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Construction Auditing 

Auditing Subcontractor Costs—Part 2
By Ron Risner

I n the last column, we explored 
the intricacies of with subcontract 

agreements and how to review 
subcontract costs.  There is more to 
consider when auditing subcontractor 
costs.

Subcontractor monthly  
payment applications

Each month your organization will 
receive a payment application from 
your contractor requesting payment for 
prior month construction activities. The 
payment application is a highly detailed 
invoice (AIA form G702/G703) used by 
the construction industry. The payment 
application outlines the contractor’s direct 
costs from the previous month (including 
subcontractor costs) and intangible 
costs such as the contractor’s fee. The 
contractor calculates the amount they are 
due using the ‘percentage of completion’ 
basis as of the end of the prior month. 

Prior to submitting their payment 
application the contractor would have 
received a payment application from 
each trade subcontractor which details 
the amount owed for their activity. To a 
large degree the contractor’s payment 
application is a compilation of the amount 
the contractor owes the subcontractors 
each month as reflected on each 
subcontractor payment application. I 
suggest the owner require the contractor 
to attach a copy of each subcontract 
payment application as supporting 
documentation. 

Many contractors are reluctant to 
provide copies of subcontractor 
payment applications when their 
agreement with the owner is a lump 
sum agreement. Why?  Because 
contractors argue that their relationship 
with the subcontractors is a private 
agreement and therefore not applicable 

to the owner’s scrutiny (see New 
Perspectives (Fall 30-3) column for 
further discussion). 

If your organization has a cost plus 
agreement (such as a Guaranteed 
Maximum Price) the contractor will 
provide detailed documentation for each 
direct expense including subcontractor 
payment applications. When performing 
a construction audit the contractor may 
resist providing copies of subcontractor 
payment applications. Likewise, your 
own facilities and engineering department 
may question the necessity of obtaining 
subcontractor payment applications. 
However, I caution that copies be 
obtained. They will be helpful for your 
audit and invaluable if a dispute or claim 
arises at the end of the project. Your 
organization will then have information 
such as:

• the subcontractor’s fee, 

• lower tier subcontractors who are 
working on the project, 

• a list of subcontractor change orders, 

• whether the subcontractor provided a 
performance and payment bond, and 

• other information your organization 
may need.  

Subcontractor lien waivers

Concurrent with the receipt of each 
monthly subcontract payment application 
I suggest your organization require that 
a partial lien waiver be attached. The 
partial lien waiver is important because 
it confirms the contractor is paying the 
subcontractors each month. A signed 
partial lien waiver is a legal attestation 
that the contractor is current with their 
subcontractor payments. Further, the 
lien wavier also contains language 
that assures your organization the 
subcontractor does not intend to file a lien 
on the project. 

Remember these partial lien waivers (on 
many projects) will often run 30 days 
behind the payment from the contractor 
because most accounts payable cycles 
operate on a 30-day payment period.  
Some contractors provide lien waivers 
contemporaneous with last month’s 
payment application and the wording 
will state that any lien rights will be 
relinquished when payment is received. 

At the close of the project (or the 
completion of a subcontractor’s work, if 
earlier) the subcontractor should submit 
a final lien waiver.  This final lien waiver 
confirms that when the subcontractor 
receives their last payment they will not 
place a lien on the property or a claim 
against the owner. Lien laws vary from 
state to state, so the language in a lien 
waiver will also vary. The language 
contained within each lien waiver should 
be reviewed by your organization’s legal 
counsel such that your organization’s lien 
rights are preserved under state law. 

Subcontractor payment applications

After you gain access to the contractor 
payment applications and lien waivers 
it is time to audit the subcontractor 
payment applications. 

A signed partial 
lien waiver is 

a legal attestation 
that the contractor 
is current with 
their subcontractor 
payments.
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Here is the best approach:

• Use a judgmental sample of 
contractor’s payment applications 
with emphasis on materiality. 

• Make sure the contract amount on the 
subcontractor’s payment application 
agrees with the amount reflected 
on the subcontract agreement itself.  
For instance, if the signed electrical 
subcontract agreement was for 
$14,000,000, this amount should 
be reflected on the first page of the 
electrical subcontractor’s monthly 
payment application. 

• Foot all components of the 
subcontractor’s payment application 
to ensure there are no mathematical 
errors. You may be surprised at the 
number of math errors on these 
payment applications—not only on 
the first page of the AIA G702 form, 
but also the subsequent AIA G703 
Schedule of Value pages.  The errors 
may mean the contractor is being 
paid either faster or slower than 
the actual percentage of physical 
completion of the project.

• Check the signatures on the payment 
application. The first page of the 
application will contain the notarized 
signature of the person who prepared 
the payment application in the 
subcontractor’s office. 

• Lastly, make sure the amount of 
change orders that appear on the 
first page of the payment application 
agrees with the amount contained 
within the SOV (AIA G703). A word 
of warning: Some subcontractors 
increase the budgeted line items 
on the SOV (also known as the 
Contractor Specifications Institute or 
CSI line items) each time they execute 
a change order rather than listing 
them separately. You will require 
assistance from either the contractor 
or subcontractor to determine how 
the approved change orders were 
distributed to the various CSI line 
items. 

Allowances and alternates

As validation of the Contractor’s Schedule 
of Values, look at the subcontractor’s first 
payment application SOV to see if line 
items include the words “allowance” or 
“alternate.” 

An allowance is a sum of money set 
aside to cover a future unknown cost. For 
instance, if carpeting has not been selected 
when the project begins the flooring 

subcontractor may set aside $50,000 for 
the future selection. When selected, if the 
carpet costs $40,000 the owner will get 
a $10,000 change order credit from this 
subcontractor. 

