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Construction Auditing

Auditing Subcontractor Costs—Part 3
By Ron Risner

T he last two columns discussed 
that combined subcontractors can 

comprise 80-90% of the hard cost of a 
construction project thereby giving status 
to a strong effort in auditing subcontractor 
costs. This fact also makes it important 
to audit the controls surrounding the 
relationship between the owner, contractor 
and subcontractors. Let’s summarize what 
was addressed in the last two columns. We 
looked at the following:

• Types of subcontract agreements

• The concept of contract privity

• The bid and award of subcontracts

• Why it is important for your 
organization to obtain copies of 
subcontracts

• Why it is important to validate the 
contractors’ schedule of values

• Why it is important to obtain the 
subcontractor’s monthly payment 
application with lien waivers attached

• How to audit the subcontractor’s 
monthly payment application

• Subcontractor allowances, alternates 
and value engineering 

• Subcontractor mobilization/
demobilization costs 

In Part 3 we continue our review of 
subcontractors by looking at:

• Common subcontractor change order 
nomenclature 

• Sequential numbering of 
subcontractor change orders as a 
control mechanism

• Bilateral subcontractor change orders 
executed between a contractor and 
subcontractors

We’ll also begin looking at markups 
included in subcontractor change orders. 

Subcontractor change order 
nomenclature and sequential 
numbering control

One of the interesting aspects of change 
orders executed between a subcontractor 
and contractor is the nomenclature that 
is used because it differs from project to 
project. And, with those differences come 
different acronyms. 

Subcontractors may prefer terms such as:

• Subcontractor change order (SCO’s)

• Change Order Requests (COR’s) 

• Change Requests (CR’s)

• Potential Change Orders (PCO’s) 

• Potential Changes (PC’s)

• Or other names/acronyms 

I have seen projects where more 
than one label is used because each 
subcontractor is allowed to use 
their own nomenclature. While the 
nomenclature may not be important for 
control reasons, I think it is important 
that contractors sequentially number 
the SCOs (we'll use this acronym for 
purposes of this column). 

Further, if a change order is revised, the 
contractor should maintain the integrity 
of his numbering system by adding the 
letter “R” after the SCO. For instance, 

if SCO#30 was revised, the contractor 
should change it to SCO#30R1. If a 
revision is made to a revision then the 
contractor will add R2 (SCO#30R2) to the 
SCO number. 

I prefer the contractor and/or owner 
require all subcontractors to use the same 
nomenclature even though some would 
consider it more form than substance. I 
also prefer a sequential numbering system 
that maintains integrity by using “R” for 
revisions. 

Flowing through subcontractor 
change orders to the owner

We've discussed SCO processing controls 
in previous columns, but briefly let’s 
revisit the topic. Generally, each month 
contractors bundle SCOs that impact the 
owner into Owner Change Orders (OCO). 
The most commonly used form to capture 
SCOs is the AIA Form G701. 

Once the OCO is signed by the contractor, 
architect and owner, the contractor will 
total each OCO to the original contract 
value on his payment application to 
obtain a new contract value. 

Maintenance of the OCO log is concurrent 
with executing SCOs. However, here is 
where a distinction needs to be made 
between SCOs that impact an owner 
and those that do not. In addition to 
an OCO log, the contractor may also 
maintain a separate or second change 
order log between themselves and the 
subcontractors (i.e. usually bilateral 
changes in cost between the two parties 
that do not impact the owner). 

Why bring this up? From an audit 
standpoint, you should ask for both the 
OCO log and the secondary subcontractor 
change order log. Some contractors have 
been known to manipulate the values of 
SCOs before passing them to the owner. 

A distinction 
needs to be 

made between 
SCOs that impact 
an owner and those 
that do not.



Spring 2012 Association of Healthcare Internal Auditors New Perspectives  29

Here’s how it's done. The contractor 
signs an SCO for one amount, but 
then manipulates the direct cost 
documentation so a higher amount 
is passed through to the owner. 
Alternatively, the contractor provides 
incomplete or no documentation at all to 
the owner (particularly if the SCO was 
executed on a lump sum basis). 

If you have both logs, you can compare 
the SCOs that impact the owner and at 
the price they were passed through. Of 
course, you will need to carry this a step 
further by sampling the SCO files for both 
by reviewing the signed SCOs as well as 
the supporting documentation. When 
a contractor purposely passes through 
an SCO at a higher amount, it may be 
considered fraud. 

