validate the 
SOV because the contractor has moved 
funds between CSI line items without 
tracking these changes. Contractors do 
this because some trades were underbid 
and some were overbid. By moving funds 
around the contractor ensures payments 
due under a line item will not exceed the 
scheduled value. 

The contractors’ argument for doing 
this is that under a GMP agreement they 
guarantee the entire project cost, not the 
individual CSI division line items. While 
this may be true, you should usually 
make this an audit finding because the 
tracking was not controlled properly from 
a financial standpoint. 

Finally, if you are unable to validate 
the SOV, keep in mind under a GMP 
agreement your organization will 
only need to make the final payment 
appearing on the contractor’s final job 
cost ledger. The difference between the 
final job cost amount and the GMP will 
be used to calculate shared savings. 
Therefore, at the closeout of the project 
a failed attempt to validate the SOV 
becomes moot as the contractor’s final 

actual cost is the bottom line number that 
will close out the project. 

Conclusion

In summary, as a result of privity being 
established as a legal principle in a 
construction agreement it forces—from 
an accounting and audit standpoint—
subcontract costs to be viewed as an 
indirect cost. Even though an owner 
does not make direct payments to most 
subcontractors, it is very important 
to review the cost and cost controls 
surrounding subcontractors. There 
are many more intricacies involved in 
auditing subcontractors that we have not 
addressed. We will cover those in the next 
column. NP
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“Thank you for sending me a copy of your book; I’ll waste no time reading it.”
~ Moses Hadas