An alternate is like an allowance, but 
the amount is pre-determined. In this 
instance, when the owner agrees to 
an amount a change order will not be 
executed for any actual cost overage 
or underage. In the above example, if 
carpet was an alternate for $50,000 and 
the owner accepts the alternate they can 
expect to pay the $50,000 without regard 
to the actual cost. 

For your audit make a list of 
allowances and alternates found in 
the subcontractor’s SOV and then 
compare that list to the allowance 
and alternate log maintained by the 
contractor. Contractor’s logs often 
do not include many subcontractor 
allowances and alternates. This may 
mean that if an allowance is not “trued 
up” or if an alternate is not taken, the 
owner is paying more that they should. 
Other places to look for subcontractor 
allowances and alternates are:

• Within each subcontractor’s bid 

• Within any cost estimate provided by 
the subcontractor 

• Within the list of items included 
or excluded provided by the 
subcontractor 

• Within the list of assumptions the 
subcontractor makes regarding the 
project

• Within the written question and 
answer documentation 

• Within the confines of the subcontract 
agreements, particularly the 
attachments to the agreements

Again, all of these are reasons to obtain a 
copy of the subcontract agreements and 
other related subcontractor documents. 

Subcontractor value engineering

If from the very beginning the original 
project estimate is over budget, an 
exercise called value engineering often 
takes place to reduce the project cost 
to within budget constraints. Using 
value engineering, the owner asks the 
contractor, subcontractors and architect 
to suggest ways and means to reduce 
the price of the project, but still maintain 
its original quality and design integrity. 
Through a series of meetings ideas are 
vetted and the owner can either accept 
or reject any value engineering idea to 
reduce the cost. 

Value engineering options can range from 
changing the design of the project (such 
as reducing the size of the Emergency 
Department) to using less expensive 
materials, to purchasing less expensive 
equipment. If the owner accepts any of 
the value engineering ideas it is wise 
to trace them to either the subcontract 
credit change order or to the bid value 
reduction.  Again, this is another reason 
to obtain a copy of the subcontractor 
agreements since value engineering is 
often addressed therein. 

Mobilization and  
demobilization costs

When a project begins, the contractor 
and subcontractors may incur costs to 
bring field trailers to the site, to furnish 
the trailers with office equipment, and to 
bring construction personnel and laborers 
to the site as well as other expenses. As 
expected there are costs associated with 
this setup. In the construction industry 
this is called mobilization. Conversely, to 
close out a project a contractor may incur 
demobilization costs. 

To cover the cost a contractor will often 
include in their SOV separate line items 
for mobilization or demobilization. 
Generally speaking mobilization/
demobilization costs should be 
reasonable. But contractors and 
subcontractors can abuse the process. 

An allowance is a 
sum of money set 

aside to cover a future 
unknown cost.

An alternate is like 
an allowance, but 
the amount is pre-

determined.

continued on page 26



26  New Perspectives Association of Healthcare Internal Auditors Winter 2011

presenter must typically bear a greater 
burden of the load. 

Summary

Just as preparation and practice are 
essential to a playing a competitive 

game of golf, preparation is an 
essential element of making effective 
presentations. If you cut corners in 
your prep time it will likely show up 
as you stand before your audience. 
Part Two of this article will look at 
matters to consider when delivering 

your presentation. Some of the 
issues discussed will be verbal and 
non-verbal considerations, building 
rapport, monitoring and engaging the 
audience along with other issues that 
are important to making that great 
presentation. NP
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Here’s how. Most contractors and 
subcontractors have short term bank lines 
of credit to help them with their funding 
needs. If they can get an owner to absorb 
mobilization or demobilization costs they 
can avoid borrowing against the bank 
credit line and the owner becomes the 
de facto bank. When the owner funds 
mobilization the contractor now has  
what amounts to an interest-free loan 
from the owner. 

Generally, on an average project, 
mobilization in the $5,000 to $20,000 
range is more than ample to cover most 
costs. However, I have seen subcontractor 
mobilization costs as high as $750,000 
which I found to be abusive. To make 
sure the process is not being abused, 
review the SOV on the subcontractor’s 
payment application to see if any of them 
were paid an exorbitant mobilization 
or demobilization fee. It is wise to 
develop a cumulative spreadsheet of all 
mobilization or demobilization costs. 

I recently worked on a project where the 
mobilization and demobilization costs were 

almost $2 million for all subcontractors 
combined. In this instance, before the 
project actually began, the owner funded $2 
million for what should have been a short 
term borrowing from the subcontractors’ 
lines of credit. The way for an owner to 
prevent abuse of this type is to: 

• Be involved with contractor in the 
bid/award subcontractor process 
such that they can negate any abuse

• Approve only a reasonable amount

• Tell the contractor that they will 
not allow any mobilization/
demobilization costs at all

Many projects are completed without any 
mobilization and/or demobilization costs 
being incurred and therefore this will 
not be an issue. However, when they are 
included, it is incumbent upon the auditor 
to ensure reasonableness. 

Conclusion

As outlined in this and the previous 
column, audits of subcontract costs, 
although not a direct cost to the owner, 

are important to review. These can and 
will take a good percentage of your audit 
resources because up to 90 percent of the 
cost of a construction project can consist 
of subcontractor costs. 

In the next column we will complete 
our review of subcontractor costs by 
addressing contractors who act as their own 
subcontractor by “self-performing” some 
of the trade work; pricing of subcontractor 
change orders including overhead; and 
profit markups and subcontractors hired 
directly by an owner. NP
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