One side comment about SCOs: If the 
agreement between a contractor and a 
subcontractor is a lump sum agreement 
it does not mean that SCOs must be 
executed as lump sum. They may also be 
exercised as “not to exceed,” “cost plus,” 
“time and material” or “unit price.” For 
financial control purposes, the SCO form 
used on the project should indicate how 
the cost of the change order will be priced 
(i.e. “not to exceed,” “cost plus,” etc.). 

Overhead and profit on 
subcontractor change orders

In the previous two parts I gave several 
reasons why it is good idea for your 
organization to obtain a copy of the 
subcontracts as they are awarded by the 
contractor. There is another reason which 
will help explain variations you may 
see in SCO overhead and profit (OH&P) 
markups that occur from subcontractor 
to subcontractor. For SCOs typically, 
contractors refer to their agreement with 
the owner to determine what overhead 
and profit markup they will include in 
their subcontractor agreements. 

For example, a construction agreement 
between an owner and a contractor allows 
the contractor to mark up subcontract 

change orders 15% for overhead and 
profit with 10% going to the subcontractor 
and 5% to the contractor. This is the 
OH&P percentage that you will typically 
see in each subcontract because the 
contractor flows through the same ratio to 
the subcontractors. 

However, under the privity of contract 
principle, the contractor is free to 
negotiate a different OH&P percentage 
with his subcontractors. 

In this example, let’s say the subcontractor 
has a particularly good negotiator and 
gets the contractor to agree to a 20% 
OH&P markup with 15% going to the 
subcontractor and 5% to the contractor. 
Contractually this is not a problem. 
However, when the SCOs are passed 
through to the owner, it must be at the 
10/5 OH&P ratio and not the 15/5 ratio. 

The OH&P provision in the owner and 
contractor construction agreement trumps 
any OH&P provision contained in the 
subcontract agreements. The additional 
5% would need to be absorbed by the 
contractor and not passed to the owner. 
The bottom line is this: The contractor 
can agree to any percentage he wants 
with his subcontractors, but as per our 
example the contractor is bound by the 
10/5 OH&P ratio in their agreement with 
the owner. 

Markups on markups are not allowed

Let’s carry the SCO markup discussion 
to another level by discussing what I call 
“markups on markups.” The definition of 
the Cost of the Work in most construction 
agreements includes contractor direct 
costs. Direct costs are typically defined as 
subcontract costs, materials, labor/labor 
burden and equipment rental costs. 

Note that the definition of Cost of Work 
does not include intangible costs such as 
fees and OH&P markups. These markups 
are primarily revenue items not cost 
items. Therefore, from a cost control 
standpoint. contractors should only be 
allowed to multiply their 5% OH&P times 
the direct costs and not intangible costs. 
When contractors attempt to do this—and 
they do it all the time—I call it a “markup 
on markup.” It is also known as layering 
or pancaking of fees. 

On a project with voluminous change 
orders, pancaking can amount to substantial 
overbilling. When I see these markups 
while sampling SCOs, I recalculate what the 
markups should have been and compare 
my results to what was actually added to 
the SCOs to obtain the delta. 

As an auditor, I then have two options. 
I can perform a 100% review of SCOs to 
determine the total overbilling, or I may 
interpolate my sample percentage and 
apply it against the change order universe 
to calculate the potential overbilling.

Either way, the idea is to determine the 
potential overbilling. To help determine 
whether I will perform a 100% review, 
I may present the findings to the owner 
to decide if they are satisfied with the 
sample results applied against the 
universe or if they want a 100% review. 

The owner may present the results to 
the contractor and the two parties could 
then decide whether a 100% review is 
warranted. My experience has shown that 
contractors will typically prefer precision, 
knowing that their contract price may be 
reduced by any overbillings and therefore 
they will request a 100% review. 

Conclusion

Subcontractor change orders may be 
called any number of terms. The bottom 
line is not the nomenclature, but what 
financial impact they have on the owner. 
When an audit is being performed it is 
incumbent upon the auditor to ensure 
that SCOs flow through to the owner at 
the proper amount and with accurate 
overhead and profit markups.

In the next column we will complete our 
review of subcontract costs, including a 
final look at markups. NP
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attempt to do this—

and they do it all 
the time—I call it a 

“markup on markup.”


